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PREFACE TO THE ORIGINAL EDITION

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

The literature concerning economic depressions and what is
currently and somewhat loosely described as the trade cycle is
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 resolution. This book is incidental to the first
step in that enquiry.

It is apparent from the persistence with which depressions
occur, from the gravity of their economic and social effects, and
from the growing consciousness of that gravity, that—however
abundant the literatore on the subject, however elaborate and
specious the theories—our knowledge of the causes of depressions
has not yet reached a stage at which measures can be designed to
avert them. ‘This failure of society to control its own destinies
may be due to one of three causes. It may be due to the fact that
the causal relationship of events has not up to the present been
ascertained; it may be due to the fact that, although the truth
has been discovered and stated, it Lies buried and obscured in a
mass of false theory; finally, it may be due to the fact that, although
the truth is known and recognised, depressions are as inevitable
a phenomenon of our present economic structure as famines were
of 2 more primitive economy which lacked means of transport
and of storage. '

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

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

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

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

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

A first draft of the systematic analysis was sent to the authors
quoted for comments and criticisms. While this precaution was
clearly necessary (and ready and most valuable help was afforded),
it must not be interpreted as implying that the vatious authors have
thus made themselves responsible for the summary of their reason-
ing contained in the following pages. A summary can never be
a perfect reflection of what it summarises, and indeed one author—
though only one—replied that his exposition would not remain
recognisable it thus compressed.

In the course of this analysis of existing theories, it became
apparent that many of the seeming differences of doctrine were due
tather 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 their theories
even at this eatly stage of the work the general synthesis which
constitutes the second part of this volume. This synthesis, how-
ever, is mote than a simple patching together of the theotems of
others : it is an attempt to create a living and cohetent, if incom-
plete, theory on the basis of the knowledge at present available.
But it is confessedly tentative and preliminary : as Professor
Haberler states in his Introduction, there are many points at which
no definite solution can be proposed. At such points, various
possibilities are suggested and these possibilities will be examined
during the second stage of the enquiry. Indeed, the wholé of
this gencral synthesis will be subjected, together with the first
part, to statistical control and test during the second stage of the
enquiry, The intention is to confront the theories with the
ascertainable facts—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 necessary for the
further development of theoty where theory is weak, views are
discordant or doubt exists, :

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

A. LovEDAY,

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



PREFACE TO THE 1939 EDITION

In preparing the new edition of this book, Professor HABERLER
has subjected the whole manusctipt to a thorough revision.
The references to the literature on the subject with 'which he deals
have been brought up to date. In the light of criticisms received,
each step in the analysis has been carefully reconsidered and, in a
number of cases, the argument has been modified or clarified.
The main innovation, however, is the addition of a new chapter
at the end of the first part. ‘This chapter deals with the very rich
literature on the subject which has come into existence since the
completion of the manuscript of the first edition. The manu-
script of Part 1 of that edition was substantially completed as long
ago as December 1935, and that of Part II by the middle 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 in catlier chapters, to consider how far apparent differences
between theories are real or due only to the use of different
terminologies. '

A, LovEpay,

Direstor of the Financial Section
and Economic Intelligence Service.
Geneva, April 1939,



PREFACE TO THE 1941 EDITION

In the preface to the first edition of this book, I wrote that “our
knowledge of the causes of depressions has not yet reached the stage
at which measures can be designed to avoid them.” Anyone studying
the 1939 edition, or more especially the new Part IIT which Professor
Habetler has prepared for this edition, cannot fail to be struck by the
exceptional advance which has been made in recent years in the par-
ticular branch of economic science with which this volume is con-
cerned. Is ocur knowledge today sufficient to enable us to avert depres-
sions? Will governments be able to use it successfully after the war?
No one, I imagine, would reply to either of these questions with a
categorical affirmative; but at least the categorical pessimism I ex-
pressed in 1936 would no longer be justified.

The interest that has been stimulated in this problem of the alterna-
tion of prosperity and depression and the abundant literature that has
been published since the first edition of Professor Haberler's book was
issued have given rise to the need for these two enlarged editions.
This edition centains no changes in Parts I and II. But a third part
has been added, in which Professor Haberler deals successively with the
theory of the multiplier; the foreign trade multiplier; the multiplier and
the acceleration principle in dynamic models; the problem of the turn-
ing points; the so-calied "Ricardo effect”; price inflexibility, wage
rigidity and unemployment. He adds a final section which is directly
concerned with certain problems of policy.

The analytical table of contents has been expanded, and supplemen-
tary name and subject indexes have been added to cover Part IIl.  The
manuscript of Part 111 was completed in June, 1941.

A. Lovepay
Director of the Economic, Financial

Princeton, July 1941 and Transit Department
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INTRODUCTION

As has been explained in the Preface, this book
Parpose  is a first step in a more extended enquiry undertaken
of the book. by the Economic Intelligence Service of the Secre-
tariat of the League of Nations into the causes of
the recurrence of periods of economic depression.

The present study confines itself to the task of analysing
existing theories of the business cycle and deriving therefrom
a synthetic account of the nature and possible causes of economic
fuctuations. However, the next stage in this investigation—the
application, as far as possible, of quantitative tests to the various
causal hypotheses—has largely influenced the manner in which
the preliminary problem has been approached in the following
pages. The teader is invited to keep in mind, while studying the
present report, the fact that it is planned as but a part of a greater
whole. '

In view of the scope of the investigation as a

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

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

the Business Cycle—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 exhaustive bibliography of business-
cycle theory. The purpose is rather to gather together various
hypotheses of explanation, to test their logical consistency and
their compatibility with one another and with accepted economic
principles. It is intended to give 2 rounded picture of the possible
explanations of economic fluctuations and it is hoped that, by
theoretical reasoning, the number of these possibilities can be
considerably reduced.
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The second patt of the present report—the “ Syn-
Synthetic  thetic Bxposition relating to the Nature and Causes
exposition of of Business Cycles”—contains the comprehensive
the nature of explanation which emerges from the analysis of
#he ¢yels.  theories in the first part. As has been said, it does not
claim to be an entirely new theory, but a synthesis and
development of existing theories, so far as they can be synthesised.
What is presented there is furthermore not a closed and rigid system,
but a flexible and open one : there are many points where no definite
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 investigations. In many cases,
theoretical reasoning supported only by such broad facts as one
happens to know without special statistical or historical investiga-
tions can put intelligent questions, but cannot definitely answer them.
That by analysing various theories it should be possible to give
an explanation of the business cycle which, while leaving some
questions open or offering in other cases alternative answers,
nevertheless clarifies a numbet of problems presupposes that the
difference between the theoties analysed is not so radical as is
sometimes believed. In fact, the assumption is that the real
differences in opinion have been frequently exaggerated, and that,
for certain important questions, a2 much greater harmony between
writers of different schools can be established than the superficial
observer would belicve or even than these same writers would
be willing to admit. It is a natural thing that most writers are
inclined rather to dwell on the controversial issues than to stress
the points of general agreement. Here the opposite principle
will be followed and, in the following sections, it will be shown
how theoties which seem prima facie to contradict one another can
sometimes be reconciled.
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CHAPTER 1

PRELIMINARY REMARKS

§ I, THE EXPLANMATION OF THE BUSINESS CYCLE

- Before we begin the exposition 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 relation between varions possible explanations (theoties).
The implications of these observations will be fully realised only
in the light of subsequent pages where these formal principles ate,
so to speak, put to wotk. Nevertheless, it seems useful to touch
upon these things at the beginning in otder to avoid misunder-
standings. The study of the various theories will be more fruitful
if the following general remarks are kept in mind.

Such a complex phenomenon as the business

Plurality  cycle, which embraces almost all parts of the

of causes. 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 in the highly industrialised countries of Western
Europe and America as well as in industrially 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 is by any means self-evident—it is not easy
to speak of #he cause of the business cycle. Few writers have
ventured to proclaim just one single factor as #he cause of the
business cycle ot of deptession in particular, In fact, explanations
which run in terms of one single cause have been more and more
discredited and should be regarded with suspicion. The majority
of modemmn 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 depression. Frequently, the difference between various
theorists is rather a difference in the emphasis laid upon the different
factors than a difference in the enumeration of contributing causes
and conditions,

Even those writers whose theory centres round one single
factor which they make responsible for the business cycle—e.g.,
crop variations, or inventions, or the acceleration of derived
demand, or changes in demand, or waves of optimism and pessi-
mism—are forced to admit that what they call #% cause of the
business cycle can produce its effect only in a certain economic
institutional environment. They assume, explicitly or implicitly,
a certain structure of the exchange economy, a certain rigidity of
wages and contracts, a certain behaviour of investors, the presence
ot absence of a certain amount of knowledge and foresight amongst
entrepteneurs, 4 certain monetary organisation, etc. ‘The business
cycle might well not appear (4) if those * active” forces {crop
changes, inventions, changes in demand, etc.) were absent, ot
(b) if one or several of the significant features in the economic insti-
tutional framework were changed ; if, for example, wages and
contracts were perfectly plastic, if entreptencurs behaved in a
different way, if they possessed perfect foresight or if the monetary
otganisation were different and monetary authorities took steps
to prevent repercussions : In & word, if they were to behave
differently from what they actually do.

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

Normally, & complex phenomenon such as

Theorfes  the business cycle is caused and conditioned
differ mainly as by a large number of factors and circumstances.

to emphasis, Bven if the same theory holds good for all
cycles, there is still room for a multitude of

“ different > explanations which need not all be logically exclusive
and contradictory. Each of them sttesses one or other of the
relevant factors and conditions and calls it the “ dominant * or
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“ causally relevant ” one. The other factors are neglected, or jt
is assumed that they do not change or cannot be changed, or that
it is for some reason not desirable to change or eliminate them (e.g.,
inventions) or that their changes cannot be further explained (at
least not by the economist) and that they must therefore be taken for
granted. In particular, monetary and non-monetary explanations
of the business cycle seem to be frequently reconcilable, The non-
monetary theorist {who stresses, ¢.g., the impact of inventions,
or changes in demand with intensified changes in derived
demand) often tacitly assumes—or ought logically to assume—
the willingness and ability of the banking system to expand
credit on existing terms, whereas the monetary theorist takes such
disturbing events as inventions or changes in demand for granted
and blames the monetary authorities for not adjusting the terms
of credit.
These considerations suggest that it is useful
Classification to distinguish certain types of causal factors.
of camsal One may draw a djstinction, for instance,
Jactors.  between active and passive factors or, in other
wotds, between causes and conditions or between
condmons per guam and conditions sine gua mon.  Inventions, crop
changes, changes in demand are active factors, while institutional
circumstances such as are mentioned above shauld be classified
as passive conditions. Sometimes this distinction may be useful;
but frequently it is difficult or impossible to draw a sharp line
between the two types of factors. How is it possible to decide
whether any given action on the part of the banks, such a5 lowering
the discount rate when reserves are ruoning high or failure to
raise the rate when the dcmand for credit riscs (i.e., when the
“ natural rate * has risen), is an “ active” ora * passivc » factor P
This is obviously a terminological question aad xt is fruitless to
press for an answer in every single case.
The real distinction—in some cases—is between confrollable
and ancontrollable factors.! 'The weather, e.g., is uncontrollable,
while institutional factors are at least in theoty controllable,

v Cf. J. M. Clark, Strategic Factors in Business Cycles, New York,
1935, pages 4-5 and passim.
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Among factors, furthermore, which can in principle be controlled,
there are those which one does not find it desirable, for one reason
or another, to control or to climinate altogether—e.g., inventions,
ot the liberty of the recipient of income to spend his income or
to save it, or to exercise freedom of choice in regard to his consump-
tion or oceupation. Needless to say, opinion as to what it is
possible and desirable to control or influence varies from time to
time and from petson to petson.

A more usual if less pragmatic classification is that of causes
which originate within and causes which originate outside the
economic systern, Wars, inventions, crop changes (so far as
they depend on the weather and are not economic adjustments to
changes in demand, prices or cost), spontaneous changes in demand
(so far as they ate due to changes in taste and are not simply a
reaction to changed supply conditions) are examples of outside
causes, Changes in production due to changed demand condi-
tions, price changes due to rise in cost, intensified demand for
producers’ goods due to changes in demand for consumets’ goods
are examples of economic causes, But what is to be called an
economic and what a non-economic factor or circumstance is frequently
tathet a matter of convention than of atgument.

Closely connected with the distinction between
Excopenonr and economic and non-economic factors and causes is
endogenons  the distinction between  exogenons > and * endoge-
theories,  mous’ theories of the business cycle. Exogenous
theoties are those which assume external disturb-
ances-—-2.2., crop changes or inventions-—in order to explain the
business cycle. Endogenous theories rely exclusively on move-
ments which can be explained economically. This distinction, too,
is not always definite. Is the monetary theory, which explains the
business cycle in the light of certain actions or a certain policy
on the past of the banking authorities, to be regarded as exogenous
ot endogenous ? If the banks lower the rate of interest, thereby
inducing a credit inflation, their action will presumably be regarded
a8 an exogenous factor : but suppose they do not raise the rate
sufficiently in face of a rising demand for credit (due, e.g., to inven-
tions) with the same result in 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 theories by saying that the
former assume movements in the data, while the latter suppose
the data to remain constant.! This distinction is precise enough
once the general theoretical system on which a writer builds his
theory of the business cycle has been determined and accepted;
but it is not possible to lay down beforehand once and for all what
phenomena are to be regarded as accepted data and what ate
magnitudes to be explained and determined in the light of those
data, What the theory of yesterday accepted as data, we try to
explain to-day; and the independent variables (data) on which
we build to-day may become dependent variables to-morrow,
All attempts to make a definite distinction between data and resalts
lead back to the eatlier conception which regards forces or move-
ments of 2  non-economic > nature or * external ” to the economic
system as the “data” of economic theory, But this distinction
between ““economic” and “ non-ecopomic ¥ phenomena is a
purely conventional one. There is no reason why forces or move-
ments not ti 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 serious explanations are neither
purely exogenous nor purely endogenous.  In almost all theories,
both the  originating factors ” and the * responses of the business
system ” (to use the expression of J. M. Crarx?® play a rdle.
On the one hand, a purely exogenous theory is impossible, Even if
one assumes a weather cycle, the peculiat response of the business
system, which converts harvest variations into a general alternation
of prosperity and depression, has still to be explained.  On the other
hand, a purely endogenous theory is hardly satisfactory. It is
not likely that, without outside shocks, a cyclical movement
would go on for ever : and, even if it did go on, its course would
certainly be profoundly influenced by outside shocks—that is, by
changes in the data {however these may be defined and delimited
by economically explained variables). '

i See especially Tinbergen : “ Suggestions on Quantitative DBusiness
Cycle Theory ' in Econametrica, Vol. 111, No. 3, July 1935, page 241.
1 See his bock : Sirategic Factoys in the Business Cycle, passim.
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The interaction of exogenous and endogenous forces is intricate,
and the logical possibilities of their mutual impacts are numerous.
We shall not, howevesz, discuss these problems in the abstract here
at the beginning., They will find their solution as we proceed in
our theorétical enquiry, especially in Part IT of the present report,

One methodological rule of thumb may be
Inberent  suggested at this point, however, although it will
instability find its full justification only later. For various
in the economic teasons, it seems desirable, in the explanation of the
yiterr. business cycle, to attach as little importance as
possible to the influence of external disturbances.
In the first place, large swings in the direction of prosperity and
depression as we find them in real life are difficult to explain
solely by exogenous forces; and this difficulty becomes an impos-
sibility when the alleged ° disturbances ” do not themselves
show a wavelike movement. Even if a periodic chatacter is
assumed (e.g., in the case of crops or inventions), the hypothesis
is full of difficulty. The responses of the business system seem
prima facie more important in shaping the business cycle than
external shocks. Secondly, histerical expetience 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 responsiblel This suggests
- that there is an inherent instability in our ecefiomic system, a
tendency to move in one direction or the other. If it is possible
(as we believe) to demonstrate that such a tendency exists and to
indicate the conditions under which it works, it will be compara-
tively easy fo fit all kinds of external pertutbations, including all
State interventions, into the scheme, Exogenous forces will then
figure as the originators or disturbers of endogenous processes,
with power to accelerate, retard, intetrupt or reverse the endogen-

. ous movement of the economic system®

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

2 For this reason, anything like perfect regularity in respect of the
amplitude, length, intensity and concomitant symptoms of the cyclical
movement is @ priori improbable,
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A frequently used analogy may be adduced, not

Meckanical to prove anything, but to make the meaning of

analogy.  what has been said clearer. We can compare the
economic system with a pendulum or with a rocking-
chair. A rocking-chair may be made to perform faitly regular
swings by quite irregular impulses (shocks) from the outside.
(Besides it may conceivably have a mechanism installed which
makes it swing without outside forces operating on it.) In the
explanation of the movement of the chair we must now distinguish
two factors : the structure of the chair and the impulses from the
outside—endogenous and exogenous factors. The structure
of the chair is responsible for the fact that irregular shocks are
transformed into fairly regular swings. An ordinary chair would
ordinarily respond quite differently, although some particular
kinds of impulses are thinkable (regular pushes and pulls) which
would make it move in regular swings.

Naturally, the structure of the rocking- chan:—and hence the
nature of the swings produced by external shdcks-—may be very
different in detail. The system might be so constructed that
incessant regular swings ate produced if, after having been pushed,
the system is left to itself. Or else the swings may gradually
disappear—that would be the case with an ordinary rocking-
chair; we speak in that case of  damped oscillatioris * and may
distinguish various degrees of dampening. The opposite may be
true, the swings may become more and mrore violent; the fluctua-
tions atre then said to be * explosive * or * antidamped ”, or the
system is in an unstable equilibrium.

The methodological suggestion made above then comes to
this, We tentatively assume that, for the explanation of the fairly
regular swings of the economic system (just as for those, of the roe-
king-chalr), it is more important tostudy the peculiar structure of the
system and hence its responses to oatside shocks than to look for
regularities in the occutrence of these shocks. This hypothesis is,
of course, subject to subsequent confirmation ot rejection.

If, therefore, in many of the following sections, not much is
said about such external influences (and in particular about the
various forms of intervention in the economic process by the
State or other public bodies, which figure so prominently in the
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daily comments of economists, politicians and economic journals
on contemporary events), this must not be taken to imply that, in
our opinion, or in the opinion of the writers whose theories are
reviewed, these factors do not influence the economic situation,
Our object is in the first instance to isolate the responses of the
economic system, in order to stage the scene and to describe the
environment in which the external influences have play.

§ 2, METHOD OF THE FOLLOWING ANALYSIS

The scope of the following analysis of theories

Principles has been defined in the Introduction (page 1)1

of selection. The method followed in the exposition Is

thereby largely determined. No attempt has been
made to present the vatious theories in chronological otder
or to picture the theoretical and sociological background of the
various writers (except in so far as it may have been necessary in
order to elucidate their doctrines). It has been preferred to present
the theories in a systematic order, beginning (so far as possible)
with the less complicated and proceeding thereafter to the more
complicated. Frequently it happens that the latter cover all the
factors on which the former lay stress, while drawing attention
to others which the former have overlooked or treated as irrelevant
or put aside by means of a convenient simplifying assumption
{e.2., by a eeteris paribus clause).

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

¢ This special purpose explains the difference between the following
exposition and the classification of theories and theorists given in such
works as A. H. Hansen : Business Cvcle Theories, Boston, 1927 ; W. M.
Persons : © Theories of Business Fluctuations * (Quarterly Journal of
Economies, Vol. 41, reprinted in Forecasting Business Cycles, New York,
1931) ; F. A, Hayek : Monetary Theory and the Trade Cycle, London,
1933 ; Maciie : Theories of ths Trade Cycle, London, 1934.
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Naturally, the work of those writers who have themselves
attempted a synthesis of theories—such as Mrrcurry, Pigou,
RoBERTSON—had to be mentioned at several points In connection
with the various lines of thought which they have incorporated
in their systems. Mention is not made, however, at every point
of all the writers who have made useful contributions to the pro-
- blem in hand. The method followed has been dictated by the
purpose of the present enquiry : it does not pretend to do justice
to the originality and importance of different writers’ contribu-
tions. It is not intended to be an appraisal of the merits of various
writers, but a review and analysis of explanatory hypotheses,

The various theories undetr teview have been
Heads of examined, as far as possible, under the following
analysis.  heads :

General characteristics.
Explanation of the upswing (prospetity).

» s »» Upper turning-point (crisis).

" » 5 downswing (depression).

" s s lower turning-point (revival).
Reasons given for recurrence, periodicity, etc,
International complications.
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THE PURELY MONETARY THEORY

§ 1. PRELIMINARY REMARKS

Money and credit occupy such a central position

Cyelical  in our economic system that it is almost certain that
Fuctuations they play an impottant tole in bringing about the
of MV. business cycle, either as an impelling force ot as a
conditioning factor. During the upswing, the

physical volume of production and of transactions grows while
prices rise or, in some rather exceptional cases, remain constant.’
This means that the money volume of transactions rises. During
depression, the money volume of transactions falls. In other
words, the work which money must and does perform tises and
falls with the ups and downs of the business cycle? It follows,
then, that the product {(M1”) of the quantity of money (M) andits
velocity of circulation (V) rises and falls. ‘This does not necessat-
ily mean that the rise and fall of M and Jor 17 is in all cases the active
cause of changes in business activity : it may equally well be a
passive condition or even a mere symptom., It is conceivable
that M1/ may adjust itself automatically to changes in the volume
of business without exerting any influence by itself. But, in any
case, the analysis of a theory which puts the monetary factor at
the centre of its scheme of causation will almost certainly reveal

! The outstanding example of a boom without a rise in prices is the
American boom of 1926-192g9. The stability of prices was, however,
confined to the wholesale-price level, A more general price index (as
constructed by Mr, Carl Snyder) shows a marked rise.

1 It should be noted that this is not implied by the definition of pros-
perity and depression.  Ttis conceivable that the rise and fall of the volume
of production might be accompanied by an opposite movement of prices,
sa that the money value of the volume of production or of transactions
in general would remain constant or even vary inversely with the physical
volume, '
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important features of the business cycle which no adequate syne
thesis can afford to neglect.

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

The purely monetaty explanation of the

Importance business cycle has been most fully and most
of somsamers’ uncompromisingly set out by Mr. R, G,
ontlay.  Hawrrer! For him the trade cycle is *a
putely monetary phenomenon” in the sense that

changes in “the flow of money ™ are the sole and sufficient
cause of changes in economic activity, of the alternation of prosper-
ity and depression, of good and bad trade. When the demand
for goods in terms of money (that is, the flow of money) grows,
trade becomes brisk, production rises and prices go up. When
demand falls off, trade slackens, production shrinks and prices
sag. The flow of money—i.e., the demand for goods in terms
of money—is proximately determined by * consumers’ outlay *,
that is, by expenditure out of income? Consumers’ outlay
comprises, however, not only expenditure on consumers’ goods,
but also expenditure on new investment goods—that is to say,
that part of consumers’ income that is saved and invested. - (For
consumers” outlay, one can substitute MV, if one defines *“ 17"
as “income velocity ”, in contradistinction to * transaction

! See Good and Bad Trade, Tondon, 1913 ; Monetary Reconstruction,
1923, 2nd ed., 1926 Curremcy and Credit, 1919, 1923, 1928 ; Trade
and Credit, 1928 ; Trade Depression and the Way ouf, 1931, 1933 ; The Ax
of Central Banking, 1932 ; The Gold Standard in Theory and Prastice, 3rd
ed., 1933 ; Capital and Employment, 1937.

* See, espectally, The Art of Central Banking, London, 1932, Chapter 111

Independently, very similar ideas bave been expressed by Professor
Albert Hahn in his earlier writings. See his Velkswirvischaftliche Theorie
des Bankhkredits, 15t ed,, 1924 (31d ed., 1930). Since then he has, however
changed his view considerably.

Many of the propositions advanced by Mr. Hawtrey and reviewed in
the following pages, especially those on the relation between interest rates
and prices, have bad a long history and were given an early expression in
A. Marshall’s evidence before the Gold and Silver Commission, 1887.
{See Official Papers of A. Marshall, 1926, pages 52 and 131, reproduced and
elaborated in his Money, Credit and Commerce, pages 75-76 and 254-257.)
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velocity * as it figures in 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 magnitudes—M1” and
consumers’ outlay—are by definition the same; and not much is
gained by the substitution of one expression for the other.)

Non-monetary factors such as earthquakes, wars, strikes, crop
failures, etc.,, may produce a general impoverishment : others,
such as harvest changes, over-development of certain industties
(e.2., ovet-investment in constructional industries), may produce
a partial depression in particular branches of industry, But a
general depression in the sense of the trade cycle—i.e.,, a situation
in which unused resources and unemployment are general-—-cannot
be induced by non-monetary forces or events except in so far as they
give rise to a fall in consumers’ outlay—i.e., in the flow of money.

Changes in consumers’ outlay are principally

Instability due to changes in the quantity of money.

of mongy  Everyone agrees that a sudden diminution in

and eredit, the quantity of money, an outright deflation,

has a depressing influence on economic activities,

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

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

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

This is the familiar picture of a * Govemnment deflation or
inflation .  According to M. HawrRey, the trade cycle is nothing
but 4 replica, on a small scale, of an outright money inflation and
deflation. Depression is induced by a fall in consumers’ outlay due
to a shrinkage of the circulating medium, and is intensified by a
decline in the rapidity of the circulation of money. The prosperity
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phase of the cycle, on the other hand, is dominated by an infla-
tionary process.

If the flow of money could be stabilised, the fluctuations in
economic activity would disappear. But stabilisation of the flow
of money is no casy task, because our modern money and credit
system is inherently unstable. Any small deviation from
equilibrium in one direction ot the other tends to be magnified. -

Mr. Hawrrey starts with the assumption that, in the modern
wotld, bank credit is the principal means of payment. The
circulating medinm consists ptimarily of bank credit, and legal
tender money s only subsidiary. It is the banking system which
creates credit and regulates its quantity., ‘The means of regulation
are the discount rate and open-market putchases and sales of
securities. The power to expand credit is not, of coutse, vested
in each individual bank, but in the banking system as a whole,
A single bank cannot go very far in expanding credit on its own
account; but the banking system as a whole can, and there is a
tendency to make the whole system move along step by step in
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 it the whole system.

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

§ 3. THE UPSWING

The upswing of the trade cycle is brought

Driving foree about by an expansion of credit and lasts so
of bank  long as the credit expansion goes on of, at
excpansion.  least, is not followed by a credit contraction.
A credit expansion is brought about by the

banks through the easing of conditions under which loans are

1 Cf., e.g., the exposition in Keynes® Tyeatise on Money. The history
of thought on this subject has been written in great detail by V. Wagner,
Geschichle dev Kredittheovien, Vienna, 1936, and A, W, Marget, The Theory
of Prices : A Re-examination of the Central Problems of Monetary Theory,
Vol I, New York, 1g38. :
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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 period 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 instrument of expansion is a reduction of the discount
rate; and each of the other measures is equivalent in some way to
a reduction in the costs of credit. _
Mr, Hawrrey is aware of the objection, which
The strategic has been raised very frequently, that a reduction of
position of 1 or 29, in the interest on bank advances is too
#he merchant. unimportant an item in the profit-and-loss account
of the average business-man to induce him to expand
his business and to botrow more. His answer to this objection
is that there exists one class of business-men which is 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 dealer’s profit.  To him, a change
in interest charges of 1 or 29 is not negligible, as it is perhaps to
_the manufactuter. It is not denied, of course, that there are other
considerations besides the rate of interest which might induce a
merchant to bortow more (ot less) and to increase (or reduce) his
stocks of goods. If pnccs are expected to tise, or if a fall is and-
cipated, a reduction in the interest rate may be unnecessary or
insufficient. But.a general rise or fall in prices sufficient to induce
the majority of merchants to increase or decrease their borrowing,
irrespective of minor changes in the rate of interest, is unlikely to
occur except as a consequence of an expansion ot contraction of
credit and will be discussed later.

Thus, according to Mr. HAWTREY, the merchant is in & stratcglc
position. If the rate of interest is sufficiently reduced—and in
ordinary circumstances a slight reduction is sufficient—metchants
are induced to inctease 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 in
demand, and a further depletion of stocks. Increased acdvity
treans increased demand, and increased demand means increased
activity. A vicious circle is set up, a cumulative expansion_of
productive activity ! which is fed and propelled by 2 continuous
expansion of credit.

“ Productive activity cannot grow without

Effects of limit. As the cumulative process carties one

rising préces. industry after another to the limit of productive
capacity, producers begin to quote higher and
higher prices .”* When prices tise, dealers have a further induce-
ment to borrow. Rising prices operate in the satne way as falling
interest charges : profits are increased and traders stimulated to
hold larger stocks in order to gain from a further rise in prices. .
In the same way, the producer is stimulated to expand production
and to bortow more freely in order to finance the increased pro-
duction. The cumulative process of expansion is accelerated
by a cumulative rise in prices, :
There is yet another accelerating element.

Instability In addition to the expansion of the circulating

of the velority medium, there is an increase in its velocity of
of cireslation. circulation. When prices gise and trade is

brisk, merchants and producers not only borrow
more ! they use up any idle balances which may be at their
disposal. Idle balances are the inheritance of the previous
depression.  If they exist to a large extent, ““it may be that
an enlargement of the consumers’ income and outlay is
brought about with little or no expansion of the outstanding
bank credit™.

“ Thus there is a principle of the instability of velocity of circu-
lation, which is quite distinct from the principle of the instability
of credit, but is very apt to aggravate its effect.””3

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

' The Art of Uentyal Banking, page 167,
1 Op. cil., page 171,
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banks have then to be careful not to let the expansion get out of
band and degenerate into wild inflation. They should raise the
rate of interest drastically : slight increases will not deter people
from borrowing if prices rise and are expected to tise further.
That is what is meant in saying that the process has gained
momentum, A discount rate which would have sufficed

to nip the expansion in the bud would Jater ‘be much too
low to stop it

§ 4. THE UPPER TURNING-POINT

Prosperity comes to an end when credit

-« Credit  expansion is discontinued. Since the process

restriction of expansion, after it has been allowed to gain

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

there is always the danger that expansion will be

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

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

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

Man-made limitations on the amount of the
The wage-lag, circulation—that is, limitations imposed by
the cash drain law and custom—-constitute the barrier which
and the  prevents our present economic system from
£old standard, getting 1id of its cyclical movement with all
its bad consequences. So long as there is a
gold standard, or other restriction in the supply of legal tender
money (6.2, that involved in the attempt to stabilise the exchange
rate gis-d-vir another countty which does not itself expand credit),
the banks are sooner or later forced to stop expansion and even to
contract. '

Cashi—i.¢., legal tender money—is predominantly used for small

and retail transactions, because for these purposes credit has no

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

§ 5. THE DOWNSWING

The process of contraction is cumulative

The reverse no less than the process of expansion. * When
of the upswing, credit has definitely turned the corner, and a

contraction has succeeded to an expansion, the
downwatd tendency of prices is sufficient to maintain the process
of contraction, even though the rate of interest is no longer,
according to the ordinary standards, high,”?

The process is cumulative for the following reason. When .
prices are falling, merchants 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 in spite of endeavours
to reduce them; borrowing is reduced further—and so on in a
long and painful process. All the factors which tended to stimu-
late the upswing conspire now to push contraction further and

t Currency and Credil, 3rd ed., London, 1928, page 153, °
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further, The vicious spiral downward is in all respects the
negative counterpart of the vicious spiral upward. The details
need not be repeated.

§ 6. REVIVAL

During a depression, loans are liquidated and
Suffciency.  gradually money flows back from circulation into
of eredit  the reserves of the banks, The reserve ratio
expansion. becomes normal, and reserves above normal
arc slowly built up. Interest is by this time
fallen to an abnormally low level; but, with prices sagging and
with a prevalence of pessimism, it may be that even an exceed-
ingly low level of interest rates will not stimulate people to borrow.
According to Mr. HawTREY, however, there are almost always
some people who are willing to increase their borrowing; and this
should enable the banks to get over the dead point. But if, as
happens in abnormally deep depressions, pessimism is so wide-
spread that no rate above zero will induce an expansion, the
central bank has another weapon for overcoming the reluctance
of the business community to make use of existing credit
facilities—and that is the purchase of securities in the open
market. :

When the central bank buys securities in the open matket, cash
is pumped into 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 is a change in the composition of the assets of the
banks (cash increases, loans decrease). But Mr. Hawrrey
is confident that eventually, if only the purchases of securities ate
carried far enough, the new money will find an outlet into circula-
tion, consumers’ income and outlay will begin to rise, and a self-
reinforcing process of expansion will be started. Mr. Hawrrey
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 is therefore not necessary to have
recourse to more drastic methods (such as public works) to start
an expansion. ' This attitude of his is closely connected with his
theory that changes in the rate of interest must operate through
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influencing working capital rather than through stimulating
investment in fixed capital. We shall have to come back to this
ptoposition because it conflicts sharply with the theoties of
many other writers, with which we shall have to deal,

_ In his earlicr writings Mr. Hawrrey had alteady
A eredit mentioned the theoretical possibility of 2 complere
deadlock.  credit deadlock arising. ‘That is 2 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 in the flow of money.

In more recent publications, under the impression of the slump
of the nineteen-thirties, Mr. HawrrEY has modified his views to
some extent.? He now doubts whether it can be legitimately
assumed that  the expectation of falling prices is (always) the
result of a preceding experience of a prolonged actual £z11>’% and
that such a condition of stagnation is not possible except in the
course of a reaction from a riot of inflation.*

He still believes that * 2 failure of cheap money to stimulate
revival ¥ is “ a rare occutrrence *’, but he admits that “ since 1930,
it has came to plague the world and has confronted us with pro-
blems which have threatened the fabric of civilisation with des-
truction .8

These admissions and qualifications go a long way to meet the
objections of those who do not share Mr. HawTREY's unshakable
optimism regarding the efficacy of the traditional methods of
banking policy for bringing about a revival,

! rg13, page 186.

2 Cf. bis Tvade Depression and the Way Uut, 2nd ed,, pages 29-31 and
133-135, Capital and Empioyment, pages 85-87, * A Credit Deadlock " ;
and his contribution to The Lessons of Monetary Experience (edited by
A. D. Gayer), * The Credit Deadlock ", pages 129-1435. '

* The Lessons of Monelary Experience, page 131.

* Ibid., page 131, and Monelary Recomsfructiont, page 133,

¢ Capitgi 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 policy, before the war, Mr. HaAwrrEeY describes the transi-
tion from deptession to prosperity in the following
way. During the depression, money begins to flow back to the
banks. But, again, there is that lag of the flow of cash behind the
movement of credit. As the outflow of cash does not at once
follow the expansion of credit, the inflow of cash lags behind the
contraction. The consequence is that, when the banks come to
the conclusion that they can stop contracting, because their reserves
have reached the desirable level, the process of inflow of cash has
not yet come to an end. People’s cash balances respond slowly.
Cash continues to flow in for a considerable time after contraction
of credit has been arrested. Surplus reserves accummlate, and
these excessive reserves tempt the banks later on to over-expand
and so begin ancther cycle.

§ 7. RHYTHM AND PERIODICITY

Mr. HawrrEY’s theory explains why there are not

Rigéd ressrve  merely small oscillations around the equilibrium, but

proportions. big swings of the pendulum in the one or the other

direction. The reason is the cumulative, self-

sustaining nature of the process of expansion and contraction.

The equilibrium line is like a razot’s edge. The slightest

deviation involves the risk of furthet movement away from
equilibrium.

But even so, Mr. HawTnEy thinks, the recurrence of the break-
down is not inevitable. ‘The expansion could go on indefinitely,
if there were no limits to the increase in the quantity of money.
The gold standard is, in the last resort, responsible for the recurrence
of economic breakdowns. Under the gold standard, it is the slow
response of people’s cash balances which prevents the banks from
stopping expansion or contraction in time. “If an increase or
decrease of credit money promptly brought with it a proportionate
increase or decrease in the demand for cash, the banks would no
longer either drift 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 is regulated with reference to resetve proportions,
the trade cycle is bound to recur .1

Under the automatic working of the gold standard, “ the length
of the cycle was determined by the rate of progress of the processes
on which the cycle depended, the absorption of currency
duting the period of expansion and its return duzing the period of
contraction .2 _

Since 1914, the automatically working gold stan-
No trade cycle dard has ceased to exist. After the war and post-
since the war. war inflations, the gold standard—a managed gold
standard—was once moge restored; but the first
major shock upsetit. Therefore, according to Mr, HawrrEy, the
former marked regularity and periodicity in the altetnation of
periods of prosperity and depression, of expansion and contraction,
can no longer be expected and do not, in fact, any longer exist,
* For the time being there is no trade cycle ™ if by “ cycle ™ is
meant a periodic movement of marked regularity, There are, of
course, periods of prosperity and depression; for the credit system
is still inherently: unstable and there are fotces more powerful
than ever, the operation of which makes for expansion or contrac-
tion. But the intricate mechanism which produced the former
regularity in the alternation of expansion and contraction is
completely dislocated.

Periodicity is not, however, essential for the purposes of
Mr. Hawrrey’s theory. On the contraty, he is entitled to claim
for his theory that it does not postulate exclusively movements
of a definite Jength and regularity. The regular cycle can always
be interrupted by non-cyclic forces. It must be admitted that an
explanation which is flexible in this respect is preferable—if it is
tenable in other respects—to 2 more rigid one.

t Monetary Reconstruction, 2nd ed., London, 1926, page 135.
* Cuprency and Credif, 3rd ed., page 155.
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§ 8. SPECIAL FEATURES OF THE THEORY

As has been mentioned, Mt. HawrRrEY’s theory
Filuctnations stands in contradiction to many other related theories
in investment in that it contends that a change in the rate of
in fixed  interest influences the economic system, not through
capital.  a direct influence on investment in fixed capital,
but through the provision of working capital and
- particularly stocks of goods.. The alternative view will be discussed
later. Here it must beasked how Mr. HawrREY’s theory can account
for the undoubted fact that the instrumental industries experience
greater cyclical fluctuations than the consumption industries, ‘The
csplanation offered is that activity brings a mote than proportional
increase in profits; and, as profits (whether reinvested by corpora-
tions or distributed to sharcholders) are the principal soutce of
savings, the funds available from savings for capital outlay are
similarly increased. The disproportionate fuctvations in the
instrumental industries are therefore a consequence of changes
in consumers’ income and outlay, and are not due (as many writers
believe) to any repercussions which credit expansion may have—
directly, or indirectly through changes in long-term-interest
rates—on investment in fixed capital, . That credit expansion has a
certain effect on investment in fixed capital is not altogether denied
by Mr. HawrrEY; but he holds it to be unimportant as compared
with the direct influence on the merchant and on working capital.
- To complete the picture of Mr. HAWIREY’S
Implications theory, a word must be said as to the policy banks
Jor polizy.  should pursue in order to eliminate the credit cycle,
and with it the trade cycle. The banks, and
especially the leaders of the banking system, the central banks,
should not watch the reserve proportions so much as the flow of
purchasing péwer. The demand for goods, the flow of money,
is the important thing—not the outstanding aggregate of money
units, Theaim 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 in the
factors of production—not metely the growth of population, but
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also the growth of capital—and allowance ought to be made for
the proportion of skilled labour of varying grades and for the
approptiate amount of economic rent. In other words, the aim
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, it
is comparatively easy to account for various kinds of international
complications, The analysis of any given international constella-
tion involving two or more countries must invariably turn on the
question of how the money supply in each of these countries is likely
to be affected.  'This analysis has not yet been worked out system-
atically from the standpoint of the explanation of the business
cycle. But the instruments of the analysis are ready to hand,
The theory of the international money mechanism under different
monetary standards is one of the most fully elaborated chapters
of economic science.?

§ 10. CONCLUDING REMARKS

A feature of particalar interest in Mr. HAWTREY'S monetary
theory of the business cycle is the demonstration and analysis of
the cumulative nature of the process of expansion and contraction.
In this respect, there is, as we shall see, much agreement between
theorists of different schools of thought. Mr. Hawrrey's pro-
positions on this point, largely taken over from MARszALL and the
Cambridge tradition, have found a place in the theory of a great
number of writers.¥ _

Other features of Mr. HawTREY’s theory are more questionable.
His contention that the reason for the breakdown of the boom is

+ See his paper *“ Money and Index-Numbers ™ in [owrnal of the
Royal Statistical Society, 1930, reprinted in The Art of Cenival Banking,
Pages 303-332. -

1 See beiow Ch. 3, §§ 8, 16, and Part II, Ch, 11.

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

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



CHAPTER 3

THE OVER-INVESTMENT THEORIES

§ I. GENERAL CHARACTERISTICS

In this section, it is proposed to analyse some

Maladiustments, closely related theotries of a great numbetr of
verdical and  wtiters, which may be labelled generically * over-
horizontal,  investment theories ”, :

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

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

The situation as it develops during the boom, according to the
over-investment school, may be described as a “ versisal disequili-
btium or maladjustment ” in contradistinction to a “ horizontal
disequilibrivn or maladjustment ” in the structure of production.
The distinction between vertical and hosizontal maladjustments
can be formulated as follows. Supposing that by some means
the aggregate morney flow is kept constant, equilibrium in the
structure of production will be preserved, if the allocation of the
factors of production to vatious employments corresponds to
the distribution of the money #ow—:z.e., the moneiary demand
for the products of the different branches of industry, This
distribution is, broadly speaking, determined by (1) the decisions
of the population as to spending and saving, (2) the decisions of
consumers as to the distribution of expenditure between various
Hnes of consumption goods, and (3) the decisions of producers
at every stage as to the distribution of their cost expenditure
between different forms of input. If the structure of production
does not correspond to the first set of decisions, we have a
verticel maladjustment—vertical because the indusiries which
are not harmoniously developed are related to each other in a
“ yertical ” order, as cost and product. One may also speak
of *“higher” and *lower™, or “earlier” and *Ilater” 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. HAwWTREY also recognises

Mongy and - the fact that the cyclical movement is much more

the structure  violent in the capital-goods industries. But in

of production. his view, this is merely the consequence of fuctua-

: tions in the flow of money {consumers’ income and
outlay). It is not an evil in itself, According to the over-
investment theories, fuctuation in investment is the cause of the
business cycle, and the forces which bting about expansion (being
to a large extent of a monetary natute) have a direct effect on
investment—viz, (rmainly) on investment in fixed capital. Fluctua-
tions in investment generate ﬂuctuauons in consumers’ income
rather than the other way round.

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

We can distinguish three sub-groups with a still
The schools of greater variety in detail?
over-investment :
theorists. (A) Writers who believe that monetary forces
operating under a particular form of credit organ-
isation (banking system) produce the disequilibrium between the
lower and higher stages of production.

This type of theory, which is frequently called the “ Neo-
Wicksellian > school, may perhaps be included amongst the
monetary explanations of the business cycle, inasmuch as the active
cause which disturbs the equilibrium is a monetary one. But the
business cycle is for these wtiters more than a purely monetary
phenomenon. Monetary forces produce a real maladjustment,

L Na.tuIa.lly, other groupings are possible, but that selected seems to
be the most natural and useful.
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the consequence of which is the breakdown of the boom. Crisis
and depression cannot be explained purely by contraction of the
circulating medium, although deflation may come in as a secondaty
and intensifying element. Among the writers whose theories
fall within this group are Havex, Macurve, Mises, Rospins,
ROrkE and StRiGL. WircksELL has provided the theoretical
basis for this theory, but belongs himself rather to the following
group (group (B)), while Roserrsow holds an intermediate
position between group (A) and group (B).

(BY This group consists of writers whose theories do not
run in terms of money. They stress factors in the sphere of
production such as inventions, discoveries, the opening of new
markets, etc,—that is, circumstances which provide new invest-
ment opportunities, Some of them refer to the money factor
only incidentally or incline to minimise it. But it can be shown-—
and is indeed frequently recognised by the writers in question—
that certain monetary forces are indispensable for the active
factors on which they lay stress to produce the effect postulated.
Casser, HANSEN, SpiETHORF and WICKSELL are prominent in this
group., RopEr1SON has been already mentioned. Picov’s and
ScHUMPETER’S analyses go parallel for 2 long way with the
theories of these writers.

(C) There is a third view which adds much to the force of the
ovet-investment theory-—namely, the theory that changes in the
production of consumers’ goods give rise, for technological
reasons, to much mote violent fluctuations in the production of
producers” goods in general and fixed capital equipment in parti-
cular, 'This so-called principle of *“ the acceleration and magnifica-
tion of derived demand® has been elaborated by ArraLion,
Bickerpike, CarRvER and Picou. In recent years, J. M. CLARK
and R. G. Harrop have laid great stress upon it in their explana-
tion of the business cycle. MrrcueLy, ROBERTSON and SPIETHOFF
mention it as a factor which intensifies the cyclical movement.
The ptinciple can also be used, as we shall see, in support of a
special type of the under-consumption theoty of the business
cycle.
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A. The Monetary Over-investment Theories
§ 2. GENERAL CHARACTERISTICS AND THEORETICAL FOUNDATION

The theories of the following writers will

Banking  now be examined : F. A. Haveg! F. MacuLup?
system and L. Mises? L. Rosminst W. ROPREF and
money supply, R. StrIGLS The explanation given by these
writers of the upswing and of the down-turn

(crisis) is fundamentally the same. Such differences as exist are
mainly in respect of amplifications in the later publications,
.Sericus conflicts of opinion are to be found, on the other hand,
in respect of the description and explanation of the downswing
and the up-turn (revival). Professor Rorks, in particular,
dissents strongly from the opinion of the other writers named
in the interpretation of the later phases of such prolonged
depressions as that of 1929-1936. The writers of this group have
this in common with the purely monetary theory of Mr. HAWIREY,
that they assume an elastic money supply. They argue that the
circulating medium consists under modern conditions primarily
of bank money (deposits), and that the banking system regulates
the quantity of money by changing the discount rate and by
conducting open-market operations. It has long been recognised
that there is a complicated functional relationship between the
interest rate, changes in the quantity of money and the price level.

+ Monetary Theory and the Trade Cycls, London, 1933 (translated
from the German)., Prices and Production, London, 1931, enlarged
edition, 1034. See also hig latest exposition, * Preiserwartungen, mone-
tire Schwanlkungen und Fehlinvestitionen” in Nationalohonomisk
Tidskrift, 1935 {translated into French : *Prévision de prix, perturba-
tions monétaires et fanx investissements” in Revue des Sciences écono-
migues, 1936).

s Boysenkredit, Industrichredit und Kapitalbildung, Vienna, 1g3I.

¥ The Theory of Moaoney and Credil, London, 1934 (translated from
the German). Geldweristabilisierung und Konjunhturpolitik, Jena, 1928,

' The Great Depression, London, 1934.

¢ Crises anmd Cweles, London, 1936 {translated from the German),
“Trends in German Business Cycle Policy”, Economic Journal, Sep-
tember 1933.

¢ Kapital und Produkiion, Vienna, 1934.
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“These relationships have been expounded systematically by Knur
WickseLL ; his theoty, outlined below, is the basis of the
explanation of the business cycle which follows! It should be
added that, in what follows, we shall leave international complica-
tions for the moment out of account and disregard the fact that a
change in the interest rate in one country will influence the flow
of credit from and to other countties. These complications can
easily be introduced into the picture later. TFor 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 inrerest,  monetary factors) on the one hand and the
* natural rate of interest *” on the other. The latter
is defined by WickseiL as “ that rate at which the demand
for loan capital just equals the supply of savings ¥ If the banks
lower the market rate below this natural ot, as it should perhaps
more cotrectly be called, equilibtium rate, the demand for credit
will tise and exceed the available amount of savings, and the supply
of credit must be supplemented by bank ctedit created ad boc—
that js, by inflation. If, on the other hand, the rate is raised above
the equilibrium level, the demand for credit will fall, some portion
of the total saving will got be used, and credit will be liquidated

* I'ntevest amd Prices, London, 1936, translated from the German,
Geldzins und Giderpreise, Jena, 1898 ; Lectuves on Political Economy,
Lendon, 1934, Vol. II, translated from the Swedish; '*The Influence of
the Rate of Interest on Prices”, Ecomomic Journal, June sgo7, Om the
evolution of Wicksell's theory, see the excellent introduction by Professor
B. Ohlin to Interest and Pricss. Compare alse the elaboration of
Wickeell's theary by recent Swedish writers as summarised in Professor
G. Myrdal’s paper *' Der Gleichgewichtsbegriff als Instrument der geld-
theoretischen Analyse ™ in Beitrige sur Geldtheorie, ed. by Hayek, 1933,
and E. Lundberg, Studies ¢n the Theory of Economic Expansion, London,
1937. Some aspects of the theory and their history 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 he continued.

v Vorlesungen dtber Nationalokonomie, Vol. II, page z220. It is
possible to trace in Wicksell’s writings an alternative definition of the
natural rate—viz,, as that rate which wonld prevail in a barter economy
where loans are made f» mafwra. This conception presents, however,
great theoretical difficnlties. We shall therefore disregard it,
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or deflated.! WICKSELL goes on-to argue that, if the market rate
is below the natural rate, prices will rise ¢ if it is above, prices will
tend to fall. -
There is, however, a fallacy in this last pro-
Two meanings position, as was pointed out for the first time by the
of the concept Swedish economist Davipson.? In a progressive
“watural rate’”, economy, whete the volume of production and
transactions tises, the low of money must be in-
creased in order to keep the price level stable. Therefore, the
rate of interest must be kept at a level low enough to induce a net
inflow of money into circulation. The rate which stabilises the
price level is below the rate “at whzch the demand for loan
capital just equals the supply of savings ™
Making allowance for this dlsc.t_:epancy, we may formulate the
theorem as follows. If the banks lower the interest rate, ceferis
paribas the low of money incomes will expand or, if it was shrinking,

t Imasmuch as money loaned out is supposed to be nsed for productive
purposes {that is to say, is invested), we can also say that the equilibrium
rate is that rate at which savings—voluntary savings as distinet from
“forced savings”-—become equal to investment. If the market rate is
below the equilibrium rate, investments exceed savings : if it is above,
investments fall short of savings. Saving, in this context, bas not to be
interpreted according to the unusval definition adopted by Mr. Keynes
in the Treatise on Money, and later discarded by him in the General
Theory of -Employment, Intevest and Money. Mr. Keynes now
employs a definition of saving according to which aggregate saving is
only anather aspect of aggregate investment, both being defired as the
difference between the money value of outpatand expenditure on consump-
tion. This is not the sense, however, in which saving is used by the
authors now under consideration, For them, additions to the value of
current output do not émswedialely constitute disposable income ; and it
is thus open to them to regard saving as something different from invest-
ment. When they say that investment exceeds saving, they mean that
there is in progress an inflationary increase in the money value of output
which is not immediately translated into increased incomes. When they
say that investment falls short of current saving, they mean that there
is in progress a process of hoarding, a deflationary decrease in the morey
value of output. Which terminology is the more convenient—whether
it is better to regard saving as necessarily equal to investment or not—is
at present still an open question which will he discussed at some length
in Chapter 8, below.

* Cf. Brinley Thomas, * The Monetary Docirines of Professor Davidson
in Economic fournal, Vol. 45, 1935, pages 36 el seq., and F. A. Hayek,
Monetary Theory and the Tvade Cycle, passim.
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the process of contraction will be stopped or slowed down :
ptices will rise or, if they were falling, the fall will be arrested or
mitigated. If the banks raise the interest rate, ceserss paribur the
flow of money incomes will contract or, if it was expanding, the
expansion will be stopped or slowed down : prices will fall o,
if they were rising, the tise will be arrested or mitigated. Under
given conditions, there is one rate which keeps the price level
constant and another which keeps the flow of money incomes
* constant, The two coincide only in a stationary economy. In
a progressive economy, the rate which stabilises the price level is
below the rate which keeps the flow of money incomes constant.
Which of these two rates is called the “ nataral ” ot “ 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, resetve the adjective “ natural ™ for the rate
which keeps the flow of money incomes constant. But for the
moment we shall ignore this distinction, which the writers in
question themselves are by no means consistent in respecting.?

§ 3. THE UPSWING

According to the theory with which we ate

Interest  dealing, the boom is brought about by a discre-
rates pancy between the natural and the money rate of

and interest. How this discrepancy is produced, and
prives. whether there is any reason why it should recur
again and again in a more or less regular fashion,

will be discussed later.  If the money rate stands below the equili-
brium rate, a credit expansion will ensue. As soon as prices begin
to tise, the process tends to become cumulative for the reason that
there is a twofold causal connection between interest rates and the

1 Independently from Wicksell, Mr. Hawtrey introduced the notion
of the “natural rate’ (which he distinguished from the ‘‘profit rate™)
in his first book Good and Bad Trade (Londom, 1913). But, since he
did not use this concept in any of his later writings, we have made no
reference to it in the summary of his theory. The conceptof a “natural
rate” (and even the term} can be found in earlier English economic
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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 raise interest rates and falling prices to reduce them. If prices
rise 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 ate a tax on borrowers.
Professor Inving Fisuer distinguishes between the “ nominal
or money rate of interest ™ and the “ real rate of interest ! The
first is the rate as we find it in the market : the second is the money
rate corrected for changes in the value of money in terms of goods
and services, ‘Thus, if prices rise by 39, during the yeat, 2 nominal
rate of 59/, is equivalent toa real rate of (approximately) z‘}{,, because
the purchasing powcr of the capital sum falls by 3%: If prices
rise by (say) 109} a year, a nominal rate of less than 10% becomes
equivalent to a negatwc real rate, because the creditor loses, in
terms of real purchasing power, more on the capital than he
recetves as interest. If prices fall by (say) 109, anoually, 2 money
rate of 5% becomes equivalent to a real rate of about 15%.

Mz, HAwTREY proposes the term “ profit rate ” for true profits
of business, which he describes zs being the ratio of labour saved
per annum by the capital actually in use to labour expended on
first cost, corrected for price changes.®

The most convenient way of approach to the

Demand  understanding of these rather complicated inter-
“and relationships is to conceive of the sitnation in
supply of terms of the supply of, and demand for, credit.
Joanable  The supply is furnished by the savings of individuals
Junds.  and corporations, supplemented by inflationary
bank credits. The ability of the banks to create

credit makes the total supply more elastic than it would otherwise

+ See the latest version of his theory in The Theory of Inieresi, New
‘York, 1930, Chapter I1. The first version was contained in his Appre-
ciation and Interest (1898). Cf. also Adarkar, * Fisher's Real Rate Doc-
trine ” in Ecomomic Journal, Vol. 44, 1934, page 337, and Professor D. I,
Robertson, © Industrial Fluctuations and the Natural Rate of Interest *,
ibid., pages 650 &t 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 increase in the demand will be met without
much rise in the interest rate, though the supply of voluntary
saving may have increased only a little or not at all, The demand
for credit is a very complex and volatile phenomenon.  We shall
see later on, in connection with the analysis of other theories,
that it is exposed to sudden influences from various sides and is
subject to rapid changes,” To elucidate the theoties here under
review it is sufficient to assume that, at any given moment of time,
there is a negatively inclined demand schedule. The lower in
such case the price of credit—i.e., the intetest rate-—the larger
the amount of credit demanded.

We start from a situation whete the banks maintain a level of
interest rates at which the demand for, and supply of, credit exceeds
the supply of savings. A credit expansion ensues, prices rise, and
the zise in prices raises profits. The demand for credit tises : at each
rate of interest, more is demanded than before. But the monetary
expansion does not expand savings to the same extent, and the
equilibrium rate of intercst rises. Consequently,. if the banks
persist in maintaining the same rate of interest, the gap between
the equilibtium rate and the market rate will be even wider than
before, and the amount of credit expansion required even greater.
Prices rise higher still, profits are raised, and the vicious spiral
of inflation continnes, After the movement has gathered momen-
tum, it can only be stopped by a considerable rise in the rate of
interest being enforced by the banks.

The process need not be discussed in greater detail, because so
far the monetary over-investment theory tuns parallel with the
purely monetary theory.! The only difference is a difference of
texminology—namely, the introduction: of the terms * nataral or

magnitude. Itis the “expected " profit or yield from capita] investment
which must be set apainst 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 in the Marshallian tradition and earlier
English and Continental writers will not be discussed here.
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equilibrium rate of interest ” for a concept which is equally implicit
in Mr. HAwrRrEY’S analysis.
The So much for the monetary aspect of the upswing,
iy ... But, according to the theory under review, it has

capitalistic . . A

e B complement in a distortion in the structure of
. production, a maldistribution of economic resources,

of production. . e o . . .
This “real™ aspect it is now proposed to consider.

The rate of interest has not only the function of regulating
the quantity of money. Like every other price, it has, in an
individualistic economy, the more fundamental function of serving
as a guide to the allocation of the factors of production to the
different branches in the production process. It is the vertical
structure, more specifically, which is governed by the rate of
interest. In order to explain this part of the price mechanism,
it is necessary to go somewhat deeper into the theory of capitalistic
production. '

At any given moment, the available means of production are
in some way apportioned between the various stages of production,
Some of them are at wotk in the industries which produce con-
sumets’ goods; othets 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
ptoduction of consumers’ goods and to the eatlier stages of pro-
duction respectively can, of course, be modified and is being -
modified continuously. Economic progress has to a latge extent
been conditioned by the fact that an ever-increasing proportion
of the available productive resources has been devoted to eatlier
stages of ptoduction., New stages have been added or interpolated,
with the result that the vertical structure of production has been
elongated. In other wotds, the methods of production have
become more indirect, more * roundabout ” and more “ capital-
istic ”, in the sense that a greater amount of capital, intermediate
goods such as machinery and taw materials and half-finished pro-
ducts, is used per unit of output of comsumable goods.! The

¢t Intermediate goods and consumers’ goods are measured in value
units, Since we are concerned with a proportion of values, we are not
bothered by the objection that there can be no common measure for
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ultimate aim of the accumulation of capital is naturally an increase
in the output of consumers’ goods. But the percentage increase
in capital stock piled up behind the consumption industties is
greater than the percentage increase in the rate of flow of
consumers” goods.

The force which determines the lengthening of the process of
production is, broadly speaking, the rate of saving. The signals
for the entrepreneurs to elongate the process are the availability
of new capital and the lowness of the rate of interest.

If a part of current income is being saved—i.e,,

Saving and  if not all income is devoted to buying consumers’

interest,  goods—the demand for consumers’ goods falls off
and factors of production are made available.! If

the money saved is not withdrawn from circulation, but is offered
in some way in the capital market, the rate of interest will fall
and this will induce entrepreneurs to make pew investments.
There are always opportunities for investment which cannot be
undertaken for want of capital. Labour-saving machinery can
be installed (which involves the creation of a new stage in the
process of production), railways can be electrified and in a hundred
other ways the process of production can profitably be lengthened
—if only the rate of interest is low enough and the necessary
amount of capital available. It is the function of the rate of interest
to sclect among the great number of cxisting opportunities for
investment those extensions of the production process which can
be undertaken with the existing supply of capital (savings). The
rate of interest distinguishes those of the new roundabout methods
of production which are permissible from those which are not.

valuations at different time points. The problem of the *time-dimen-
sion®’ of capital has given rise to endless disputes, especially in recent
years. We shall, however, refrain from going more closely into the matter,
since. the thecries at present under discussion can be analysed without
& final decision on this point, (Cf. Nicholas Kaldor : * Annual Survey
of Economic Theory : The Recent Controversy on the Theory of Capital ™
in Ecomomeirica, Vol. V, 1937, page 201 & seq, the reply by F. H. Knight
and rejoinder by N, Kaldor, loc. cif,, Vol. VI, 1938. See also Hngh
" Gaitskell ; “ Notes on the Period of Production ”, Zeitschrift fir
Nationalihonomie, Vol. 7, 1036, and Vol. 9, 1938.)

1 Gf., e.g., Bresciani-Turroni : “ The Theory of Saving ”, in Economica
(New Series), Vol. 3, 1936, pages 1 ¢f seq., and 162 &f seg,
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If a certain plan of investment, which from the technological
point of view seems to be productive and useful, cannot be realised
for the sole reason that the expected yield would not justify the
investment at the existing rate of interest—#.e., because the profit
rate is lower than the prevailing rate of interest—that by no
means proves the imperfection of our present pricing system,
but simply shows that there exist other opportunities for -
improving the productive process which hold out a higher rate
of return and should rationally, therefore, be undertaken first,

If the rate of interest falls because of increased savings, the demand
for capital can be satisfied to a greater extent and the equilibrium
point moves down along the curve of demand for capital.
Investments which were extra-marginal under the higher rate now
become permissible. Factors of production are shifted from the
lower to the highet stages of production. The production process
is lengthened and eventually the output of consumers® goods per
unit of input (in terms of “ original factors” of production} is
raised.!

From the point of view of the entrepreneur who

“ Artificial > wants to embark on new schemes of investment, the
lowering of sitnation is not changed if the lowering of the rate
the interesz of interest is 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 1t has been questioned whether this process of saving and investment
runs smoothly, A great number of writers believe that the process
of saving is likely to produnce serions disturbances () becanse saving
produces depression in the corsnmption industries whick then spreads to
the higher stages, (5} becarse money which is saved frequently disappears
on the way and is pot invested (deflation), (¢) becanse increased
investments eventnally bring about an increase in the production of
consumers’ goods, which cannot be sold at the prevailing prices unless
the flow of money is increased, But it is not with these alleged frictions
and disturbances that wo are here concerned. They will have to be
discussed at a later stage of our enquiry, The theorists now under review
believe that ordinarily the process of saving and investment runs
smocthly. According to them, troubies arise only if voluntary saving
is sonppiemented from ** inflationary sources *, that is, by new bank
" credit or by expenditure from money hoards (which is equivalent to by a
rise in the velocity of circulation of money).
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of production. If we start from an equilibrium position of full
employment with no excess capacity—we shall sec 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 industties
will have to contract and the higher stages of production will

expand,

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

! The concept *forced saving’ has a long history (sf. F. A. Hayek,
"“A Note on the Development of the Doctrine of Forced Saving'' in
Quarterly Jowrnal of Econpmies, Vol, 47, page 123). In addition to the
writers of the present group, Professor Schnmpeter has given it a promi-
nent place in his account of the upward phase of the cycle. (See his
Theory of Economic Development, English translation from the last
German edition, 1934. First German edition, 1911.} Unlike the mone-
tary over-investment theorists, however, he does not use the alleged
peculiarities of forced saving to explain the crisis. This peint will be
taken up later (¢f. Ch. 5, § 3). Recently the doctrine of forced saving has
heen attacked by Mr. Keynes (The freneral Theory of Employment, Intevest
and Money, pages 70-81, 183}. But, as Professor Robertson has pointed
out {¢f. “Some Notes on Mr, Keynes' General Theory of Employment ™
in Quarierly Journal of Economics, Vol. 51, 1936, page 178), Mr. Keynes’
objections are purely verbal. He banishes the word, but is forced to
recognise the thing which the word denotes, though in another dress, when
he says that, under the pressure of investment which is imperfectly
foreseen, there may occur a *temporary reduction of the marginal pro-
pensity to consume” {Joc. ¢it., pages 123 and 124).
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Obviously, the necessary condition is that the
Credit expan- demand for consumers’ goods does not rise pari
sion and  passu with the creation of credit and the rise in
“ forced  demand for capital goods. Either there will be a
saving . lag in the tise of aggregate incomes, or-~what is
probably the same thing from another angle-—the
increment of income will not at once be available (owing to discon-
tinujtics in the receipt of it) for expenditure purposes. Prices
will thus rise quicker than disposable income, and consumption
will be curtailed. In addition, the rigidity of certain contract
incomes such as rents, pensions, salaries, etc,, may have the effect
of modifying the distribution of income in favour of classes who
are more disposed to save and have greater incentives to do so,
with the result that consumption will tend to be still further
reduced. People ate to some extent forced, and to some extent
induced, to save more; and this * forced saving ” has the same
result as is usually brought abou tby voluntary saving—viz., a
restriction of consumption and the release of productive resources
for the production of additional capital goods. In other words,
the real capital which is needed for the increased investment is
extorted from the consuming public by means of rising prices.
Treaument of these theoties is complicated by the fact that there
Is as yet no agreement as to the exact use of the expression “* forced
saving . It has been used to indicate the exira saving created by
the transfer of resources and incomes from creditor to debtot,
from rentier to State, from wage-earner (at least temporarily) to
employer, as the result of inflation. Professor STRIGT has objected
to this theory of forced saving?! that, if those with relatively
fixed incomes get less and 4are obliged to restrict consumption,
others expand their incomes to a corresponding amount and,
unless they refrain voluntarily from expanding consumption to
the required extent, there cannot be a net increase in capital forma-
tion. In other words, there is no forced saving, but only ordinary,
voluntary saving.

v Kapital umd Produkiion, Vienna, 1934, page 195, and * Die Produl-
tion unter dem Finfluss einer Kreditexpansion ”, in Schrifiens des Versing
figy Soxialpolitik, Vol, 173, 1928,
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Apart, however, from the increase of saving as a result of what
Professor Picou styles a “ doctoring of past contracts », there is 2
more direct channel whereby additional bank credits may increase
investment. This is the process which Professor RoBERTSON
discusses at lengthin Banking Policy and the Price Level under the head
of ** Automatic Stinting ”*,  Either dishoarding or the expenditure
of newly created money, he says, * brings on to the market an
additional daily stream of money which competes with the main
daily stream of money for the daily stream of marketable goods,
secures a part of the latter for those from whom the additional
stream of money flows, and thus deprives the residue of the public
of consumption which they would otherwise have enjoyed™.!
As Prcou argues in the particular case of the expansion of bank
credits : “ What in substance has happened is that the bankers
have transferred to business-men purchasing power and, through
purchasing powecr, real stuff in the form of wage goods and so
on, formerly belonging to other people. They have done this
by giving new money titles to business-men while leaving the
money titles in other people’s hands untouched in exactly the
same way as they would have done had they taken money titles
from other people and handed them to business-men.””?

Neither Professor P1cou nor Professor RoserTS0N seems to have
in mind a reduction in #o#4/ consumption, but only a re-distribution
of copsumption in favour of wage-earners, an augmentation of
‘the real-wages bill, which, according to Professor Prcou, brings
with it an augmentation of capital. But this is the same type of
mechanism envisaged by Professor HavEk-and Professor MISEs as
the instrument by which investment is financed in excess of volun-
taty saving in the case where an increase in capital involves a
diminution of the flow of goods available for consumption., In
the latter case, however, it is implied that the incomes created by
the additional investment do not immediately become available
to be spent or saved.

Professor Francesco V110 uses the expression  forced savings
for what is vsually called “corporate saving”. Ifabusiness firm or
company fails to distribute its entire profits to the shareholders,

T Baﬁfemg_ Policy and the Price Level, 1932 ed., page 48.
t I'ndustrial Fluctuations, 1029, page I41.
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this may mean that the latter have been * forced ** to save (against
their will) by the directors of the corporation. Professor Viro
believes that this type of forced saving is likely to cause the same
troubles as the type envisaged by Professor Hayex.!

§ 4. THE DOWN-TURN (CRISIS)

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

According to the over-investtnent theory, this is
Abandonment impossible, because, by the artificial lowering of the
~ of over-  interest rate, the economy is lured into long round-
capitalistie  about methods of production which cannot be
pmm'.re:. maintained permanently. The structure of produc-
tion becomes, so to speak, top-heavy. Forces are
set up which tend to restore the old arrangement. For some time,
increasing advances by the banks enable entrepreneurs to catry on
construction by the new roundabout methods. Bat sooner or
later—and the later it happens the worse the result—it becomes clear
that the newly initiated extensions of the structure of production
cannot be completed, and the work on the new but incompleted
roundabout processes must be discontinued. The investment
boom collapses and a large part of the invested capital is lost.

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

The Russian Five-year Plan was a supreme effort to increase
the * roundaboutness > of production and thereby the futare 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
minimum. Instead of food, shoes, clothes, houses, etc., they

* see . Vito 1 * 71 Risparmio forzato e la teoria di cicli economici
in Revista infermazionale di scienze sociadi, 1934, and “ Die Bedentung des
Zwang-sparens filr die Konjunlkturtheorie " in Beitvdge zur Konjunk-
furlehre, 1036,
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produced power-plants and steel works : they sought to improve
the transportation system : in a word, they built up a productive
apparatus which could turn out consumption goods only after a
considerable period of time.

But suppose it had become impossible to carry through this
ambitious plan. Suppose the Government had come to the
conclusion half-way that the population could not stand the eaor-
mous strain and had decided to change the policy. In such a case,
they would have been forced to give up the newly started round-
about methods of production and produce consumers’ goods as
quickly as possible. They would have had to intetrupt the con-
struction of power-plants, steel works and tractor factoties and
try instead to produce as quickly as possible simple implements
and tools to increase the output of food and shoes and houses.
That would have involved an enormous loss of capital, sunk in
the abandoned consttuction works.!

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

It is not so easy to trace this process in detail, step by step, as
it is to convey the general meaning of the argument : and, at this
crucial point, the reasoning of our authors is not always altogether
clear and consistent. It should be kept in mind that we are
still coneerned with what happens at the end of the boom and with
the nature of the maladjustment which necessatily emerges and
leads to the collapse, What happens after the turn will be dis-
cussed later. We shall see that, once the depression has started,

t Since the appearance of the first edition of this hook, & very lucid
analysis, also in ** real ” terms but much more elaborate than the above,
has come to the anthor's notice : Autour de la crise amdricaine de 1907,
ou Capitaux-véels ef Capitaux-appavents, by Marcel Labordére (enlarged
reprint from the Revue de Paris of February ist, 1g9o8), Paris, 1g08.
This important etudy has been entirely overlooked by the whole literature
on the subject.



"Chap. 3 The Over-investment Theories 47

the whole economic scene is completely changed and guite
different arguments apply.
- The proximate cause for the breakdown of the

Shortage ¢f boon is almost invariably the inability or unwilling-

investible  ness of the banking system to continue the expansion.

Sunds. Purthermore, it can be shown that a mete stoppage
of expansion without actual contraction is very
likely to lead to sericus trouble. The process of expansion and
investment involves the banking system in heavy commitments
for the future, not in the legal but in the economic sense. The
newly started roundabout methods of production can be completed
only if a flow of capital is available over a considerable period. If
this flow is not forthcoming, the completion of the new schemes
is impossible. This must not be interpreted in too narrow a sense,
What is meant is not merely that the construction of an indivisible
plece of investment, a railway line or a power-plant or a new
Cunarder, may have to be interrupted.* A much mote important
case is where a higher stage in the structure of production has been
so much developed that it can work with full capacity only if the
lower stages are adding to their equipment. If the steel industry,
for example, has been developed to satisfy the needs of a rapid
expansion in the building or antomobile industry, it may suffer
a contraction as soon as the building or antomobile industry—
without actually contracting—stops expanding and no longer
adds to its equipment. This proposition will be discussed in
greater detail in connection with the so-called * acceleration prine
ciple . It explains or helps to explain why the transition from
expansion to a stationary state is so difficult,

As has already been said, the fact that banks are forced to stop
expansion for monetary reasons is the proximate cause of the
boom’s coming toanend.  Shortage of capital causes the collapse;
but the term * shortage of capital ” is provisional and has to be
used with great care. In the first instance, it may be interpreted in
the monetary sense as equivalent to a shortage of investible funds.

1 Such an over-narrow interpretation of the * Aust ian " theory seems
to be implied in Professor . H, Kobertson’s article : * Industrial Fluc-
tuations and the Natural Rate of Interest » in Zronomic Journal, Vol. 44,

1934, page 653.
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The whole over-investment school, however, deny that the
difficulty is a purely monetary one., They deny that monetary
measures could avert the crisis, and contend that they could
only postpone it. If all legal and customary limitations were
removed and the necessary funds provided, the monetary expansion
could go on, but prices would inevitably tise. There would
be no end to this rise of prices, which would proceed with increas-
ing rapidity like the German inflation in 1921-1923; aad, if the
credit expansion were not stopped, it would be brought to an end
by a complete collapse of the monetary system—that is to say,
the public would eventually abandon and repudiate the rapidly
depreciating currency, as the German public started to do with
the German Mark in 1923,

Great pains have been taken to explain this

Hayek’s  process in terms of relative prices and of supply

theory  and demand for particular types of goods. To
of capital Professor Hayexk we owe the most elaborate
shortage.  analysis. It runs as follows :

The whole stream of money or flow of purchasing
power—that is, the demand for goods in tetms of money per anit
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 before they
are ready for final consumption—the money volume of transactions
in producers’ goods per unit of time is 2 multiple of transactions
in consumers’ goods. Much more money is spent per unit of
time on producets’ goods in all stages than on consumers’ goods.
If a part of income is saved and invested, ceferis paribus® the pro-
pottion between the demand for consumers’ goods and the demand
for producers’ goods is modified in favour of the latter; and it

1 This qualification is necessary, because there are other facts which
influence the proportion mentioned in 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 withont the help of money. The amonnt of money required
in the business sphere is reduced by such an act of integration,
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must be permanenﬂy modified because, by the act of savmg, the
stock of capital, as well as the volume of transactions in capital
goods, has been permanently increased.

An analogous change in the proportion between money spent
for consumers’ and producers’ goods may be induced by injections
of bank credits for production purposes. But in that case, in
contradistinction to the case of voluntary saving, there is a strong
probability that individuals will tend to restore the old propor-
tion, “Now, the sacrifice is not voluntary and is not made by
those who will reap the benefit from the new investments. It is
made by consumers in general who, because of the increased com-
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, if their money receipts should rise
again, they would immediately attempt to expand consumption
to the usual proportion.”? And receipts will rise sooner or later,
for the new money is spent partly to hire labourers, pattly to buy
capital goods of all sorts; and in both cases the money, partly at
once, partly after 2 while, becomes additional income in the hands
of the owners of the factots of production.

There is 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. Periods of major inflations have
shown that this tradition is very deeply rooted and

that long and disagreeable experiences are necessary to change
the habit. One of the consequences is that durable means of
production—such as machines and factory buildings-—figure in
cost accounts at the actual cost of acquisition, and are written off
on that basis. . If prices rise, this procedure is illegitimate, The
enhanced replacement cost should be substituted for the original
cost of acquisition. This, however, is not done, ot is done only
to an insufficient extent and only after prices have risen con-
siderably. The consequence is that too Httle is written off, paper
profits appear,® and the entrepreneur is tempted to increase his

1 Hayek : Prices and Production, 2nd ed., London, 1934, page 57.
1 These paper profits are also likely to add to the cumulative force of
the upswing, because they stimulate borrowers and lenders to borrow
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consumption, Capital in such case is treated as incomet In
other words, consumption exceeds current production.
If the demand for consumers’ goods gises rela-

The onset tively to the demand for producers® goods, consu-

of the  mets’ goods industries become relatively profitable,
deprersion, and factors of production are enticed away from the
higher stages of production and employed in the
lower stages. ‘The price of labour (wages) and of other mobile
means of production, which can be used in various stages and can
be transferred from the higher to the lower stages, rises. This
involves a rise in money cost, which affects both lower and higher
stages of production. But, while in the lower stages demand has
tisen, this is not true of the higher stages. Hence losses and a
curtailment of production in the higher stages. The collapse
of the boom has begun.

It sounds perhaps paradoxical that a general increase in demand
for consumers’ goods should have an adverse influence on the
production of capital goods in general, which derive their economic
value from the consumers” goods which they help to produce.
The paradox has puzzled many writers, but it is not difficult
to explain.? It should be borne in mind in the first place that
a.nd lend more. They foster the optimistic spirit prevailing during the
upswing, and so the credit expansion is likely t¢ be accclerated. This
phenomenon has its exact counterpart during the downswing of the cycle.
See the excellent analysis of this phenomenon by E, Schiff, Kapitalbildung
und Kapitalaufzehrung im Konjunkturverliauf (1933}, esp. Ch. IV, pages
113-134 ; also Fr. Schmidt, Die Indusiriekonjunkiur—ein Rechenfehler
{1927}, who has tried to build a complete theory of the cycle on this factor,

! In so far as entrepreneurs repay loans to the banks, they find them-
salves in possession of a real surplus, since their obligations have remained
unchanged, while their receipts, etc,, have risen owing to the rise in prices.
This surplus may, and probably will, to a certain extent be utilised for
increased conmsumption. Professor Robertson has drawn attention to
this consideration : see his Banking Policy and the Price Level, 2nd ed.,
Yondon, 1932, page 73. A further factor which operates in the
direction of increasing demand for consumers’ goods is the fact that, with
rising prices, the consuming public is likely to dishoard and *to hurry
on with the purchase of goods (such as clothes and motor-cars) of
which the exact moment of purchase gan be varied within pretty wide
limits” (Robertson, op. cil., page 75).

3 A, H. Hansen and H, Tout, in * Investment and Saving in Business
Cycle Theory,”” Econometyica, April 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 have been employed
elsewhere. In other words, under full employment, the production
of consumers’ good or that of producers’ goods are alternatives.! 2
Attheend of the boom, the condition of reasonably full employment
can as a rule be assumed to be true.  Secondly, it is assumed that
the demand for consumers’ goods rises relatively to the demand for .
producers’ goods. This second assumption excludes the possi-
bility of a compensatory expansion of credit, since, if credit for the
purpose of acquiring producers’ goods could be expanded pars
passu with the increased demand for consumers’ goods, it would
no longet be true that the proportion between demand for con-
sumers’ goods and producers’ goods has changed.® The change
involves a risc in interest rates; for prosperity in consumers’ goods
industries holds out good prospects of profits in the higher stages
of production. Producers in the higher stages of production will
be eager to-continue lengthening the productive structure and will
try to raise the necessary funds by borrowing from the banks.
Demand for credit rises; but supply is unchanged, or not suffi-
ciently changed—for it is assumed that credit ceases to expand, ot
does not expand sufficiently. 'This entails a rise in interest rates;
and such a rise, as Professor Havek has shown, falls more heavily
on production costs in the higher than in the lower stages of pro-
* duction, The situation is now, therefore, that money cost has

' If competition in the labour market and the mobility of labour are
imperfect, the condition of full employment can, of course, be relaxed.

* The fact that the production of consumers’ goods can be expanded
only at the expense of a reduction in the production of producers’
goods and vice versa does not, of course, hold if there are idle factors of
production available, Furthermore, it does not preclude the possibility
that, besides this physical connection between the production of the two
categories of goods, there may be connections of another nature—e.g.,
an increase in the production of consumers’ goods may tend to stimulate
the production of producers’ goods, as postulated by the * acceleration
principle ** (see below, § 17 e seq. of this chapier), or there may be a
causal connection in the opposite direction as postulated by the so-called
* multiplier " (see below, passim).

® The proposition therefore does not apply during depression when
there are unemployment, unused plant in almost all branches of industry,
and a plentiful supply of credit.
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risenn, but demand has not risen (or not sufficiently risen), because
the necessary funds arc no longer forthcoming.

This is the exact and full interpretation of what is loosely called
a “ shortage of capital ’; and it is a shortage of capital in this well-
defined sense that is supposed to be the real cause of the break-
down, “ Shortage of capital ™ in this sense is equivalent to under-
saving and over-consamption. If people could be induced to
save more—that is, to spend a smaller part of their income on
consumers’ goods and devote 2 larger part (thtough the inter-
mediary of the capital market) to the purchase of capital goods—the
flow of money and the structute of production would be brought
into harmony and the breakdown avoided.

If this cannot be achieved-—and the chances that
The fruits of it will be achieved are almost nil—the new exten-
the boom Jost sions to the structure of production are doomed
in the ¢risis. to collapse. With some slight exceptions which are
: introduced as after-thoughts and treated as theo-
retical curiosities of no practical impottance, the authors of the
monetary over-investment school conclude that every credit expan-
sion must lead to over-investment and to a breakdown. It is
asserted over and over again with great emphasis thatit isimpossible
to bring about 2 lasting increase in 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 inflationary credit expansion. What is thus built up during
the upswing will inevitably be destroyed in the breakdown.!

In the specific case of the American boom of 1925-1929, the
authors are emphatic that the same thing applies to an expansion
which does not lead to a rise in prices, but is just enongh to prevent
a fall in prices that would otherwise have taken place because of

t The dureble means of production constructed during the npswing
outlast, of course, the boom. But the contention is that they are lost
economically. They are not used at all or are used in such a way that
their marginal product does not cover the cost of reproductiom. It
should, however, he noted that important qualifications are called for
in respect of permanent goods or instruments where the cost of mainten-
ance is negligible compared with productien 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 continnous increase in the volume of production. For reasons
which will be expounded in the subsequent pages, it seems, how-
ever, that the undertaking to prove this latter point rigorously
has not been made good.
In his Prices and Produwetion} Professor Havyex
Neisser's  argues that, even where the extension of -the
eriticism.  structure of production which entrepreneurs were
induced to undertake by the artificial cheapening
of credit is completed, the old arrangement tends to be restored
later on for the reason that consumers will “ attempt to expand
consumption to the usual proportion % and ““ the money stream
will be re-distributed between consumptive and productive
uses % in the same, or nearly the same, provortion as it was

distributed before such proportion was aruticially distorted from

the normal by the injection of inoney.

- But, as Professor NErsser?® has shown, there is no reasos to expect
this return to the old arrangement, if the new roundabout methods
of production have been brought to completion. When they
are completed, the flow of consumers” goods which was temporarily
reduced will tise 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 are completed.
When they are completed, all that is required to maintain them
is that the entrepreneurs—not the consumers—should refrain
from * disinvestments ¥, that is, from consuming capital or
from spending amortisation quotas on consumption. There is
no reason why the old proportion between money spent for
consumers’ and for producers’ goods should be restored. Tt is
not true that the whale of newly injected money becomes income
either at once or after a while. Part of it must be retained by
the entrepreneurs in order to pay for intermediate goods (in

1 2nd ed., pages 55 éf seq.

1 Ibid., page 57.

* Tbid., page 58.

+ “Monetary Expansion and the Structure of Production” in Social
Research, Vol. I, New York, November 1934, pages 434 &f seq. Similar
objections had been raised by Piero Sraffa, Economic fournal, March 1932,
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contradistinction to payments for the original factors of produc-
tien)., In other woids, only a part of the new money becomes
income. Another part remains permanently in the business
sphere. It is only if entrepreneurs “ dissave ”—i.¢., if they eat up
their capital and refrain from investing that part of their gross
receipts which is not net income (working capital and amortisation
quotas)—that the pre-inflation atrangement is restored.

We may conclude that the theoty under review is bound either
to assume that the former proportions between: capital and income
will be restored by actual capital consumption ot that the expansion
must be discontinued before the new processes have been completed
—or rather before a// the new processes have been completed,
This latter qualification seems to be called for, and is important,
because it sheds doubt on the contention that no permanent extension
of the process of production can be effected by a credit expansion,
It is a plausible assumption that, when the expansion comes to
an end, there will always be remr new processes in an incomplete
state. But there is no reason why others should not have been
completed. The latter can be retained when the former have to be
scrapped, This cessation of work is the essence of the crisis,

But why must there be any incomplete processes at all when the
expansion has to end ?  Professor Hayex admits the possibility
of the expansion’s tailing-off gradually, in such a way that the
started processes ate completed but no new ones are inaugurated
(except whete voluntary savings are available). But, evideatly,
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 RoseERTSON lays so
much stress, But the writers of the. group under review have
not discussed this point in detail. We shall have occasion to
deal with it in another connection.

It is evident that no collapse would occur if the

Wy need  credit expansion could go on indefinitely. It

the expansion follows-—the point is made by Professor Havex
end ? himself—that a crisis is equally inevitable in the
' case of voluntary saving if the flow of saving is
suddenly reduced. It is, however, asserted—although the reasons
given are not always quite convincing—that sudden changes are not
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likely to occur in respect of voluntary saving, while fotced saving
must come to an end abruptly. It is therefore very important
to ask why should the expansion of credit stop. The answer
is that in 2 closed economy, leaving out of account purely monetary
and institutional factors (inability of the banking system to continue
expansion within the limits fixed by the gold standard or some
other legal or customary rules), the continuance of the expansion
will involve a progressive rise in prices. A progressive rise in
prices and the danger of a complete collapse of the monctary system
is the only insurmountable barrier which prevents an indefinite
continuation of the expansion,!

It seems to follow that the present theory does not prove, as
it claims to do, that a credit expansion which does not lead to a rise
in prices but only prevents a fall in prices must have the same evil
effect as the more viclent type which brings about a rise in the
absolute price level. In a progressive economy, where the output of
goods in general grows continually and prices tend therefore to fall,
there is scope for a continuous expansion of credit at a steady rate.

Against this objection, the following argument has

Necessity of been advanced.® It is true, in an economy where
guaniitative the output, owing to improvements in the methods
assumptions. of production, grows at a constant rate, that a
steady expansion in terms of money may be made :

that is to say, per unit of time & constant amount of new money may
be put into circulation.? But even if this is just enough to keep the

: Hayek “Capital and Induostrial Fluctuations” in Economeirica,
Vol. II, April 1934, page 161. Reprinted as Appendix to 2nd ed. of
Drices -and Production. See also E, F. M. Durbin : Purchasing Power
and Trade Depression, London, 1933, pages 153-155. The latter concludes
that the crisis is a purely monetary phenomenon, browght about by the
refusal of the banks to continue the expansion of credit.

t Hayek, vp, cil., pages 160 and 161,

= Mr. Durbin argued that if the rate of increase of production is constant
(say 10% per year] an increasing amount of money can be put into
circulation without raising prices, becanse the absolute increasc in cutpuot
per unit of time increases (the 10% is reckoned from an are ever-increasing
total). Evidently, different quantitative assumptions can be made, and
it is impaossible to say which one corresponds best to reality. For further
comments on the failure of the writers of the present schoo! to make
their assurmptions quantitatively precise, see the {ollowing paragraph.
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price level of finished goods constant, prices of factors of produc-
. tion will rise continuously. Hence, successive additions to the
money stock will only be able to buy successively diminishing
amounts of the factors of production. But, to render the comple-
tion of the newly initlated processes of production possible, the
entrepreneurs in the upper stages must be enabled to absorb
factors of production at a constant rate ; and, as the prices of factors
of production tise, a credit expansion at an increasing rate will be
necessaty to enable them to do so. The conclusion is that a
refative inflation, such as can be made within the limits of a constant
price level, is not sufficient to allow of the completion of the new
roundabout methods of production which have been initiated
under the stimulus of the expansion. Either the rate of expansion
of credit will be sufficiently increased and prices will be driven up
and the inevitable breakdown will be postponed, or the boom
will collapse at once owing to an imsufficiency in the capital
supply. '
1me .~asoning is, however, not convincing.
Incomplete  The result will depend on a complicated quantita-
assumptions. tive relationship between certain factors—namely :
(@) the rate of progress of the ecopomy : that is,
the rate of increase 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 is required in
successive periods to make possible the completion of productive
processes which have been started in the past. In respect to
both factors, Professor Havex’s argument makes implicitly cer-
tain asswmptions, the bearing of which is not quite clear. The
problem has not been either cleatly visualised or explicitly stated,
The concrete circurnstances by which the magnitude of the two
factors is determined are left vague. It is open to grave doubt
whether generalisations can be made on this point without extensive
factual investigations.

In any case, the theory in its fully developed form seems to
make the emergence of a serious disequilibrium dependent upen
relatively small fluctuations in the rate of forced saving, This
being so, the question atises whether fluctuations of this order of
magnitude are not equally likely to occur in the flow of voluntary
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savings.! If they do occur, evil consequences must be expected,
even in the absence of creditinflation.  (We shall see, in connection
with the discussion of other theories, that there are numerous other
disturbances possible which may interrupt the upswing and
start a vicious spital downward—disturbances which are probably
of the same, or even of a higher, order of magnitude than the
fluctuations in the rate of forced or voluntary saving discussed
ghove.) '

To sum up, we may say that the théoty has not proved rigot-
ously that a stabilisation of prices in a progtessive economy must
always lead to over-production, ctisis and depression.? The
practical importance of this conclusion is considerable in view of
the American prosperity in the twenties, a notable feature of which
was the fact that wholesale prices did not rise.

§ 5- THE DOWNSWING

The theory of the depression is not nearly so

The depression fully elaborated by the authors of the monctary
asr a peried over-investment school as the theory of the boom.
of readjast- The depression was originally conceived of by them
ment,  as a process of adjustment of the structure of pro-
duction, and was explained in non-monetary terms.

Duting the boom, they argued, the process of production is unduly
clongated. ‘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

v Cf. C, Bresciani-Turroni, < The Theary of Saving* in Economica, 1936,
pages 165 &f seq.

* The following statement of a prominent adherent of the monetary
over-investment theory is significant : ““This theory does not make
the pretence of being the only explanation of all eycles and crises that
have ever occurred, nov does it pretend that it states unconditional
necessities” ({F. Machlup, **Professor Knight and the ‘Period of
Production” ™ in Jowrnal of 'Political Economy, Vol. 43, October 1033,

page 622,
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wholly or mainly on consumers’ goods) sufficiently to make the
new structure of production possible. This involves a lengthy
and painful process of rearrangement. Workers are thrown out
of work in the higher stages, and it takes time to absorb them in
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 is drawn out much longer
than is necessary for purely technological reasons.?
This non-monetary explanation of the depression
The secondary is, however, admittedly incomplete and nnsatisfac-
deflation.  tory. The majority of the authors of the group
under review were at first very reluctant to recognise
that there is a cumulative process of contraction corresponding
to the cumulative process of expansion. But eventually it was
admitted that, in addition to the difficulties which must arise from
the fact that the structure of production does not correspond to
the flow of money (in other words, the disturbances which result
from the deflection of the money stream from the higher to the
lower stages of production), there must be a deflation-—that is, a
shrinkage in the aggregate flow of money. The difficultics which
result from this general shrinkage in the flow of money are super-
imposed on the disturbances involved in the necessary readjustment
in the structure of production. Without assuming a general
deflation, it is impossible to explain why the depression spreads
to a// stages and branches of industry, why it is not confined only
to those industries which are over-developed and must therefore
eventually contract (the higher stages), but extends also to those
which are under-developed and must therefore eventually expand
(the lower stages). It has become customary to speak of * secon-
dary deflation ®, by which it is intended to convey that the
deflation does not come about independently, but is induced by the
maladjustment in the structure of production which has led to

-the breakdown. Without the latter, it is believed, the deflation’
- would not start at all,

L See especially 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, it is true, it is 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, [t is
also untrue, he believes, that the deflation contributes (as is more
or less vaguely suggested by the other authors of the monetary
ovet-investment school) to bringing about the necessary adjustment
(shortening) in the process of production. Once started, the
deflation is propelled by its own momentum and by a number of
institutional factors. What these factors ate and how they work,
we shall discuss at greater length in another connection, HawrrEy,
Kevnes, Picou and RosertsoN have contributed most towatrds
the understanding of this phenomenon.?

Those who believe that the deflation has a life of its own, so
to speak, which is largely independent of the disequilibrium bred
~ out of the preceding boom, are naturally inclined to assume that

it can be directly counteracted, even if the boom has been allowed
“ to give rise to a maladjustment in the structure of production.

' (#) The other group, in which we may reckon Havex, Macuiru®,
Misrs, Rosevs, STRIGL, is, or was, of the opinion that the deflation
is the necessary consequence of the boom. If once the boom has
been allowed to develop and to give rise to maladjustments, the

1 See : Crises and Cyoles, London, 1936 (translated from the German).
“Geldtheorie und Weltlrise ** in Deutscher Volkswirt of September 25th,
1931. * Praktische Konjunkturpolitik® in Weltwirtschaftlickes Archiv, 34.
Band, 1931. “Trends in German Business Cycle Policy" in Economis
Journal, September 1933.

* See, in particular : Keynes : A Treatise on Money, London, 1930,
Robertson : Banking Policy and the Price Level, and the controversy
in Economic Journal of the following dates ; Robertson, “Mr, Kéynes’
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. 1t is
admitted by some that, at a certain point in the contraction process,
an injection of money may help to shorten the contraction. But
they warn us at once that the medicine is very dangerous, that it
has to be given in careful doses, and can be useful only at a certain
stage of the process and must be administered in a certain way, and
will do harm if any one of these conditions is not strictly complied
with. As this is too much to expect from the monetary aunthorities,
the only practical policy is to let the deflation run its course and
avoid interventions which would only make things worse.

The most coherent theory of the depression

The struggle along these lines is that of Professor SvricL.t He

for liguidity. admits that the breakdown of the boom induces a

process of hoarding and deflation. After the
breakdown of the boom, the banks will not merely stop expansion :
they will contract credit in order to increase their liquidity. Under
the influence of the general feeling of insecurity and pessimism,
industrial firms will also seek to strengthen their cash reserves, and
amortisation quotas will be kept in liquid form instead of being
invested, This general struggle for liquidity involves hoarding.
It means that money, whose function it is to be the vehicle of
investment of real capital, fails to fulfil this function and is sterilised
for the time being in swollen cash reserves or, in the case of bank
money {deposits), annihilated altogether. The general price fall
which ensues operates as a further deterrent to investment. The
profit rate falls below the money rate. Perhaps the most impor-
tant external symptom of this process is the intense liquidity and
the extremely low tates on the money market which develop during
the deptession. The low money rates ate caused by the fact that
the overflow of funds from the money market to the capital market
is impeded by an invisible barrier of distrust and pessimism.

It goes without saying that the writers of the group not only
admit, but even stress, the fact that the pressure of deflation is
intensified and prolonged by all kinds of ill-advised intervention
by the State and other public bodies, such as the competitive raising
of tariffs, the scramble for gold in order to liquidate existing

t Kapital und Prodeuhtion, Vienna, 1934, pages 208 ef 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

Lhe effective gradually return to equilibrium with reasonably
guantity of full employment of all ptoductive resources. ‘The
money.  equilibtium could be maintained, if only the banks
would refrain from a new credit expansion—in other

words, if the money rate of interest wete kept on the equilibrium
‘level. The equilibrium rate is implicitly or explicitly defined as
that which keeps the effective quantity of money (M1”) constant,
The concept “ effective quantity of money ” is very compli-
cated. It s not casily defined in theory and is hopelessly difficult to
measure statistically, The difficulty comes in principally through
the factor *“ V7”". The velocity of circulation meant is not the
transaction velocity, nor is it the income velocity, One might per~
haps call it trade velocity, the term being understood to cover all
transactions which invelve an exchange of goods in ali stages of
production, but to exclude financial transactions {¢.g., on the stock
exchange). If the quantity and the transaction velocity of money
temain constant, but at the same time the requirements of the
financial circulation rise, the result will be a dectease in the effective
quantity of money as defined above, But these qualifications are
not yet sufficient. Alowance must also be made for integration
and disintegration of the process of production. If two or mote
successive stages in a particular line of industry (such as spinning
and weaving), which are carried out by independent firms, are
integrated by the formation of a vertical trust, the transfer of the
intermediate product from the higher to the lower stage, which
formerly gave rise to monetary transactions, may in future be
effected by mere entries in the books of the new firm. Thus the
merger may set free a certain amount of money. The trade velocity
of money need not be changed, but the supply of money ought to

* See especially L. Robbins : The Greal Depression, London, 10934,
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be restricted ; otherwise inflationary consequences will ensue,?
From. these considerations, it follows that the prescription to
“ keep the effective quantity of money constant * is by no means
an easy one to follow. _
‘The writers of the group under review are,
Recovery in however, well aware of the great danger that the
demand for  discrepancy between the money rate and the equili-
credit. brium rate of interest, 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 state of pessimism and discouragement, the money rate during
the downswing stands above the natural rate. When the fall of
prices comes to an end and pessimism gives way to a more
optimistic outlook, the current money rates,without being changed,
will soon stand below the equilibrium rate. In other words, the
equilibrium rate is likely to rise above the money rate.* In terms of

! On this subject, compare M. W, Holtrop : De Omloopssnelhetd van hat
geld, Amsterdam, 1928, and “ Die Umlaufsgeschwindigleit des Geldes **
in Beitrdge zuy Geldtheorie, ed. by Hayek, Vienna, 1933, pages 115-211,
Compare further J.Marschak : * Volksvermbgen und Kassenbedarf in A»-
chiv flir Soszialwissenschaft w. Sozialpolittk, Vol. 68, 1932, pages 385-419, and
“Vom (Grissensystem der Geldwirtschaft,” loc. cit., Vol. 60, 1933, pages
492-504. H. Neisser : Der Tauschwert des Geldes, Jena, 1928. “Der
Kreislavf des Geldes » in Wellwirtschafiliches Archiv, 1931, Vol. 33, pages
365-408, * Volksverm8gen und Kassenbedarf™ in Archiv fiir Sozialwis-
senschaft u. Sozialpolitik, Vol. 69, 1933, pages 484-402, 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 2z37-241 and “ The Relation between the Velocity of Circulation of
Money and the Velocity of Circulation of Goods ™, loc, cit.,, Vol 40, 1932,
pages 289-313 and 477-512. J. Schumpeter : * Das Sozialprodukt und
die Rechenpfennige ™ in Archiv fir Soziahwissenschafi w. Sozialpolitik,
Vol. 44, pages 627-715. Tha whole literature on this subject is well
reviewed and summarised by Professor H, S, Ellis, German Moneiary
Theory 1905-1933 (Cambridge, Mass., 1634}, Part IT, and by AW, Marget,
The Theory of Prices. A Re-examination of the Central Problems of Mone-
tary Theory, Vol I, New York, 1038, passim,

' In the earlier versions of the theory, the assumption was made, more
or less explicitly, that the discrepancy between the equilibrium rate and
money rate of interest is always brought about by a lowering of the money
rate—that is, from the supply side. Itis now pretty generally accepted
that the situation is mere complex and that the equilibrium rate is likely
to move upward under the influence of psychological forces, price changes,
inventions 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 in a liquid
position, and there is every reason to expect that they will liberally
comply with the increased demand for credit. The barrier between
the money market and the capital market is broken down, and the
funds accumulated behind the barrier flow into the investment
market.

Thus a new upswing starts smoothly—-at first, almost impercep-
tibly—out of the ashes of the last boom. No special stimulus
from outside is required in the shape of inveations, crop changes,
discoveties, etc. We shall see, howevet, that the writers of the
next group believe that such an incentive from outside is necessary.
In this respect the present theory is the more “endogenous ™ in the
previously defined sense. But it would seem 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 is convenient at this point 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 teview 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 easily be adapted to the other case. If thete are unem-
ployed resources, evidently the expansion of credit may go on
much longer than when all resources ate employed. There need,
then, be no shift of factors from the lower to the higher stages,

i Strigl, op. cif,, 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 from the
banks.

* Professor Hayek in particular has laid down the methodological rule
that the analysis of the cyclical movement should never start on the
assumption of exsting uwnemployment, because -that would beg the
guestion 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 in
those stages of production which are especially stimulated by the
expansion-—namely, in the upper stages {capital goods industries).
Arguing along the lines of the theoty under review, one has to
assume that the unerployed resoutces are mainly put to work
in the higher stages (capital-goods industrics). But, so long
as there is a reserve of unemployed resources, the reaction from
excess investment, which consists {as we have seen) of a
comparative tise in the demand for consumers’ goods, wiil not
produce a breakdown, since there is no necessity to detach {actors
of production from the higher stages. Prices need not tise much.
The expansion of credit can go on.

This 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 highet and the lower
stages is 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 ultimate equilibsium is to emerge. A
larger amount is absorbed into the higher stages than can in
the long run be employed there with the given rate of voluntary
saving. Thus the recovery from the depth of the depression has
a wrong twist from the beginning.

§ 7. RHYTHM AND PERIODICITY

Professor Mises gives the following answer to

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

of inflation. of the banks is tesponsible for the occurrence of
the business cycle. If the banks did not push the

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

! See, however, Bresciani-Turrcni, * The Theory of Savisg " in Econo-
mica, May 1936, pages 172-174.
2 Geldwerlstabilisierung und Konjunkiurpolitik, Jena, 1928, pages 56-01,
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prevailing ideology among business-men and politicians looks on
the reduction of the rate of interest as an important aim of
economic policy, and becaiuse 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 is thus of an ideological nature (page 6o).
Professor Mises believes, furthermore, that the commercial banks
alone without the suppott of the central bank can never produce a
dangerous credit inflation, because they would immediately lose
cash and become insolvent. It is only with the backing of the cen-
tral bank that it is possible to expand credit sufficiently to produce
a dangerous boom. The ability of the central banks to increase the
circulation is due to the monopoly which they hold of the issue
of bank-notes, If the issue of notes were not a monopoly, if compe-
tition were restored in this field of the central banks’ activities—that
is to say, if every bank had the right to issue notes, convertible into
legal tender money {gold)—a dangerous expansion of credit and
teduction of the interest rate would be impossible. The unsound
banks would quickly be eliminated, and the sound banks wonld
lcam by experience that expansion is punished by bankruptcy.!
All the other members of this group of writers

What banking believe that the solution of the problem of the thyth-
Ppolicy will  mic nature of the cycle is not 50 simple as the above,
eliminaie They would all probably agree that there must exist

the eycle? some form of banking policy by following which
the business cycle would beeliminated, But they have

become more and more conscious of the difficulties of giving precise
ctiteria for the ideal policy. Itisnota sufficient explanation to say
that from time to time banks lower the rate too much. As has
been pointed out above, it is rather the tise in the eguilibrium
rate than the fall in the money trate which creates the discrepancy

between the two,

 Itfollows that it is impossible to define the policy which the banks
should pursue in negative terms by saying that the banks should
tefrain from lowering the rate of interest. It must be stated in

1 Compare Professor H. Neisser’s criticism in his article : * Noten-
bankfretheit ?* in Weltwivischaftliches Avchiv, Vol. 32, pages 446461, and
Vera Smith, The Rationale of Central Banking, London, 1936,
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positive terms that they should vary the tate in such a way that
no credit expansion or contraction ensues in the face of changing
demand for credit. But this, again, scems simple and exact only
on a superficial view. It has been pointed out above how difficult.
it is, even in theory, to define exactly what is meant by saying that
the effective quantity of money should be kept constant.  In addi-
tion to the theosetical difficulty of giving exact criteria, there is the
extremely difficult task of applying these criteria in concrete cases.
Professor HAYEK has pointed out that, for the individual banker,
it ts impossible to distinguish between deposits which have been
created by voluntary saving and deposits which have an inflationary
arigin. The velocity of circulation of money, especially of bank
money {deposits), may change without affccting the rosetves of
the banks. Neither bank reserves not reserve ratios nor the price
level are an unfailing criterion of the correct credit policy from
the standpoint of the theory under review, Expansion may
take place without any action on the part of the banks.
Professor MacHLup? has called attention to one
Cywelical  factor which helps to explain the recurrence of the
implications cycle and throws into relief the passive role of
¢f searomal the banks, at any rate during the first phase of the
variations upswing, It is this. A considerable portion of
in credit,  the payments which have 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 elaborate clearing and compensation arrange-
ments, no complete continuous offsetting of the debts and
liabilities of each firm is possible. At the critical dates, at the end
of the month and of the quarter, there is therefore always a strong
demand for short-term credit and 2 resultant strain on the money
matket. If the banks were not able and willing to relieve this
monthly and quarterly tightness of money by granting temporary
credits, individual firms would be compelled to provide for theiz
requirements at the critical dates by accumulating cash during

' See his book, Borsenkredit, Indusiviehredit und Kapitalbildung, Vienna,
TY31, 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 pesfectly legitimate and
safe—it is not necessary to accumulate cash, and the sums involved
can be invested instead.

It is clear that we have here a source of inflation; and the inflation,
according to Professor MacHLup, will not be confined to the single
occasion of the first introduction of these * ultimo loans *, but
will tend to recur cyclically. * While the utilisation of temporary
surplus cash together with (inflationary) bank credit created the
possibility of initiating illicitly long processes of production,
the depression, after the elimination of the untenable enterprises,
will release these sums again ” (pages 175 and 176), During the
depression, the investment of these sums is impossible, and they
accumulate on the money market; but, as soon 2s the spirit of
enterprise revives, they can be utilised for financing the boom for
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 inevitability of the sequence “ forced
saving-—breakdown—depression ” has been somewhat whittled
down. The severity of the decline is no longer believed to vary
rigidly with the degree of the structural maladjustments which gave
tise to it. ‘There is no longer the same confidence in the inevita-
bility or the curative function of the depression.  Above all, it has
been realised to be impossible to fix the sole responsibility for the
boom on the expansionary propensities of the banking system.
Even in a purely cash economy, movements of hoarding and
dishoarding might be induced, with the result that waves of expan-
sion and contraction of economic activity would take place. It
thus seems impossible to teduce to a few simple rules the problem
of what ought to be done to eliminate the cycle. The high expec-
tations which were originally entertained in this respect have given
way to a much more cautious and much more sceptical attitude.

* Whilst there can be little doubt that we have here a possible source
of inflation {whatcver its gquantitative importance), it is difficult to see
in this factor any independent cyclical significance,
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§ 8. INTERNATIONAL COMPLICATIONS

A systematic account of the international aspect
Guiding  of the business cycle on the basis of the theory
principles.  hitherto under consideration has never been
attempted. With the help of the theory of the
international money mechanism, it is, however, possible to trace
out the way in which (if one accepts the monetary over-investment
theory) the course of the cycle in & particular country must be
influenced by its position in the international economy, and the
manner in which the cyclical movement in such country is likely
to react on the countty’s international trade and on the internal
situation of other countties.

As in the case of the purely monetary explanation of the business
cycle, the first questions to be asked are : How does a given change
in the international situation of a country influence the expansion
or contraction of credit? Is it likely to facilitate and prolong,
or retard, an expansion already under way ? How is a contraction
in process influenced by a given change in other countries? It is
impossible to enumerate and systematise at this point all the
conceivable contingencies. But a few principles may be laid down
and some illustrations be given.

Any improvement in the balance of payments

Influences —that is to say, any increase in the demand for

through the the means of payment of a given country in terms

balancs of of the money of other countries—will have an
payments. expansionist 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 individual
country, if not followed by compensatory action on the part of
other countries, will have a favourable influence on the international
monetary situation of the country which has raised its tariffs, In
other words, it will enable the latter to expand its 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 depression. But the conditions
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in which this is true must be borne in mind. If many countries
pursue this policy at the same time, the stimulating influence is
lost. In the long run, the raising of tatiff walls impairs the national
dividends of all the countries involved.! Inditect effects (¢.g., on
capital movements) may prevent even the immediate 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 lien of
- expanding the citculation.

While international influences are capable of stimulating of
tretarding a process of expansion ot contraction, they may also
arrest and reverse it—that is to say, international forces may start
a revival or precipitate a crisis and depression in a country.

Under the gold standard, the monetary

The go/d authorities are obliged, if the couatry is losing
standard,  gold, to put the brake on espansion. Gold may
flow out either because the country has expanded

more rapidly than other countries and prices are getting out of line
with those in the rest of the wotld, or because other counntries have
started to contract or because there is 2 movement of capital (which
may have been brought about by a great variety of causes), or
because of a crop failure which necessitates increased imports ot
reduces exports, etc. Instead of contracting, a country may choose
to leave the gold standard. If this is not thought safe, as being
likely to lead to a flight of capital, resort may be had to exchange
control. Thus, innumerable possibilities may arise, which cannot all
be worked outat this point : but they can easily be analysed inthe way
indicated, although it may be extremely difficult to foresee in any
 given case the outcome of the many forces and reactions involved.

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

* Therefore, the statement made in the text is perfectly compatible
with the free-trade argument. The qualifications made should be
sufficient to exclude protectionist measures from the arsenal of a rational
depression policy.
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In arguing on the basis of the over-investment
International theory, special attention must be paid to international
capital  capital movements.! They not only affect the
morements. purely monetary situation by stimulating or retard-
ing the espansion or contraction of credit : they
have also a bearing on the structure of production. An individual
country may finance a boom, wholly or partly, by capital imports
from other countries instead of by an internal expansion of credit
and forced saving. So long as this is possible, the reaction which
the theory under review holds responsible for the breakdown—
namely, a corresponding rise in the demand for consumers” goods
—may be staved off. Thus, in so far as a particular country is
concerned, the boom may be prolonged. On the other hand,
international capital movements are subject to risks and disturbances
which are absent in the case of an intetnal expansion.
An interesting question is how the composition
The of exports and imports of a country changes duting
composition the different phases of the cycle. It might be sup-
of exports posed that capital imports duting the upswing are
and imports. bound to be effected through the import of capital
goods. As a general statement, this would,
however, be wrong. In any given situaticn in respect of tariffs
or otherwise, what a country imports wiil depend on the compara~
tive cost situation or, in other words, on the comparative facilities
of the various countries for the production of different types of
goods. It is conceivable that eapital for investment purposes
may be imported, not in the shape of capital goods (raw materials,
machinery, electrical equipment, etc.), but in the shape of consumers®
goods, This will be the case in a country where capital-goods
industries and the production of raw materials are well developed,
while consumers® goods industries are less so.?

1 See especially R. Nurkse : I'niernationale Kaszralbgwegfsﬂgan Vienna,
1935, Ch. V, pages 187-211.

* We need not go into the canses which give a country an advantage
in the production of this or that type of goods. They range from climatic
conditions and the quality of the soil to the structure of the tariff and social
legislation, - Cf. B. Ohlin, Infervegional and International Trade, passim,
Cambridge, Mass. [U.3.A.), 1933.
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Tt is difficult to find concrete examples which illustrate this propo-
sition, since in actual fact the situation is usually very complex,
Countries do not usually specialise solely in the production of con-
sumers’ goods, capital equipment, or raw materials, etc. Still, the
economic equipment is usually deficient in various directions,
though protectionist policy has done much to divessify national pro-
duction and lessen international specialisation. Onthe whole, indus-
trial countries are at the same time exporters of capital.  Thetefore, it
is natural that capital movement should take place chiefly through
the shipment of machinety, railroad and electrical equipment, ete.
The outstanding example of capital movements taking place through
the import of foodstuffs, other articles of consumption and raw
materials is Germany in the post-war and post-inflation period—
that is, from 1924 to 1928, '

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

§ 9. CONCLUDING REMARKS

The most valuable and original conttibutions of the monetary
over-investment theoty are (1) the analysis of the maladjustment in
the structure of production brought about by the credit expansion
during the prosperity phase of the cycle and (2) the explanation
of the breakdown as consequent on that maladjustment. But our
analysis has also shown that the theory is not in all respects com-
plete, The claim to exclusive validity is open to doubt. Itisa
little difficult, for example, to understand why the transition to a
more roundabout process of production should be associated with
prosperity and the return to a less roundabout process a synonym
for depression. Why should not the original inflationary expan-
sion of investment cause as much dislocation in the production
of consumers® goods as the subsequent rise in consumers’ demand
is said to cause in the production of investment goods !

t Cf. Durbin : The Problem of Credit Policy, 1935 ; Bresciani-Turroni,
“ The Theory of Saving " in Ecomomica, May 1036, pages 175 and 176,
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As to the explanation of the depression, especially the later
phases of the depression, there Is not a high measure of agreement
between the various members of the school.  So far as the existence
of 2 vicious spiral of deflation is admitted, the analysis of the
deflation is, on broad lines, not dissimilar from the analysis given
by writers of other schools.

B. The Non-monetary Over-investment Theories

§ 10, GENERAL CHARACTERISTICS

The most prominent writers in this group are

Principal  Professors A. SeierHOFF! and G, Casser.? In the

asthors.  writings of these two authors {of SPIETHOFF espe-
cially), we find the culmination of a very important
line of thought which can be traced back to Manx, Spiethoff’s
immediate forerunner was the well-known Russian author TuvGan-
Baranowsk1? Both Sriernorr and CasseL have had a great
influence on business cycle theory, particularly in Germany,* but
also in the Scandinavian and Anglo-Saxon countries. WICKSELL
himself adopted SrreTHOFF’s explanation of the cycle.

With regard to Professor Casser, it must be remarked that we
ate here dealing primarily with the theory as expounded in the
earlier editions of his Theory of Social Economy. In his later books
and especially in his popular writings, he has more or less

1 Sge *Vorbemerkungen zu einer Theorie der Ueberproduktion®
in Jahrbuch filv Gesetzgebung, Verwaltung uwnd Volkswirtschaft, 1g02.
“Krisen " in Handwirierbuchk der Staalswissenschajten, 1925.

‘% See Theory of Social Economy, revised ed., London, 1932, Vol, I1
{translated from the German). _

¥ See Les Crises industrielles en Anglelerve, Paris, 1913 (translated from
the Russian), For further references, see A. H. Hansen, Business Cycle
Theory, 1927, Ch, IV, )

4 C}., e.g., the highly interesting analysis of the cyclical movement on
the basis of the Cassel-Spiethoff theory by Professor Georg Halm in his
article * Das Zinsproblem am Geld- und Kapitalmarkt™ in fahrbiicher
tity Nationalbkonomia und Statistik, Vol. 125, 1926, pages 1-34 and g7-r121.
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accepted a purely monetary explanation, at least so far as the 1929~
1936 depression is concetned.

It is significant that Professor SPIETHOFF,_ 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
writers of the monetary over-investment school and Professor
CASSEL.

The difference between the monetary and noo-

Stress o monetary over-investment theories concerns, as

production of the names suggest, the rdle of money and monetary
capital goods. factors and institutions in bringing about the boom
and the over-investment which leads to the collapse
and depression. ‘The theory of the writers of this group does not
run in monetary terms; they mention monetary forces, but relegate
them to a relatively subordinate réle. It can, however, be shown
that they are compelled to assume an elastic cutrency or credit
supply in order to prove what they wish to demonstrate. But
monetary factors are for them passive conditions which can be
taken for granted rather than impelling forces.

Both Professors SererrOFF and Casser emphatically assert that
the business cycle is characterised by changes in the production of
capital goods, especially of fixed capital equipment., The produc-
tion of consumers’ goods does not exhibit the same regularity of
change during the business cycle. Professor SrierHOFF makes the
point that upswings have occurred duting which consumption has
actually fallen. ‘This was the case, according to him, in Germany
in the years 1845-1847/48, when the economic situation of the
working classes positively detetiorated because of rising food prices
due to a series of crop failures.? But, even if no account is taken of
changes in agricultural production, which are only remotely
connected with the ups and downs of industrial production, “ the

! 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 mo longer applicable * (The
Theory of Social Economy, Vol. 11, page 538).

1 See Spiethofi’s article * Krisen™ in the Handwdrferbuch der Staais-
wissenschaften, Vol. VI, 4th ed., Jena, 1925, page 49.
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production of consumption goods shows no matked dependence
on trade cycles. This means that the alternation between periods
of boom and slump is fundamentally a variation in the production
of fixed capital, but has no direct connection with the rest of
production. 1

§ 11. THE UPSWING

Professor SprerrHOFYF describes the mechanism of

Cummnlotive the cumulative and self-sustaining process of expan-

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

process.  the depression has been overcome, in approximately
the same way as the monetary over-investment
school. (In respect to this particular ptoblem, indeed, there is
now much agreement even outside the schools which we have
analysed so far) The revival of investment activity generates
income and purchasing power. Demand rises, first for capital
goods and investment materials (iron, steel, cement, lumber,
bricks) and later also for consumption goods. Prices rise, mainly
prices of capital goods and investment materials, This stimulates
further investment. Profits ate made which swell the funds
available for investment and provide an important psychological
stimulus for further expansion. Thus, like a snowball, prosperity
increases rapidly as it proceeds.

The monetaty side of this process is not closely analysed. But
Professotr SPIETHOFF admits that “ credit is an indispensable means
to the upswing .2 Professor CasseL is less explicit in this
respect. But it can be inferred from vatious 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
duting the depression, on which the producers can draw during
the upswing to finance the expansion. It follows that no positive
steps need be taken by the banking system, at any rate during the
first phases of the upswing. It is, however, not denied that, after
2 certain point, support by the banks is required to carry on.

L G, Cassel ; The Theory of Social Economy, revised ed., London, 1432,
page 552.
' Op. cil., 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 Rosertson, Mr. Keyngs and
Professor Picou (all of whom have much in common with
SrierHOFF and Casser) will be found the best synthesis of the
monetary and non-monetary aspects of the process.

§ 12, THE DOWN-TURN (CRISIS)

The non-monetary over-investment school offers

Shoriage of its most valuable contribution to the theory of the
capital.  business cycle in connection with the explanation

of the breakdown of the boom. The upswing

cannot go on indefinitely; but how, precisely, is it brought to an’

end? _ .

Professor SPIETHOFF rzjects all under-consumption theories
which assume that the collapse is due to a shrinkage of the demand
for consumers’ goods, or to its failure to rise (owing to the lag in
the tise of wages behind the rise of prices and profits), or to the
fact that too much is being saved by individuals and corporations.
He believes, on the contrary, that it is an actual shortage of capital
that btings about the crisis; and he is at great pains to point out
that capital shottage does not mean simply a deficiency of monetary
funds, but is the symptom of a serious disproportion in the
production of certain well-defined types of goods. Therefore,’
monetary measures can never prevent the crisis. It is not over-
saving but under-saving which is responsible for the collapse ; it is
not under-consumption but, in a sense, over-consumption which
leads to a scarcity of capital and brings about the end of the boom.
In order to show this in detail, Professor SeigrHOFF
distinguishes four categories of goods : (1) goods for current
consumption (food, clothing, etc.); (2) durable and semi-durable
consumption goods such as residential buildings, water supply,
electric light installations, gas plants and other public utilities
(furniture and motot-cars occupy an intermediate position between
(1) and (2)); (3) durable capital goods (fixed capital) such as mines,
ironworks, brick and cement factories, textile plants, machine
factories, railroads, power plants, etc.; (4) materials required for
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the construction of durable goods (** goods for indirect or repro-
ductive consumption **), such as iron, steel, cement, lumber, bricks.
It is between the production of these categoties of goods, he
says, that a disproportion regularly develops during the boom.
The result is a situation in which there is shortage and plenty
at the same time.  As these categoties of goods are complementary,
a shortage of one category means #pse facto over-production of the
other. It is 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 deficiency.
Over-production occurs regulatly in the case of
Over-  durable capital goods, and also in the case of durable
production  consumption goods. ‘This necessarily involves a
of durable decrease in demand and over-production of con-
LZoods. structional material such as iron, steel, cement, etc,
This discrepancy between demand for, and supply

" of, durable instruments has its causes on the supply side as well as

on the side of the demand. Additions to the capital equipment
are paid for out of * capital ” (* Erwerbskapital ). 'Therefore,
the production and marketing of durable capital goods (and to a
certain extent also of durable consumption goods) must depend
on the amount of “ capital ¥ which seeks investment. (To-day
we should rather say that the demand for such goods is constituted
by savings out of income, plus supplements to the flow of saving
atising out of various inflationary sources—additional bank credits
and hoards of all kinds.) According to Professor SPIEYROFF, the
formation of monetary capital (* Erwerbskapital *”} tends usually
to diminish at the end of the boom for various reasons. Wages
tise—which has an adverse effect on the rate of saving; and the
increased production encourages the adoption of wasteful methods
and leads to losses. Thus the demand for capital equipment
falls off.

More important, however, than the decrease in demand is the
increase in production and supply. A large proportion of the new
capital equipment constructed during the boom is used to produce
materials which are required for the further production of such
new equipment. So the supply rises progressively in face of a
constant or falling demand,
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This over-production has been greatly facilitated—or rather,
perhaps, made possible—by the development of modern tmethods
of production, which have rendered the production of fixed capital
goods largely independent of organic growth, Professor SPIETHOFF
tefers especially to the substitution of iron, steel and cement for
lumber, of mineral coal for charcoal, ete.  Contributing factors are
furthermore the long interval between the beginning of the cons-
truction of plant and factory and the point at which they begia to
turn out their products, and the durability of these instruments.
(These latter circumstances will be discussed more fully in connec-
tion with other theories of the cycle in which they are pivotal.)

Thus there develops an over-production of
Shortage of producers’ goods and durable consumers’ goods,
labour  'These are the remaining glove. But whete is the
and means missing one? Is not the missing one a purely
of subsisfence. monetary phenomenon—namely, investible funds
which could be supplied by the printing press ?
No, answers Professor Seiertiorr. The lack of monetary funds
available for investment represents a shortage of physical goods of a
certain kind. It becomes impossible to utilise the whole supply of
raw material and equipment destined for the construction of more
capital equipment and durable consumption goods, for the simple
reason that they alone cannot do the job. They could do it only in
collaboration with labour and incidentally with means of subsistence
for the labourers. A lack of investible funds simply means that
these complementary goods are not available. There we have the
missing glove. It consists of labour and consumers’ goods.

From this proposition we must draw the conclusion (although
Professot SprersorF does not do so himself) that, if the rate of
saving did increase—i.e., if some people did refrain from consuming
their whole income~the complementaty goods would be forth-
coming and the boom could continue,

¥ we have correctly interpreted Professor Sprerrorrs’ theory ;!
his diagnosis of the disequilibrium at the end of the boom is
substantially the same as that given by the monetary over-
investment school. The allocation of factors of production to

1 See the penetrating critical analysis by Professor G. Halm {Joc. cif.,
pages 30-34).
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the various stages of production does not correspond to the
flow of money. The lower stages in the structure of production
are under-developed; the higher stages which producc capital
goods are aver-developed.
It might sound paradoxical that a “lack ” of
Consumers’ consumers’ goods should be the cause of the
goods  breakdown in the capital-goods industties. If
and capital- there is such a shortage, consumers’ goods indus-
goods tries must flourish. But should not that be a cause
industries.  for rejoicing rather than for despair to the capital-
goods industries ? Professor SprerHOFF does not
analyse this objection explicitly. But, obviously, the guestion
must be answered in the same way as it was answered by the
monetary ovet-investment school. @ If the necessary credit is
available and the rate of interest remains low, the prospetity of the
consumers’ goods industries will automatically spread to the higher
stages, because the latter will then be in a position to compete suc-
cessfully for the factors of production with the former., Tf unused
factors of production, unemployed labourers, surplus stocks and
idle plant) are available and if there are no special causes (¢.g., lack
of confidence due to political risks) which deter people from invest-
ment in spite of profitable opportunities, 2n all-round increase in
production will follow with no rise, or only a slight fise, in prices.
If this, however, is not the case, if additional credit is not available
and all factors are reasonably well employed, as is the case at the
end of the boom, the rate of interest will rise and the capital-goods
industries will not be able to retain all the factors which they used
to employ : they will be depressed although, or even because, the
consumers’ goods industries prosper. (It is not denied that the
prosperity of the latter also will soon come to an end, because the
difficulties in the capital-goods industries will lead to a destruction
of purchasing power and 4 fall in the demand for consumers’ goods.)
Such a sitvation is cleatly possible, although it looks super-
ficially paradoxical. The phenomenon (alleged to be frequent)!

* Recent statistical studies have made it very doubtful whether such
alag actualiy exists. Compare, ¢.£., Professor J. Tinbergen in Statistical -
Testing of Business-Cycle Theories II. Business cycles in the United Stales,
1910-1937. In preparation,
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of consumers’ goods industries feeling the setback of the depression
mmich later than the capital-goods industey is regarded as a verifi-
cation of the theory. Another question, which will be raised in
connection with the discussion of rival theoties, is whether this
is the only possible outcome of the boom, or whether there is
not another cause of the breakdown just as conceivable as a
shortage of capital in the sense of a relative over-development of
producers’ goods industries, which is again equivalent to under-
saving or ovet-consumption.

Professor CassEL’s explanation of the collapse of

The Cassel the typical investment boom is much the same as

variant.  SPIETHOFF's, although couched in different language
and not so fully developed in terms of goods.

In the first phase of the upswing, he says, the increase in pro-
duction runs parallel to, or is even caused and encouraged by, a
corresponding shift in the fow of money. That is to say, there
is a strong tendency towards an acceleration of the formation of
capital—i.e., an increase in the flow of savings. In the later phases,
capital accumulation in this sense slows down, while the production
of fixed capital equipment increases. The discrepancy between the
flow of money and the trend of production eventually brings
about the crisis.  * The typical modern trade boom does not mean
over-production, or an over-estimate of the demands of the
con:umets ot the needs of the community for the services of fixed
capital, but an over-estimate of the supply of capital, or of the
amount of savingsavailable for taking over the real capital produced.
What is really over-estimated is the capacity of the capitalists to
provide savings in sufficient quantity.”™

§ 13. THE DOWNSWING (DEPRESSION)

Professor SPIETHOFF lays great emphasis on the

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

enterprises prevail during the depression. The severity and

1 The Theory of Social Economy, Vol. 1, 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 crisis, financial panic
and numerous bankruptcies, or whether it has come to an end
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 SrierHOFR, Will probably be less severe, because in
that case the capital-exporting country has to bear its share of the
difficulties and the capital-importing country is to that extent
relieved. :

The process of contraction also has a cumulative nature, Pessi-
mism and reluctance to invest cause a shrinkage in the volume of
putchasing power. Money is hoarded or used to finance losses
instead of being invested and spent on producers’ goods, Since
savings are not invested, everything that increases the rate of saving
{e.2., inequality in the distribution of income) has a depressing
influence. (During the upswing the influence is quite the reverse.)
Prices fall and this intensifies the prevailing pessimism, There
are many other intensifying factors of an institutional nature—-e.g.,
teluctance to reduce prices, especially on the part of industries
that are cartellised, and rigidity of wages.

The analysis of these factors, which intensify the depression,
has, however, been carried much farther in recent years, especially
by English writers belonging to various schools such as KEyNEs,
Picou, RozBmNs, RosERTSON, At this point of SrIeTHOFF'S
description the monetary aspects are somewhat neglected.

§ 14. THE UPTURN (REVIVAL)

According to Professors SeiersOFF and CasseL,

Cest  the revival is never brought about by an increase

adiustments in the demand for consumers’ goods, but always

and new  through increased investment. New investments

imvestment  are stimulated by the lowering of construction cost

opportanities. of capital equipment which ensues during the

depression as a result of reduction of wages, fall in

' the price of raw materials, reduction of interest charges, adoption
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of improved methods of production, etc. Professor Casser lays
stress on the fall of the rate of interest as exercising an immediate
and powerful influcnce on the vaiue of fixed capital equipment.
But on the whole, according to Professor SeierHOFF~—Professor
Cassrr, is less pessimistic in this respect—these adjustments, which
are automatically made during the depression, are pot of themselves
sufficient to revive the spirit of enterprise and overcome the dead
point of the depression. Stronger incentives must come from
outside, such as new inventions or discoveries of new markets or
good harvests—factors which open out new opportunities for
investment and raise the prospective rate of profit. There is
now agreement among a great number of students of the subject
that the cycles of the nineteenth century were ushered in by dis-
coveries and inventions, In the terminology of the monetary
school, it may be said that the discrepancy between the money rate
of interest and the profit rate was brought about by 2 rise in the
profit rate rather than by a fall in the money rate.

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

Many further details can be, and have been,

Schumperer added to the picture. Psychological and sociological
~and the réle factors can be adduced which may play a role in

of the business bringing about an acceleration or retardation in the
péaneer.  response of entrepreneurs to existing opportunities
for profitable investment, The psychological fac-

tots will be analysed separately. At this point, however, we may
mention the explanation which Professor ScHuMPETER has offered
_ for the fact that innovations appear es masse.! One must distinguish,

1 See The Theory of Economic Development, Cambridge, Mass., 1934.
(Translated from the German. The first German edition was published in
1911.) It must, however, be noted that Professor Schumpeter puts forward
this theory, not as an explanation of the lower turning-point, but of the
movement of the system away from equilibrium. He believes that it
is possible to divide the upswing as well as the downswing in two sharply
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he says, between additions to our technological knowledge (that
is, inventions which create the possibility of innovations in the
productive processes actually employed) on the one hand and the
practical introduction of the new methods on the other hand.
What matters is not the discovery in the laboratory of a new process
but the actual application of a new technique—it may be, a tech-
nique the feasibility of which was discovered a long time ago,
Thete is no reason why inventions should not be distributed more
or less evenly in time; but there are good reasons for believing
that, in practice, new methods come into use in a mass. Only
a few businesssmen have the imaginative power and energy
successfully to introduce innovations such as new productive
processes for the production of goods already on the market or
the introduction of new types of goods, opening-up of new
matkets, improved methods of marketing and the like. But, while
only a few are able to take the lead, many can follow. Once
someone has gone ahead and demonstrated the profitability of a
* new combination of the factors of production ” (as Professor
SCHUMPETER puts it), others can easily imitate him. Thus,
whenever a few successful innovations appear, immediately a host

distinguishable phases : a movement towards equilibrinm 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 belioves, to lift ontput and employment from the
subnormal level to which it has been reduced by the vicious spiral of
deflation during the depression phase ; no special incentives are needed
to explain the lower turning-point. Professor Schumpeter’s * genial
entrepreneur " and the crowd of imitators who follow him come in later
during the upswing and prevent the system from seltling down for any
length of time at an equilibrium position. _

Sericus objections can be raised against this view. But the idea that
the system passes through an equilibrium, or at least approaches a normal
position, somewhere between the npper and the lower turning-point seems
to have been vaguely envisaged by many writers. It will be clearly
elaborated in Professor Schumpeter’s forthcoming volume on the bhusiness
cvele. Tt may be added that the fact that Professor Hayek starts his
analysis from an equilibrium position seems to indicate rather a methode-
logical principle than the proposition that the system actunally passes
through an equilibrium position on its way from the lower to the upper
turning-peint.
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of others follow them. (While Professor ScHUMPETER’s account
of the revival and the desctiption of the cumulative process of
expansion fits in perfectly well with Professor SpyETHOFF's theory,
his story of the upper turning-point is quite different and will be
considered later.) '

§ 15. RHYIHM AND PERIODICITY

We may well start the discussion of this section with
Business  a famous metaphor from Professor SFIETHOFF's fore-
mechanism  ronner—Michael Tucan-Baramowsgn? Tucan-
lifened to  Baranwowskr likens the working of the business-
steam-engige. cycle mechanism to that of a steamengine. “ The
accumulation of free, loanable capital plays the role
of the steam in 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 is set in 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 into Industry, which it sets in motion; it is spent and
industry returas to its carlier position. ™2
Now the question arises : What corresponds in the business
system to the fuoel of the steam-engine ? Why is it 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 is added?
Professor SPIETHOFF’s answer to these questions must be inferred
from his theoty in genersal, because he does not put the question
explicitly.
The fact that oscillations ate large is to be
Inevitabilizy explained by the cumulative nature of the expansion
of the eycle. and contraction process, which again is largely
due to psychological reactions. Expansion creates
optnmsm which stimulates investment and intensifies expansion.
Conttraction creates pessimism, which increases contraction.

! éﬁddiéﬂ fiir Geschichle dey Handelskvisen in England, Tena, 1901.
' Loc., cit.; page 251.
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Expansion comes to an ead because it is almost impossible to
estimate correctly the supply of savings and capital. The
construction of capital goods must be undertaken in anticipation
of demand, which in turn is constituted by saving and cannot
be foreseen correctly, ‘The durability of instruments on the one
hand and the length of the construction period on the other make
it difficult for supply and demand to keep pace.

The state of depression is interrupted (s} because it creates
automatically a situation favourable to the revival of investment,
(&) because pessimism disappeats with the lapse of time, and
(¢) because of the introduction of stimuli from outside, Professor
SeiersoFF would probably subscribe to Professor Prcou’s theory
of the mutual generation of errors of optimism and pessitnism
(which will be discusied later on1).

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

On the whole, it may be said that the question has not been
systematically discussed or satisfactorily answered by the writers
of the school under review. But the tenor of the theory suggests
an answer in terms of both endogenous and exogenous forces—
i.6., of responses of the economic system to shocks from without.

There is, however, an idea vaguely indicated at

Re-investment various points in Professor SeieTrHOFF’s writings
gyeles.  which can be used for the explanation of the regular
recurrence of cycles of prosperity and depression.

I mean the idea 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, in the future, owing to the fact that machinery
and other durable equipment installed around a certain date will
come up for replacement massed, although probably less densely,
around a certain date in the future. This idea that, given an
initial boom in capital construction, replacement tends to assume
a cyclical pattern, that re-Investment moves in cycles, can be traced
back to Karl Marx. It has been fully elaborated with all necessaty

¢ See Chapter 6, § 2, page 148 below,



Chap. 3 The Over-investment Theories 85

- qualifications by Dr, Johan EINARSEN, who has also written its
history and has applied the principle to a concrete case with the
help of modern statistical devices in his admirable study, Reimpest-
ment Cycles and their Manifesiation in the Norwegian Shipping Industry.t

§ 16, INTERNATIONAL COMPLICATIONS

The question of international complications has not been exhaus-
tively and systematically treated by the theorists of the present
group; but it is in principle not very difficult to imagine how the
cyclical movement in one country must be assumed, from the point
of view of the non-monetary over-investment theory, to influence
other countries and to be influenced by international trade condi-
tions. What has been said in this respect in connection with the

. monetary over-investment theory applies also to the som-monetary
version of the over-investment school. It has been mentioned
alteady that the opening of investrnent opportunities in new
territories is considered to have been one of the most potent
incentives for the revival of investment during the 19th century.?

C.  Ouver-investoens resulting from Changes in the Demand.
for Finished Goods ¢ The Prisciple of Acceleration and Magrification
of Derived Demand

§ 17. INTRODUCTION

The monetary over-investment theory statts

Influence of from the discrepancy between the natural and the
consumers’ money rate of interest, and holds monetary factors
demand on  tesponsible for the recurtence of over-investment
investment., and disequilibrium. The non-monetary branch
of the over-investment school emphasises non-

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

1 Published by the University Institute of Economics, Oslo, 1938,
See also article by the same author, * Reinvestment Cycles " in the
Review of Economic Statistics, Vol. 2o, February 1938.

* This idea is fundamental to the Neo-Marxian theory of Imperialism
of such writers as Rosa Luxembnrg, Akkumulation des Kapitals, and
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theories is not very great : there are intermediate positions, and
the two types shade off into each other. They ate at one in the
belief that the impetus which sets the process of expansion in
motion comes from the side of investment and not from that
of consumption. Demand for consumers’ goods is, however,
affected indirectly by changes in investment; and wvariations in
the demand for consumers® goods are an important link in the
cumularive processes of expansion and contraction. But it has
not been sufficiently investigated how changes in consumers’
demand react back on investment.

We have now to discuss an explanation of the business cycle,
given by a number of writers, which assigns a leading réle to
changes in the demand for consumers’ goods. It is the proposi-
tion rhat, for technological reasons, slight changes in 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 various possible schemes into which it can be fitted.
It does not necessarily lead to the over-investment theory; and, in
fact, the explanations which are built on the acceleration principle
are not as a rule classified as over-investment theories. But we
shall see that it can easily be combined with the over-investment
explanation, The acceleration principle and the over-investment
theory as discussed in the preceding pages are in reality not alter-
native but complementary explanations. The propesition that
changes in demand for consumers’ goods are transmitted with
incteasing 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-
investrment theorteticians. The matter is of the greatest practical -
importance for the reason that much light is shed on the fact, which
in the last few years has been more and more recognised and

references to this literature compare H. Neisser, Some Inlsruational
Aspects of the Business Cycle, Philadelphia, 1936, pages 161-172.
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emphasised, that it is the production of dwrable goods, of consumers’
goods as well as of capital goods, which fluctuates most violently
duting the business cycle,

The following authors have developed the acceleration pnnczplc
—Albert Arravrion,' Bickerpiks,? Mentor Bountatian,® T, N.
Carver,® and Marco Fanno.® In recent years, it has been
expounded most fully by J. M. Crarg,® Smon Kuzners,? A, C.
Pigou® and R, F. Harron.? W. C. MrrcuerL,® D. H. Roser1-
son,1! and A. SererHOFF!® have incorporated it into their account
of the cycle as a contributory factor,!® Mr, Harrop has, without
mach reference to the previous literature, rechristened the principle

s ““ the Relation .1

‘The discussion will proceed in two stages.  First, the economic-

technolog1ca.1 principle will be expounded with the necessary

s Les cvises péviodigues de surproduction, Paris, 1013,

1 'A Non-monetary Cause of Fluctuations in Employment” in Eeo-
nomic Journal, September 1914,

v Las crises dconomiques, Paris, 1922 ; 2nd ed., 1g930.

¢ ¢ A Seggestion for a Theory of Industrial Depresswns " in Quarterly
Journal of Economics, May 1903.

b Beitrdge sur Geldiheorie, ed. by Hayek,

* * Business Acceleration and the Law of Demand * in Jowrnal of
Political Economy, March 1917. Economics of Overhend Costs, Chicago,
U.5.A., 1923. Controversy with Ragnar Frisch in Jowrnal of Political
Ecanomy, October and December 1037, April 1932, Strategic Faclors in
Business Cycles, New York, 1934, pages 33 &f seq.

* « Relations between Capital Goods and Finished Products in the
Business Cycle " in Lconomic Essays in Honour of Wesley Claiy Muichell,
New York, 1935.

2 Tndustrial Fluctuations, 2nd ed., 1929, Ch, IX,

» The Trade Cycle, Oxford, 1936, Ch. Il.

1w Business Cycles, 19I3.

1 4 Study of Industrial Fluctuation, London, 1915, Part T, Ch. z, Bank-
inng Policy and the Price Level, 3rd improved ed., Lendon, 1932, Ch. 2.

1 e RKrisen " in Handwirierbuch der Staa'!swissansckaﬂen, 1925,

i+ Compare also the critical discussion of the principle by J. Tinbergen,
* Statistical Evidence on the Acceleration Principie * in Economica,
Vol. V (New Series), May 1938, pages 164-170, Frofessor Tinbergea
does not find much statistical evidence, but this is not surprising in
view of the many gualifications which must be made (see below in
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
magaitudes of another kind (see below),
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qualifications and amplifications; and secondly the way in which
it can be used, within the framework of the over-investment
theory, for the explanation of the business cycle will be examined.

§ 18. STATEMENT OF THE PRINCIFLE

Changes in demand for, and production of, finished goods and
services tend to give rise to much greater changes in the demand
for, and production of, those producets’ goods which are used for
their production. * Finished goods” need not be interpreted
in the narrow sense as consumers” goods, but in a broader sense :
goods at any stage are * finished * relatively to the preceding stage
of production. The acceleration principle holds, not only for
consumers’ goods in respect to the preceding stage, but for all
intermediate goods with regard to their respective preceding stages
of production. Slight changes in the demand for consumers’
goods may thus be converted into violent changes in demand for
goods of a higher order; and, as this Intensification tends to work
through all stages of production, it is quite natural that fluctuations
should be most violent in 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 in one
stage Is converted into an actual decline in demand for the product
of the preceding stage.

We can distinguish three cases of the working of

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

and commodity (a) Durable producers® goods.—The intensification

stocks.  runs here from changes ifi demand for the finished

goods (which may be durable or perishable) to

changes in demand for durable producers’ goods (machines,

buildings, etc.) required for the production of the finished

article. _

(b) Duarable and semi-durable consumption goods such as apartment-
houses, automobiles, wireless apparatus, etc. Here the intensifi-
cation runs from changes in demand for the service (apartments)
to changes in demand for the instrument which provides the
service (houses).
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(c) Commodity stocks.—Even if there are no individually durable
producers’ goods (such as machines), there may be an intensification
running from changes in demand for the product to changes in
demand for the various goods in process, in cases where a certain
stock of these various goods has to be held, the amount of which
is relatively fixed in proportion to the magnitude of the output.
Such necessary stocks can be regarded as durable i #o2, although
the parts which constitute the whole are perishable individually,

In order to illustrate the working of the principle,

Monetary we assume 2 change in demand for a particular

aspects.  finished article—say for shoes, hats, automobiles—
and investigate the influence of this change on
derived demand for producers’ goods in the preceding stage, Two
very important questions which come at once to the mind will be
discussed later, viz. : (1) Where does this first increase in demand
originate—i.e., is it due to a switch-over of purchasing power from
other uses so that, as the demand for commodity A increases, there
is a cortesponding decrease in the demand for B, or does it consti-
tute a netincrease in aggregate demand out of inflationary sources ?
Again, (2) How is the induced change in the demand for, and
production of, producets’ goods financed? By an expansion
of credit or by cutrent savings? -Obviously, these problems
ate closely connected with the problem of the place of the accelera-
tion principle in the theory of the cycle. They will be discussed
later. For the moment we shall assume that thete 75 an increase
in the demand for particular commodities—wherever this increase
comes from—and shall endeavour to explain why the derived
demand changes more violently.

§ 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 original and replacement cost of the fixed

the principle. capital equipment—that is, of durable means of

production which we shall call * machines ”—

required for this output is sco, 10% of which must be teplaced
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each year, because the machinery weats out at that rate, In other
words, the lifetime of such a machine is ten years. Under this
assumption, new machines at the cost of 50 must be constructed
-each year for replacement.! Now suppose the demand for shoes
rises, so that, If it is to be satisfied, production must be increased
by 10% to 110 a year. If there is no excess capacity and if
methods of production are not changed, this increase tiecessitates an
increase of 10%, in the stock of fixed capital—that is, an additional
production of machinety of 5o, which brings the total production of
machines from 50 to 100, So an increase of 10% in the demand
for, and production of, finished goods necessitates an increase of
100% in the annual production of equipment., The absolute
magnification of the change in demand is from 10 to §o; an
increase in current production of 10 requires new investment of 50.2
But this increased volume of production of machines can be
maintained only if the demand for consumers’ goods goes on rising
by the same annual amount of 10, If, in the second year, the
increase in demand for shoes slows down to (say) 5, so that the
demand for shoes in the second year is 115, the demand for machines
will be 75 (50 for replacement and 25 for additional machines),
Derived demand has therefore fallen absolutely in consequence
of 2 mere decrease in the rate of increase of the demand for the
finished product. Assuming - replacement demand constant,
derived demand for durable producers’ goods changes with the rate

1 A continuous replacement presupposes, of course, that the existing
capital stock has been constructed in a continnous series of instalments,
If that is not the case, replacement will bealso discontinuous. * Replace-
ment waves ¥ may ensue, if the construction of the capital stock
proceeds by fits and starts.

* ‘This statement is somewhat simplified for purposes of exposition.
It is here tacitly assumed that the demand for, and supply of, the finished
product jumps suddenly at the beginning of a new year to the extent
of 10 per annum. Simnitaneously, new machines must be available
to the extent of 50, which, added to the replacement output of 50 per
annum, brings the total machine output for the year to 100, It would
be more realistic perhaps to suppose that the rise in demand comes about
graduaily and evenly in the course of the year, In this case the machine
output would, as before, be 100 {i.e. an increase of 50 over the year before
the expansion began) ; but the augmentation of the output of the finished
product wonid amount only to1o /z=3. Itisfurther assumed that machines
retain their productive efiiciency unimpaired thronghount their lifetime,
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of change--~and not with the direstion of the absolute change of the
final demand; it does not, in other wotds, depend on whether final
demand is rising or falling in an absolute sense.
The assumption that replacement demand is
Replacement constant calls for 2 quantitative qualification to which
demand.  Professor Priscu* has drawn attention, If capital
equipment is being continucusly increased by equal
amounts per unit of time, the demand for replacement must rise
after a while to a new level. In our numerical example, this point
would be reached after ten years, when the so additional machines
of the first year are womn out and must be replaced. . If at this
point the demand for the finished product ceases to rise, the
disappeatance of the demand for additional machines will be
compensated by the increase in replacemnent demand. Hence it
is not quite correct to say that a decrease in the rate of increase
of demand for the finished product must always lead to an actual
decrease in the derived demand. Itis worthy of note, however, that
in each situation (undet the conditions assumed) there is one, and
only one, state of demand for finished goods—sometimes a rising
or falling, sometimes a constant, demand—which will preserve
stability in the demand for machines, The exact relationship
between the vatious magnitudes involved could be formulated
mathematically,? We shall see later that a number of restricting
and modifying qualifications must be made : it seems hardly
worth while therefore at this point to attempt an absolute precision
which cannot in any case be maintained in applying the theorem.
One point should, however, be clearly realised :
Influence of and that is the circumstance that the degree of
degres of magnification of derived demand depends ceferis
durability,  paribus 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

1 “The TInter-relation between Capital Production and Consumer
Taking * in Journael of Political Economy, Vol. 39, October 1931, page 646,
See also the subsequent discussion between Frisch and J. M. Clark in
Vols. 39 and 40 of Journal of Political Economy. Pigon has already
made sutficient allowance for this quantitative qualification in his formu-
lation of the acceleration principle in his Indusivial Fluctuations, Ch. IX.

* See the above-mentioned article by Frisch.
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of soo is only 25 per year. But, if an increase in demand of 109,
for the finished goods supervenes and requites an increase in the
stock of equipment of 109, the total production of machines
jumps from 25 to 75—4.6., it is trebled, instead of doubled as in the
previous case of a service life of ten years. To go to the other
extreme : suppose the service life is zero ; that is to say, suppose
that there are no durable means of production but only materials
and labour, ‘Then, in 2 static situation in regard to production,
there being no permanent stocks, the whole supply of materials
must at once be replaced. If the output of the finished article
(shoes) is 100, and the material (leather) used for this is 50, the
whole amount must be replaced, If the demand for shoes then
rises by 109, to 110, the production of leather must tise also by
10% to 55. ‘There is no magnification at all,

The qualifications of the principle which are implicit in our
assumptions should be kept in mind. The existence of unused
capacity is excluded, and a fixed relationship between output and
capital equipmeat is assumed. These and other qualifications have
their counterpart in the other two cases set forth in § zo and § 21
below, and will be discussed in connection with the combined
statement of all three cases.

§ 20, ACCELERATION OF DERIVED DEMAND IN THE CASE
OF DURABRLE CONSUMPTION GOODIS

The case of durable consumption goods is perhaps

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

with previens take apartment-houses. The situation is exactly

case. analogous to the case of the production of shoes

analysed in § 19. We have only to substitute

“ annual service of the house ” for “ annual production of shoes *,

and “ apartment-houses ” for * machines used for the production

of shoes”. In other words, we can conceive of the durable
consumption goods as producing a stream of services.

We start again from a static situation. 'The annual production
of the service (housing accommodation as measured, say, by
apartment rent) is 100.  The stock of durable goods—that is, of
houses—from which this stream of services originates is (say) 1,000,
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of which 100 {10%,) must be replaced each year, corresponding to'a
durability of ten years. I thete is an increase in the demand for
apartmeats of r10%, the number of houses, ot 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 addition to the existing stock. Thus, an addition to
the annual 8ow of serviras of 1o necessitates an investment of 100,
The further analysis is exactly the same as in the case of the shoes.
The case of less durable goods such as motor-cars may also be
analysed in the same way by distinguishing between the flow of
services and the durable instrument whose value is a multiple
of the value of its annual service. (There is, of course, this impor-
tant institutional difference that, in the case of dwelling-houses,
the ownership of the instrument is usvally or frequently divorced
from the use of the services, while the consurmer of the services of
an automobile is, as a rule, the owner of the instrument, The
technological principle is not altered by this circumstance; but it
has other consequences which will be discussed later.)
One important quantitative peculiarity of certain
Depreciation types of durable consumers’ goods may be pointed
and running out at this point. The cost of the final service
¢ost, (annual rent of an apattment) consists of two parts
-~viz., the contribution of the durable instrument
and the running expenses Cheating, water, maintenance, etc.).
If demand for the service rises, the acceleration principle becomes
effective in respect of the first part. The quantitative effect—that
is, the absolute magnification of derived demand—depends, other
things (especially the durability of the instrument} being equal,
upon the relative importance of the two parts. In the case of the
dwelling-space, the contribution of the durable instrument (the
house) is probably relatively latge, 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 balf consisted of
the contribution of the durable instruments, the other half consist-
ing of materials and labour. Under these assumptions, other
things being equal, the absolute magnification of derived demand
is much greater in the case of an increase in the demand for apart-
ments than in the case of an equal increase in the demand for shoes.
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If the demand for shoes rises from 10¢ to 110, the demand for
machines rises from so to 1oo. If the demand for apartments rises
from 100 to 110, the demand for houses rises from 8o to 160,

§ 2I. ACCELERATION OF DERIVED DEMAND
AS A RESULT OF THE EXISTENCE OF PERMANENT STOCES OF GOODS

Even if there are no durable means of production,

Analegy there may be a certain magnification of derived

2ith previous demand, if distributors and producers hold stocks

cases,  in a fixed (or relatively fixed) proportion to the

rate of sales or production. The assumption that

the stock bears 2 fixed proportion to the rate of sales or to output

is the counterpart of the assumption that there is a fixed relationship
between output and machines.

Let us start again with a static situation, say, with a monthly sale
of 100,000 pairs of shoes. Suppose that dealers usually hold per-
manent stocks equal in magnitude to the sales of one month and
that demand and sales rise to 110,000 and the increase is believed
to belasting. Dealers will then increase their orders with producets
by more than their sales have gone up in order to bring their stocks
up to the usual ratio to sales. They will order 120,000 paits; but
the larger orders will be maintained only if sales go on tising, If
the increase in sales ceases at the end of one month, even though
there is no decrease, stocks will no longer be augmented and orders
for producers will fall to 110,000 (although not to the otiginal level
of 100,000).

The principle works, however, in the other ditection as well,
¥ the demand for shoes falls off, dealers will reduce stocks and theit
orders will therefore fall by more than the amount by which their
sales have decreased. Derived demand fluctuates more violently.

Although from the formal mathematical point of

Some view the parallelism between the case of stocks and
gualifications. the case of fixed capital is complete, the case of the
stocks presents some quantitative peculiarities, the

consequence of which is to imply much more drastic qualifications
and reservations in the-application of the principle. (1) The
assumpton of a comparatively fized relationship between sales
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and stocks is much more precarious, and subject to more serious
and frequent exceptions, than the cotresponding assumption as
to the fixity of the ratio between output and capital equipment,
Stocks can be easily ditninished or increased : they can be consumed
rapidly, and are therefore subject to speculative ci.anges. (2) The
durability is smaller than in the case of fixed equipment, Hence
replacement demand responds much more rapidly to an increase
in output and sales in the case of stocks than in the case of machines.
If new machinery with a setvice life of ten years is installed, its
installation does not affect replacement demand until after ten yeats.
If sales go up and stocks are increased correspondingly, replace-
ment demand rises in the succeeding period.

For these reasons, the stocks factor is less likely to exhibit clearly
the acceleration of derived demand than the fixed capital factor,

§ 22, GENERALISED STATEMENT OF THE PRINCIPLE

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

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

If we assume that there is 2 petiodic up-and-down movement in
the demand for a finished article as represented by a sine curve,
the movement in the requirements for the capital equipment has to
be represented by a steeper curve of the same type. This derived
curve, which represents the effect, will nsually show a lead vis-d-vis
its cause. It will reach the high points and low points fefure the
causal curve. This is a rather paradoxical situation, because one
would expect the cause to precede the effect and not the effect the
cause. But the dominant factor is, with certain qualifications which
have been made above (§ 19), not the direction of the change (the
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mere fact that demand for the finished product is rising or falling
absolutely), but the rae of change, or changes in the rate of change,
in the demand for the finished product.

§ 23. QUALIFICATIONS

We spoke of changes in * the requitements for

Limited  capital equipment ”. If we want to substitute for
application this * demand » for, or * production * of, capital
in negative goods, we must consider that demand and produc-
JENSE, tion cannot become negative As soon as the
production of capital goods falls to zero—the

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

Variable tion that there is a constant ratio between rate of
Dbroportions output on the one hand and capital equipment and
of factors. stocks on the other. In reality, this ratio is not
constant, even apart from inventions and imptrove-

ments in the technique of production which allow an increase in
output per unit of capital equipment. Existing. capital equipment
! This point has been well put by Professor J. Tinbergen. In the

article menticned on page 87, he says :
* In its more rigorous form, the acceleration principle can only
be true if the following conditions are fulfilled,

* (@) Very strong decreases in consumers’ goods production
must not ocour. If the prindiple 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 10%, per annum is impossible. A decrease in
consumers’ goods production of 15% could not lead to a 15%,
‘decrease in physical capital as the acceleration principle wonld
require. It is interesting that this limit is the sharper the
greater the duration of life of the capital goods considered.”

* The term *‘unused capacity” must be interpreted with great care.
There is always some inferior capacity which can handle an increase of
demand,
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may be utilised mote or less intensively. Overtime can be
worked or more hands can be engaged. Nor is this all. If
demand for the product rises and new machinery has to be installed,
the durability of the new equipment may be different. Whether
mote ot less durable machines are employed, whether more or
less fized capital is combined with 2 given amount of labour and
citculating capital, depends among many other things on the rate
of interest and the rate of wages and on the general outlook, that
is the expectations entertained by producers about the future deve-
lopment of wages, interest and other cost items on the one hand
and the future state of demand on the other.

This raises very fundamental questions, and it might be well
to reflect once more on the essential nature of the principle,

In its more rigorous form, it postulates a certain quantitative
relationship between the production of finished goods and that
of their means of production. In a less ambitious form, taking
all qualifications into consideration, it simply says that an increase
in demand for, and production of, consumers’ goods tends to
stimulate investment and that a fall in the former tends to affect
the latter adversely,

In this less ambitious sense, its validity can hardly

Various be doubted. It should, however, be noted that
interrelations this does not preclude the possibility of () there
beswesn  being causal connections between the production
consumption of consumers’ goods and investment of a different
and investment. sort than the one postulated by our principle and
even operating in the opposite direction in certain

cases,! and (6) the production of capital goods (investment) being
influenced, not only by changes in the demand for consumets’
goods, but by other factors as well. It may pethaps be said
that any investment, directly or indirectly, is looking forward to,
and is made in the expectation of, a future demand for consumers’
‘goods. But, as Professor HansEn has pointed out® there are

t Compare £.¢., § 4 of this chapter, page 45 above,

* Seg his criticism of Harrod’'s rather wnqualified utilisation of the
acceleration principle in The Quarierly fournal of Economics, Vol. 51,
May 1937, pages 509 ¢ seq. {now reprinterd in Full Recovery or Stagnation,
New York, 1938).
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types of investment which look forward for their utilisation to a
very distant future—e.g., the opening up of 2 new region by the
constr ‘ction of a railroad. In such cases, the connection between
the investment and the present state and recent movement of the
demand for consumers’ goods is very slender. Long-run expecta-
tions determine invesiment decisions of this sort, and the influence of
the cutrent ontput of finished goods on these expectations can hardly
be assurned to follow a uniformly defined quantitative pattern.?

Besides these adventurous kinds of investments, there are cther
investments, in working and fixed capital, which follow more or
less closely the ups and downs of consumers’ demand-—routine
investments one might call them. It is with these that the accele-
ration principle in its more rigorous form is concerned,

§ 24. THE CONTRIBUTION OF THE PRINCIPLE OF DERIVED DEMAND
TO THE EXPLANATION OF THE GENERAL BUSINESS CYCLE

+ It has sometimes been assumed that, in order to

Reciprocal  utilise the acceleration principle for the explanation

action  of the general business cycle, one has to presuppose

of consamers’ a cyclical alternation of expansion and contraction

demand  in consumers’ demand.? ‘The acceleration principle

and capital then serves to explain the larger fluctuations in the

prodmtion, capital-goods industries. The situation is, however,

. much more involved, because consumets’ demand
and capital production (investment) intetact on one another,

In order to throw light on this inter-telation, the two questions

which have been raised above and reserved for later discussion

must now be dealt with.

t Thdis has also been well put by Professor I, H. Robertson. *...Some
of the principal forms of investment in the modern world—the instru-
ments of power-production, of transport, of office activity—are, after
all, very loosely geared to the wvisible demand for particnlar types of
consumption goods and depend rather on fairly vague estimates of the
future progress of whole areas and populations. {See his review of
Harrod's The Trade Cycle in The Canadian Journal of Economics and
Political Science, Vol. ITl, 1537, page 126.)

* Criticism by C. O. Hardy before the American Statistical Association,
December 1931, Quoted by J. M. Clark in fowrnal of Political Economy,
COctober 1932, page 693.
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Where does the increase in the demand for the

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

mitial  be distinguished, viz. : (4) the case of a mnet

impulre.  increase in aggregate demand due to a monetaty

change, an increase in the quantity of money,

dishoarding or an increase in the velocity of circulation; and

{(#) the case of a mere shift in demand from one commodity or
group of commodities to another,

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

- force of the upswing. '

Ad (8. The sitvation is rather different where there has been
no rise in aggregate income, but only a shift in demand from
commodity A to commodity B.  Demand for capital goods derived
from A falls, demand derived from B rises. Do not these two
changes cancel each other out, so that, on balance, activities in
industries producing producers’ goods will not be stimulated ?
‘The answer is that they may cancel out, but that there is not only
no necessity for them to do so but even a probability against it.
It is likely that in many cases a net increase in demand for producers’
goods will result.

The outcome will mainly depend on three circum-

" Factors  stances : first, on the relative importance and

affecting - durability of fixed capital in the production of A

the ontcome. and B; secondly, on the existence or non-existence

of unused capacity and on the relative magnitude

of the same in the two industries; thirdly, on whether and to what

extent the machinery used for the production of A can also be
used for the production of B.

If, in the production of B (say automobiles), the demand for
which has risen, fixed capital plays a more important réle, and 2
more durable equipment is 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 in the demand
for capital goods,

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

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

! It follows that the expansionary effect of & shift in the demand is
more likely to be great if it cccurs during a period when the demand for
equipment in both indistries is at a relatively low level. If it takes place
while a general expansion is in progress, the acceleration principle has
free play to operate in both directions and the effects on industry A and B
are therefore more tikely to compensate each other.
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_ Two alternatives are open for discussion. The

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

of financing . current savings or (b) by way of inflation through

. #he mew  the creation of new bank credit andfor more inten-

investwent. sive utilisation of existing means of payment. In

other words, the increased investment may or may

not be consistent with the maintenance of the stability of the
monetary circulation—i.e., of MV,

Ad (a). Suppose that, with the working of the acceleration
principle, a shift or an increase in the aggregate demand for finished
goods affords new investment opportunities, but that the supply
of capital in terms of money is not increased by way of inflation,
There is no clastic credit supply, and no hoards of any sort which
producers can draw on. The consequence will be a rise in the
rate of interest. This will produce a rettenchment of investment—
of rcinvestment or new investment, as the case may be—in
different branches of industry, offsetting the increased investment
in industries in which the demand for the finished product has risen.
The aggregare demand for producers’ goods cannot therefore rise.

Ad (8). It is of course tecognised by the leading exponent
of the acceleration principle, Professor ]J. M. Crarx, that the
principle cannot serve as an explanation of the business cycle,
nor even as an incomplete and partial explanation, except in
conjunction with an elastic credit supply. Unless it entails 2
credit expansion, an increase in investment in particular branches
of industry cannot produce 2 general up-turn in business activity.
If there has been an increase in the circulating medium, income and
demand for finished goods will rise; this will further stimulate invest-
ment, and so 2 cumulative process of expansion will be started.

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

Closer analysis reveals further points of connec-

Further.  tion between the acceleration principle and the
considerations. ovet-investment theory.

The fact that durable instruments are required

in order to satisfy current demand for finished goods or services

may be characterised, in the terminology of the monetary over-
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investment theory, as an incentive to the initiation 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 in them in response to an increase
in demand for a finished product, cannot be taken as economic
constants, determined solely and rigidly by the state of technological
knowledge. As a rule, there ate various methods of production
to choose between; and more or less durable equipment can be
installed, the more durable varieties 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 dutable the instrument and the longer
the roundabout process of production, There is, furthermore,
the risk factor, In an atmosphere of optimism and confidence,
people will be more inclined to undertake heavy investments
than in a state of uncertainty and fear. Also the rapidity of
replacement of existing equipment, and therefore the length of its
service life, will be influenced by these factors.

The production of durable consumers’ goods may give rise to
credit expansion no less than the production of durable 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 it is usually the instrument (and not only the service) that
is bought by the last consumer out of his income, an instalment
putchase scheme may enable consumers to extend their cutrent
purchases beyond their current income. Thus a slight increase in
the income which allows its recipient to increase current consump-
tion may bring about a much larger increase in demand in general.

Naturally, not only an actwe/, but also an amticipated, increase
in demand for a finished product may bring about an increase in
investment many times as latge 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 expansion
as described by over-investment theorists.
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. After the upward movement has been started, the acceleration
principle explains the rapid absorption of unused factots of pro-
duction in the upper stages of production. Naturally, the principle
cannot work unobstructed after all the factors, or patticular types
of the factors, of production have become fully employed. But
these questions have been discussed above in connection with the
monetary ovet-investment school.

The nature of the cumulative process of expansion
Causes  having been thus explained, there remain various
of the  possibilities of explaining the collapse of the

breakdown. boom. One explanation is that sooner or later a

shortage of capital in the previously defined sense
arises.

It has been pointed out above that a decrease in the rate of
increase of demand for a finished product (say railway lines) need
not entail an actual dectease in demand for, and production of,
producers’ goods (say steel). It is possible that the decrease in
new demand will be compensated by an increase in replacement
demand. If the construction of new railway lines decreases only
after a long period, the steel industry need not expetience 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 in demand.
We observe here again a close interrelation between the over-
investment theory and the acceleration principle.

But shortage of capital is not the only conceivable explanation
of the breakdown. Professor AFraLioN, who is amongst the
exponents of the acceleration principle, has put forward the theory
that the turning-point comes, not because the new investrents
cannot be completed owing to a shortage of capital, but, on the
contrary, after the new roundabout processes of production
(construction of durable instruments) have been completed and
begin to pour out consumers’ goods. Prices fall; consumers’

goods industries become depressed; and this depression is trans-
mitted with increasing violence to the higher stages of production.

This line of thought will be discussed again in connection with

under-consumption theoties.



104 Analysis of Theories Part I

A somewhat different standpoint in this matter is taken up by
Professor ROPkE, who has recently laid great stress on the accelera-
tion principle as affording an explanation of why a serious break-
down is unavoidable after a period of rapid expansion! His
analysis of the rdle of the acceleration principle in the mechanism
of expansion is the same as that which is given above. He does
not, however, explain the ensuing breakdown by the emergence
of capital shortage or of an insufficiency of consumers’ demand :
not does he believe that the breakdown can be avoided by more
saving (as the capital shortage theorists do) or by more spending
(as the under-consumption theorists do). He believes that, owing
to the operation of the acceleration principle, a sitnation in the
structure of production is bound to develop which can under
no circumstances be maintained-—either by less saving on the
part of the public or by more—so that a serious breakdown is
inescapable. According to him, this type of maladjustment is
unavoidable after a period of rapid capital accumulation, even
in a planned socialist economy of the Russian type.

But how, it may be asked, does he describe this maladjustment
from which thete is no escape except through a more or less severe
crisis ?  “ It is the steep rise of the absolute amount of invest-
ments which matters, not the fact that our economic system must
rely on credit expansion toc make this rise possible.”? And
again : * The scale of investment grows, and so long as the
rate at which it grows remains constant, or even increases,
the boom has the power to last. Eventually, however, the
moment must come when investment is not suddenly broken off
certainly, but ceases to grow at the previous rate. We cannot
always be building and *rationalising® further, always con-
structing new electricity works, etc.—especially as the power of
the credit system to go on continually financing this investment
delirium is finally exhausted. At this point, the boom must come

X Crises and Cycdles {1936), pages 102 et seg. See also his article
“Socialism, Planning and the Business Cycle” in Journal of Political
Economy, Vol. 44, June 1936, A similar analysis is to be found in R. G.
Harrod, The Trade Cycle, Oxiord (1936), page 105 and passim.

1 Crises and Cycles, page 1I0.
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to an end, since the shrinkage of the capital goods industries is
unavoidable.”? .

These quotations do not make the situation envisaged by out
author perfectly clear;® but it is the nearest we can get to his mean-
ing. In the second part of this book (see ¢ 5 of Chapter 11) it is
proposed to work out a situation which perhaps covers what
Professor R6pke really has in mind.

1 Crises and Cycles, page 102,

* It is not clear whether he has visualised the theoretical possibility of
replacement demand's stepping into the shoes of new invesiment in such
wise as to bring about a smooth trausition to a stationary equilibrium,



CHAPTER 4

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

§ I. INTRODUCTION

In this chapter we shall discuss certain factors which have
sometimes been put forward as #5¢ causes of the periodic recurrence
of crises and depressions. The argument, however, goes too
far. Itis not in this case a question of elaborate theories embody-
ing a full explagation of the business cycle comparable to the
monetary explanation or the over-investment theoty, but of
certain particular factors which contribute something to the
explanation of certain phases of the cycle. To recognise that
these factors may sometimes, ot frequently, play a réle in shaping
the coutrse of the cycle is by no means incompatible with acceptance
of the monetary or over-investment theory of the cycle, though
of course all members of these two schools would not attribute
much importance to the factors in question.

§ 2. CHANGES IN COST OF PRODUCTION AND EFFICIENCY
OF LABOUR AND PLANT

In a competitive business economy, the statement that a restric-
tion in industrial activity is due to the fact that production cost has
tisen above selling price does not add much to the mere statement
that industrial activity has been reduced—at any rate, if “ pzice ”
is interpreted (as it obviously should be) as the expected future
price and * cost ” as marginal cost at the expected volume of acti-
vity. ‘This statement is compatible with any explanation of the crisis
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and depression. Whether a series of crop failutes, over-invest-
ment, monetary deflation, under-consumption or anything else is
ultimately responsible for the breakdown of the boom and for the
depression, the proximate cause of the reduction in industtial
output is the fact that expected prices do not cover production
cost, All these factors must finally find their expression some-
where in a disappearance of the profit margin. (There are other
formule which are as vague and unhelpful as the cost-of-produc-
tion formula—eg., the assertion that the breakdown is due to the
fact that demand has fallen short of supply, to a disequilibrium
between ptoduction and consumption, ot to over-production
in certain lines of industry and so on.)t
The rise of production cost duting the prosperity
Mitchell on phase and the reduction of production cost during
#he cyelical  the depression play a prominent rdle in the explana-
movements of tion of the cycle by Professor W. C. MrrcHELL,
production ‘The following is his description of the process :
cost, “The decline in overhead cost per unit of cutput
(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 2 slow increase of these costs
begins when the expitation of the old contracts makes necessary
renewals at the high rates of interest, rent and salaries which
prevail in prosperity. Meanwhile, the operating costs rise at
a relatively rapid rate. Equipment which is antiquated and
plants which are ill located or otherwise work at some disad-
vantage are again brought inio operation. The price of labour
tises, not only because the standard rates of wages go up, but also
because of the prevalence of higher pay for overtime, Still more
serious is the fact that the efficiency of labour declines, because
overtime brings weariness, because of the employmeat of “undesir-
ables’, and because crews cannot be driven at top speed when
jobs are more numerous than men to fill them, The prices of
taw rnaterials continue to rise faster, on the average, than the
selling prices of products. Finally, the numerous small wastes

! Compare L, Robbins, The Greg. Depression (1934), Chapter 11,
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incident to the conduct of business énterprises creep up when
managers are hurried by a press of orders demanding prompt
delivery,”1

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

In the passage quoted, the operation of a number

Elements  of factors is very luminously described. But,

contained in analytically, the vatious forces making for higher
other theories, unit cost, partly in real tetms, partly only in terms
of money, are very different in natute.

‘That cost of production in terms of labouu tises because inefficient
workers and undesirables must be employed and because antiquated
equipment must be brought into operation when production is
expanded is quite natural. This is simply a way of expressing
the law of decreasing returns. The supply price tises, and this
“ obviously limits the extent to which production expands in
response to a given tise in demand; and, since the whole process
takes time, it is natural that we should find expansion carried for-
ward continuously up to a point, and then stopped ¥ # This does
not, however, explain why e,vpans.ton is followed by a breakdown
and’ depression.

That money wages rise during the upswing (and fall during
the downswing) has been shown in connection with the theories
reviewed eatlier in this book. This rise (and fall) in wages is
& consequence of credit expansion (and contraction). It does
not explain anything, unless it is possible to show why efficiency
wages must rise, ot ate likely to rise (or fall) more {or less)
rapidly than prices—that is to say, if a time-lag can be established
between the movement of wages and prices.

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

¢ See * Business Cycles ™ in Business Cyveles and Unemployment,
New York, 1923, pages 10 and 11, A similar description is to be found
in other writings by Mitchell on the snbject,

* Pigou, Industrial Fluctuations, 2nd ed., London, 1929, page 228.
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. monetary theory ¢ /s Hawrrey which explains the breakdown
by an act of hoarding or credit-restriction, the rise in interest rates
adds something to the explanation of the business cycle; but it is
not very helpful if regarded only as contributing to the increase
of the money cost of production.

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

Movements is the argument that efficiency tends to fall during

in efficiency. the upswing, because waste crops up everywhere

(and efficiency tends to increase during the down-
swing because of the elimination of waste). Since money wages
generally rise duting the upswing (and fall during the downswing),
this is equivalent to saying that efficiency wages rise faster than
money wages during the upswing (and fall faster during the
downswing). This is probably a factor which affects all branches
and all stages of production alike; o, if it does not, the differences
are due to accidental circumstances, and there is no tendency for
higher and lower stages—iz.e., the production of durable capital
goods and of perishable consumers’ goods—to be affected in a
different degree.

This tendency of efficiency wages to rise during the upswing—
the reader will easily make the necessary adjustments for the appli-
catiofr 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
loweting of efficiency could be avoided. But the avoidance of
waste and the maintenance of the level of efficiency attained during
the depression would not in themselves mean the avoidance of
vertical and horizontal maladjustments in the structure of produc-
tion. If, on the other hand, there is no horizontal or vertical
misdirection of investments, the influence of an all-round lowering
of efficiency may be compensated by an increase in prices or a
reduction of money wages.

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

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

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

§ 3. HORIZONTAL MALADJUSTMENTS

The distinction berween * horizontal ” and * ver-
Capable of tical ” maladjustments in the structure of produc-
explaining a tion was explained above. We have seen that,
gemeral  according to the over-investment theory, a vertical
depression.  maladjustment is normally the cause of the collapse
of the boom; and the exponents of the monctary
form of the over-investment theory especially seek to show that
such a vertical maladjustment {of which the outstanding symptom .
is capital shortage and a sharp rise in the interest rate) does not
arise by pute chance, but develops as the natural and necessary
consequence of the inflationary forces which are at work during
the upswing, falsifying certain essential price relationships by
distorting the rate of interest.
Even if one accepts this theory as fundamentally correct, it
does not follow that horizontal maladjustments are not equaily
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likely to arise, or in certain cases to be responsible for the
breakdown. _ '

It is true, a horizontal maladjustment alone (that is to say, an
over-development of a particular branch of industry) can explain
only a partial—as opposed to 2 general—depression for the reason
that, if industry A is over-developed, there must be an indusity B
which is under-developed and, if A is deptessed, B must prospet.
But the same is true, as we have seen, of a vertical maldistribution
of the factors of production.

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

Such hotizontal maladjustments can be brought
“ Error  about by a great number of circumstances which

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

shifts in supply.

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

! Principles of Economies, 3rd ed., 1925, Vol. 1, pages 338 el seq.

* Imdustrial Fluciuations, Chapter VI (* The Structure of Modern
Industry and Opportunitics for Errors of Forecast ).

* Unemployment, new ed., London, 1930.

« *Competitive Illusion as a Cause of Business Cycles ™ in Quarterly
Journal of Economics, Vol. 38, August 1924, pages 631 #f seq.
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Cleatly, mistakes which lead to a misdirection of productive
resources can be made at any time. But there are good reasons
for the view that they are specially likely to arise during the upswing.
The prosperity phase of the cycle is characterised by heavy invest-
ments for the reason that, in many lines of industry, provisions
are made for satisfying future needs of the ultimate consumer as
well as of producers in the intermediate stages of production.
Evidently, the longer ahead demand has to be estimated the greater
the risk of serious errors. If the estimate has to be made in a
period of rapid changes in the econotmic system in general, and if
new methods of production and the production of new types of
goods are involved, the risk becomes still greater. Indivisibility
and durability of instruments and the complicated relation between
changes in the demand for finished goods and the demand
for durable producers’ goods (as postulated by the acceleration
principle) combine to make a smooth adjustment of cost and supply
to changes in demand extremely difficult.

The botder-line between horizontal and vertical
" “Horigontal " maladjustments is sometimes very difficult to draw,
and But since the two are not mutually exclusive, since

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

maladjust-  reinforce one another, the fact that classification is

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

To illustrate the close relationship between hotizontal and ver-
tical maladjustment, take again the case where a demand for a
capital good (say constructional stecl) drops violently as a result
of a decrease or cessation of growth of demand for the product
(say houses ot motor-cars). It has been argued (as alteady stated)*
that this is in reality the consequence of a shortage of capital—
in other words, of a vertical maladjustment in the structute of pro-
duction—and that, if the necessary capital were forthcoming, the
building activity and motot-catr production could continue until
the replacement demand for houses and cars was such that the
steel mills could use their whole capacity to satisfy it.

This may be so : but it is just as possible, and a good deal more
probable, that the dectease in demand for new houses and motor-

_'lrﬁ;“ Professor Hayek.
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cats is due to the demand situation—+.e., 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 other
directions, where no steel, or not so much steel, is needed. In
this case, we have a horigontal maladjustment in 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-INDEBTEDNESS

Professor Inving Frsuer! thinks that there are

Introdactory. two main causes of the recurrence of economic

depressions, namely * over-indebtedness and

* deflation . ‘These two factors, he thinks, tend to produce and

to reinforce one another. Deflation swells the burden of debts,

and over-indebtedness leads to debt ]iquidation, which engenders
a shrinkage of the money stream and a faliin prices.

Professor FisHer’s debt-deflation theory is embedded in a
general view about the trade cycle which sounds prima face
somewhat strange. He likes to call * #b¢ * business cycle a myth,
But a closer examination shows that he deprecates only the use
of the term * cycle ” in the sense of a strictly periodic and regular
movement. He stresses the differences in the appearance, ampli-
tude and length of the various “ cycles *—that is, in the alterna-
tions of good and bad years—which we find in the economic
history of the last hundred years. He admits and even emphasises
the fact that the economic system is liable to deteriorate in a cumu-
lative process—that there is a vicious spiral of contraction and
another vicious spiral of expansion. But how far expansion or
contraction goes depends (he maintains) on innumerable

" circumstances, which diffet from case to case.

' Cf. his article *The Debt-deflation Theory of Great Depressions ™
in Economsirica, Vol. 1, No, 4, October 1933, pages 337 ¢f seq., and his
book Booms and Depressions, London, 1933.
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This difficulty cleared away, it is comparatively easy to determine
the place of the debt-deflation theory in our system of explanations
of the cycle, and to distinguish those elements which add something
new from those which have been already discussed in connection
with other theoties.

The description of the vicious spiral downward, which comes
into play after the depression has once been started, is substantially
the same as we found it in the writings of the monetary and
over-investment schools. A fall in demand leads to a fall in
prices, to the disappearance of the profit margin, to a reduction
in production, to a decrease in the velocity of money, and so
to 4 contraction of credit, a further drop in demand, pessimism,
hoarding, etc.

What, then, is the t0le 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 ovet-
indebtedness may be the cause which precipitates the crisis.
Professor FISHER does not distinguish the two cases in these words,
but the distinction is clearly implied by his analysis.

1. The existence of large debts in terms of money

Debrs is certainly a most potent factor (although not the

intensify  only factor) tending to aggravate the depression,

deflation.  The burden of debts becomes heavier with the fall

in prices; and this leads to. distress selling, which

depresses prices further. Thus, directly and indirectly, a liquida-

tion of bank credits is induced, which means a shrinkage in the

volume of the circulating medium and of the demand for goods
in general,

It would seem that the intensifying influence of money debts
on the contraction process is an important corollaty of the theory
of the deflation as elaborated by the writers previously reviewed.
Deflation would cause depression and the process of contraction
would be cumulative, even if (as it is concetvable) 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 motre precatious proposition is that
Over-indebted- which regards the state of * over-indebtedness ™
ress may  as the normal cause of the collapse of the boon..
cause the What is meant by over-indebtedness? * Ove .
downtyrs,  indebtedness means simply that debts are out-of-line,
are too big relatively to other economic factors.™:
How is over-indebtedness brought abont? * It may be started
by many causes, of which the most common appears to be mew
epporinnitics 1o invest at a big prospective profit, . . . such as through
new inventions, new industries, development of new resources,
opening of new lands ot new markets. Easy money is the great
cause of over-borrowing.”2
It seems clear that in these cases over-indebtedness is closely
connected with over-investment. To say that the cause. of the
breakdown is over-investment is the same thing as saying that
investments have been made which later turn out to be nnprofit-
able : thatis, in other words, sales proceeds do not cover cost, and
one important cost item is interest on fixed and working capital. The
over-investment theory tries to show why this is the necessary conse-
quence of any inflationary boom, and how entrepreneurs are lured
into too heavy investments. Professor Irving FisuEr, on the other
hand, stresses the fact that these over-investments have been made
with borrowed money. But cleatly over-investment, rather than
over-indebtedness, is the ptimary cause of the breakdown. If the
investments are excessive (in the sense that the structure of pro-
duction is not in equilibrium), then these enterprises will suffer
losses, whethet they are financed with shares or with bonds, with
borrowed capital or with the entrepreneur’s own capital. Further
investment will be stopped and deflation is likely to ensue. If, on
the other hand, the structure of production is in equilibrium, there
is no reason why the indebtedness of the new enterprises should
cause trouble. It may, however, readily be admitted that the
repercussions of the breakdown of the investment boom are likely
to be much more severs where the investments have been financed
with borrowed money.

! Booms and Depressions, page 11,
2 * The Debt-deflation Theory,” loc. cét.,, page 348. lItalics in 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
as an independent cause of the breakdown.!

§§ « FINANCIAL ORGANISATION AND THE SEVERTIY
OF THE DEPRESSION

Mr., A. Lovepay has called attention to certain
Rigid mongy features of our present financial organisation which
comtracts  tend to aggravate the consequences of a fall in the
intensify  price-level. * We may not—we do not—know”,
deflation.  he says, * the causes of the recurrence of periods of
depression; but we do know many of the factors
that contribute to their severity.”® “ When prices and the national
income exptressed in money wvalues diminish, the money claims
represented by the contracts remain unchanged; the contractors
who have reccived a money claim obtain a greater share of the
national dividend and others obtain less. When contracts are
for short periods, . . . the shift in the distribution of income may
be nugatory or nil. They can be changed as rapidly or almost as
rapidly as the prices of commodities move. But when they
stretch over a period of years, or when rapid change is in practice
difficult, they must affect the distribution of income and thus of
purchasing power. . ..
“ ... The point which I desire to throw into relief is that, in
a financial organisation such that claims on national income vary
_less readily than do prices of goods, the rigidity of those claims
itself constitutes a contributory cause of further price declines.
The greater the proportion of monetary fixed claims in society
as a whole the greater the danger.
“In the international field, the effects of such fixed claims are
still more serious, because the transfer of wealth from debtor to

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

* * Financial Organisation and the Price Level ” in Economic Essays
tn Honour of Gustav Cassel, London, 1933, page 409.
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creditor that has.to be made is not within the country. Itis not
the distribution of a national income that is affected directly, but
its amount. A larger slice must be cut off the national income of
the debtor State and handed over to the foreign creditor.”?
Mr. Lovepay then points out that for various
Bends  reasons these financial rigidities have increased.
versws “In recent years, the joint-stock system, under
eqwities.  names varying with the law in different countries,
has replaced to a constantly increasing extent the
more personal enterprise. . . . Gradually with the growth of
the big industrial concem, with the extension of the multiple
shop . . . a greater and greater proportion of the population
has been thrust out of positions of dicect, independent control into
the mass of wage-caming 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 systern. Many forces have
induced them to prefer safety to profit ’—that is, fixed-intetest
bonds to shares and participations.

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

There can be no doubt that these circumstances have played an
important part in aggravating the depression of 1923 to 1933.
These factors must therefore be incorporated in a fully elaborated
theory of the business cycle : but they can find a place in any theory
which recognises the deflationary nature of the depression.

3 Op. cil., pages 410 and 41I.
t Op. cif,, page 412,



CHAPTER 3

UNDER-CONSUMPTION THEORIES

§ 1. INTRODUCTION

The under-consumption theories have a long
Histerical  history. Iu fact, they are almost as old as the science
background., of economics itself. Lotd Lauperpare, Mavraus
and SisMONDI are prominent among the early
adherents of this school of thought. The authors who have done
most in recent times to re-state and propagate the under-consunap-
tion theory in a scientific way are Mr, J. A. Hosson? in England,
Messts. W, T, Foster and W, Catcuings? in the United States,
and Professor Emil LEpERER? in Germany.® . The cruder vetsions
of the theory, which exist in inmumerable varieties in all countries,
will not be considered here, as their fallacy has been cleatly demon-
strated on various occasions.®

v See The Industrial Sysiem, London, 1909, 1910 ; Econontics of Unem~
plovment, 1922 . Hationalisation and Unemployment, London, 1930,

1 See Money, Boston, 1923 ; Projfits, Boston, 1925 ; The Road to Plenty,
Boston, 1928.

' “Konjunktur und Krisen” in Grundriss der Sczialokonomis, Tlibingen,
1925 ; Technischer Forischritt und Arbeitslosigheit, Tibingen, 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 Theory of Employment, Interest and
Money, London, 1935, he has forged, in the concept of the " propensity
te consume’’ an insfrument apt for the purposes of the underconsump-
tion theory, The implications of this concept have been more fully
developed by Mr. Harrod in his work, The Tvade Cycle, Oxford, ro36.

* For example, by E., F. M. Durbin’s Purckasing Power and Trade
Depression, London, 1931, and H. Gaitslkell's contribution te What
Everybody wants to know about Money, ed. by G. D. H. Cole, Londen,
1933, Pages 348 &f seq.



Chap, Under-consumprion Theories 119 '

It is difficult to summarise these theories because, with some
notable exceptions, their scientific standard is lower than the
standard of those reviewed eatlier in this volume. They cannot
be reviewed as systematically as the over-investment and monetary
explanations, for it is only in regard to certain phases of the
cycle that these theories have anything original to contribute,
The under-consumption theory is a theory of the crisis and depres-
sion rather than a theory of the cycle. Those members of the
school who attempt to explain the cycle as a whole and deal with
all its phases (e.g., Professor E. LEDERER) have taken over many
features from—ot have much in common with—the monectary
and over-investment theoties. -

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

.and the downswing,

§ 2, DIFPERENT TYPES OF UNDER-CONSUMPTION THEORIES

Anocther teason why it is difficult to summarise

Various. the views of the under-consumption theorists is

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

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

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

theoties ate concerned with the alleged insufficiency

either of money incomes or of expenditure on consumers’ goods

out of those incomes; but the variations between the different

theories are very great. We shall now consider briefly the different

ways In which under-consumption in one sense of 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 inventions and to the accumulation of capital,
there is a tendency for production to outgrow the capacity for
consumption—this is the under-consumption theory in its crudest
form-—can be dismissed offhand as wholly unfounded.

2. Very frequently, “ under-consumption ” is used to mean
the process by which purchasing power is in some way lost to the
economic system, and therefore fails to become income and to
appeat as demand in the market for consumers’ goods. Money
disappears or is hoarded, and the income-velocity of money
diminishes, In this sense, under-consumption is just another
wotd for deflation. Deflation is, of course, a possible cause of
the breakdown of the boom and the main cause of the depression;
but, as such, it is covered by the monetary explanation of the
business cycle.

3. The under-consumption theory is frequently

Under-  put forward in the following form. There is, it is
consumiption said, a secular tendency for the volume of production
and the secnlar to grow. The population increases. Inventions
Jall of prices. and improvements raise the output of goods.  Addi-
tions are made to the stock of capital-—that is, to

tools and implements. Commaedity prices must therefore fall and
depression ensue, unless the quantity of money is continuously
increased so as to create the consuming power necessary to absorb
the increasing output of goods at stable prices. This is certainly
to0 sweeping a statement to be of much value in explaining the
course of the cycle. The various factors which make for an
increase in the volume of production must be treated separately.
In particular, a distinction must be made between growth factors
which involve a decrease in the unit cost of production and those
which do not. Technological improvements reduce the unit
cost of production. - Most authorities conclude, therefore, that
an increase in production which is due to such improvements
does not call for an increase in the quantity of money. In
- that case, a fall in prices is not harmful, because it goes
parallel with a fall in cost and does not involve a fall in
moncy wages and incomes 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 depressmn. To this proposition we
shall return later.

In the case of a growing populatxon the situation is different.
Here most authorities (with the notable exéeption of Professor
Hayex) 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. Tt goes without saying that
this is not a satisfactory arrangement, if only because of the rigidity
of wages.

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

These problems, which cannot be dealt with exhaustively at
this juncture, have been much discussed, principally by monetary
writers {in recent times, for example, by Mr. Hawrrey and
Professo: Roeertson).2  They occur in the writings of the uader-
consumption theorists intermingled with other arguments which
will be discussed preseatly. (It is for this reason that they have been
touched upon here, although they do not constitute the heart of -
the under-consumption theoty.)

But what is the beating 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

1 This Professor Hayek too would admit. Buot he thinks that the
injection of money necessary to prevent the fall in wages would create
a vertical maladjustment in the structure of production, of the kind that
we have discussed in the section on the monetary over-investment
theory. See Prices and Produciion, 20d ed., 1934, page 16L.

2 Compare also G, Haberler, The Different Meanings attached to the Term
“ Fluctualions in the Puychasing Power of Gold 7 and the Best Instrument
oy Tustruments for measuring such Fluctuntions (Memorandum submitted
to the Gold Delegation of the League of Nations, 1931). A German
translation appeared under the title ; * Die Kaufloraft des Geldes und die
Stabilitit der Wirtschaft, * in Schmoller's Jahrbuch, Vol. 55, 1932, See
also 'W. Egle, Das meutvale Geld, Jena, 1933, and J. G. Koopmans, * Zum
Problem des neutralen Geldes, " in Beifrage sur Geldtheorie, Vienna, 1933.
The older iiterature is well reviewed in C. M. Wash, The Fundamental
Problem in Monetary Science, New York, 103,



122 Analysis of Theories Part 1

processes of production, are all secular movements. Therefore,
the proposition that the supply of money does not keep pace with
the growth of production cannot, per se, explain a cyclical move-
ment. It is hopeless to explain the business cycle without taking
account of the cumulative nature of the *short-run® processes
of expansion and contraction. The considerations in question
do not show why these processes are cumulative. Nor do they
explain why those processes come to an end sooner or later and
give rise at once to 4 cumulative process in the opposite direction,
Their value is rather as 2 means of determining the trend, a deviation
from which, in the one or the other direction, is liable to start
a cumulative process of expansion or contraction.

There remains the possibility that the growth of production
ot the increase in the supply of money moves in cycles. The
volume of production shows, of course, a cyclical movement.
But this is exactly the phenomenon which is to be explained : it
cannot be taken as an independent cause The second assump-
tion that the sapply of the circulating medium changes cyclically
is the essence of the purely monetary explanation of the business
cycle.

We conclude that these arguments put forward under the name
“under-consumption * theoty are partly itrelevant for the
explanation of the short cycle and partly covered by other
theoties.

4. Inits best-reasoned form (e.g., in the writings

Over-saving  of Messrs. J. A, Horsonand Foster and Carcramgs),

theory.  the under-consumption theory uses * under-con-
sumption ” to mean “ over-saving . Depressions

are caused by the fact that too large a propotrtion of current income
is being saved and too small a proportion spent on consumers’
goods. It is the process of voluntary saving by individuals and

corporations which upsets the equilibrium between production
and sales.

' By an ‘independent canse” is meant a change produced by outside
factors which can be talken for granted by the economist, such as changes
in agricultural produetion, due to weather conditions. Nothing of this
sort is to be found in industrial production,
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The next step in Mr, Hosson’s analysis is the contention that the
cause of over-saving is to be found in the unequal distribution of
income. Itis 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 income as a means of reducing cyclical fluctuations,
which is very popular in 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
is the cause of the evil.

~ ‘The activity of saving may conceivably exert an adverse influence
on the economic situation i three different ways.
(¢) Saving may lead to depression becanse
Saving savings do not find an outlet in investment. Thete
and hoarding. may be an excess of savings over new investment
which will be intensified by every additional act
of saving, at any rate where saving extends beyond a certain limit.
In other words, saving produces a deflation, a decrease in aggregate
demand for goods, because the sums saved are used to liquidate
bank credit ot are accumulated and hoarded in the shape of cash
ot idle deposits, There is the further possibility that savings are
spent, not in financing new investments, but in buying ptroperty
and titles to property sold by people who are forced to sell because
they have suffered losses. During the depression, when the spirit
of enterptise runs low and pessimism prevails, it is probably true
to 2 large extent that saving engenders deflation rather than new
investments, and that the slump is to that extent prolonged and
intensified. Butthe breakdown of the boom can hardly be explained
in this way. There is no evidence that an absorption of savings
occurs during the boom or before the ctisis : on the contrary, there
invariably exists a brisk demand for new capital, signalised by high
interest rates. There is an excess of investment over saving and
not the contrary? The situation changes, of course, completely

} Statistical evidence is to be found, e.g., in America’s Capacity to
Consume, edited by the Brookings Institution, Washington, rg34.

* It shonld be noted that the terms “savings ™ and *'investment " are
used here in the ordinary meaning of the two words. Mr, Keynes, in
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after the turning-point, when the depression has set in. Then
there is an excess of savings over investment. '

But this analysis is no special contribution of the under-consump-
tionists : it is the common ground of the monetary and over-
investment theorists (especially Professor ROBERTSON).

Now we come to the heart of the under-consump-
Saving  tion or over-saving theory.
decreases () Savings lead on the one hand to a fall in the
demand for, demand for consumers’ goods, because the money
and increases saved is not spent on consumption,

supply of, (¢} On the other hand, savings are, as a rule,

consumiprion invested productively. The sums saved are used

goods.  to add to the capital equipment of the community.

Factories, railways, power-plants and machines

are constructed,  The ultimate aim of all this is to increase the
production of goods for final consumption.

Thus the demand for consamers’ goods is reduced, their supply
is increased and their prices must fall. The market for consump-
tion goods holds the central position in the economic system.
So long as all goes well there, the whole productive appatatus,
which is piled up behind the consumers’ market and is there only
to setve it, will run smoothly : when the equilibrium is disturbed
there, the whole economic system will suffer,

To this theory there are setious objections. To

Criticism,  say that the situation in the earlier stages of produc-

tion depends exclusively on the state of affairs in the

consumption industry—that, if the latter floutishes, the former will
prosper and that, if production falls or stagnates in the latter, the
former will necessarily decline or stagnate too—is, in this general
and categorical form, certainly wrong. We have alteady had
occasion to discuss a case where a general increase in demand for

‘ consumers’ goods and a consequent tendency of the consumption

his Treatise on Money, has given them a very peculiar definition, according
to which an excess of savings ovey investment does not imply deflation
hut is, by definition, equal to losses, and an excess of investment over
savings equal to profits. An extensive discussion of the problem of
defining saving, investment and hoarding is to be found in Chapter 8,
below.
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industries to expand production are not only not a sufficient
condition of prosperity in the higher stages of production, but,
on the contrary, the cause of its collapse. The monetary over-
investment theory has shown the possibility that, when at the end
of the boom the demand for consumers’ goods rises and their
production teads to increase, this upsets the equilibtium between
costs and prices in the higher stages, because there ate then no idle
factors of production which can be drawn into employment in the
higher stages, and there are not the necessary funds (capital supply
in terms of money} to retain employed factors of production
against the competition of the consumption industries.

According to the over-saving (under-consumption) theoty, the
equilibrium is upset by the opposite course of events—that is, by
a decrease in the demand for consumers’ goods., The criticisms to
which the theories of Messrs. FostER AND CATCHINGS (who have
claborated the over-saving theory most fully) have been subjected
by Messts. Dursry, Hansen, Havek, RoserTson and others,! have
at least shown that, in spite of 2 high rate of saving, there is always
an equilibrium position pessible with full employment of the
factors of production. This is true in the first instance (that is,
during the period of construction of the new capital) as well as
in the long run (after the new capital equipment has been put into
operation). '

Looking at the problem broadly, it is clear that

The function the social function of saving is to release resources
of saving. from the production of goods for immediate con-
sumption for the production of producers’ goods.?

Temporarily, the production of consumers’ goods is curtailed
in order to permit of increased production at a later point with the
help of capital goods which have been constructed in the mean-
time. The fall in the demand for consumers’ goods has there-
fore its function. The monetary incentive for the entrepreneur

¢ See Durbin : Purchasing Power and Trade Depression, London, 1933 ;
Hansen : Business Cycle Theory, 1928, Chapter III ; Hayek : “ The
Paradox of Saving " in Economica, May 1931 ; D. H. Robertson : “ The
Monetary Doctrines of Messrs. Foster and Catchings " in Economtc Essays
and Addresses of Pigouw and Roberison, London, 1931,

* Compare especially C. Bresciani-Turroni, * The Theory of Saving, ”
in Economica, 1936.
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to undertake the construction of new capital équipment, in spite
of decreased demand for consumers’ goods, is provided by a
fall in the rate of interest, which permits a lowering of unit cost
through the utilisation of roundabout methods of production
of superior productivity. The cruder versions of the under-
consumption theory do not offer an adequate analysis of these
essentials of the capitalistic method of production. They there-
fore do not deal with the possibility of a smooth adjustment of the
production process to saving. But it must be admitted that, while
their opponents have shown the theoretical possibilizy of a smooth
absorption of savings in new investments, they have not shown
its mecessity. Entreprencurs 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 destsuction of purchas-
ing power. This in turn may deter producers in the higher stages
from embarking on new investments, in spite of the incentive
provided by the fall in the interest rate. All depends on their
psychological reactions, on their anticipations. If the money
saved is not invested, a cumulative process of deflation will start
and saving may thus defeat its own end.

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

Let us now apply this analysis to the broad facts of the business
cycle. During the depression, demand for new capital is at a
low level and inelastic. There is therefore a great danger of new
savings running to waste instead of being invested. During the
upswing, demand is brisk and new savings easily find an outlet
in new investment. Can the over-saving doctrine contribute
anything to the explanation of the crisis, the down-turn from
prosperity to depression?

There is no evidence for the assumption that the rate of saving
rises at the end of the boom and so creates serious difficulties.

! Bresciani-Turroni, foc. &it.
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On the contrary, for reasons which have been touched upon in an
earlier passage, it would seem tather that the rate of saving falls
in the later phase of the boom.

5. But it has been argued by many writers—

Valuable and the argument may be said to tepresent a new

aspects of the version of the under-consumption theory--that
 wnder-  the end of the boom comes when the fruits of the
consumption new processes which have been initiated with the
theory.  help of voluntary and forced saving duting the
upswing begin to emerge. The crisis is brought
about, not by a sudden rise in the rate of saving (i.e., 2 fall in the
demand for consumers’ goods) but by a rapid rise in the rate of
output (7e., in the sapply of consumers’ goods). This theory,
which is the direct opposite of the shortage-of-capital explanation
of the breakdown, merits close examination and will be discussed
in the nest section.

6. Another valuable version of the under-consumption theory
is the doctrine that the failure of wages to rise rapidly enough
during the upswing—more explicitly, the lag of wages behind
prices—is the cause of excessive profits, which in turn entail a
dangerous credit inflation and eventually engendet seriouns dis-
turbance of existing relations culminating in a crisis. This theotry
will be discussed in § 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
maladjustients; 2 general tise in ““cost ™ and decline of efliciency.

The hypothesis with which we have now to deal is the exact
countetpart of the shortage-of-capital theorem. It is important
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to make the issue and the two answers quite clear. The problem
is this : Is the turn from prosperity to deptession brought about
by a shortage of capital or by an insufficiency of the demand for
consumers’ goods ?  Does the investment boom collapse because
the supply of capital becomes too small to complete the new
roundabout methods of production, or because consumers’
demand is insufficient to sustain the increased productive capacity ?

The argument of the under-consumptionists is this. During
the upswing of the cycle, society develops its productive apparatus.
But it takes some time before the production of consumers’ goods
begins to increase. In the meantime, their supply is deficient;
prices rise; and there is therefore a constant stimulus in the direc-
tion of further investment. But a5 soon as the new roundabout
methods of production are completed, the new investments are
finished, consumers’ goods begin to be poutred out; the markets
for consumers’ goods are glutted : and this reacts with increasing
intensity on the higher stages of production.

According to the other-view, exactly the opposite is true. The
trouble is due, not to a deficiency of consumers’ demand, but to
the contraty tendency. The demand for consumers’ goods tends
to rise because the newly created purchasing power, which has
been placed at the disposal of entrepreneurs, becomes income in
the hands of the ownets of the factors of production and is spent on
consumers’ goods before the supply of these goods can be suffi-
ciently incteased. The demand for consumers’ goods is thus too
large rather than too small. There is not enough * waiting , not
enough * lacking ™ in the terminology of Professor Roserrson,
or, in ordinary words, not enough saving to complete the invest-
ments initiated. The consequence is that the rate of intetest tends
to rise, and the banks are called upon to provide the necessary
amounts of capital. Sooner or later, however, the inflation must
be stopped; the flow of new credit comes to an end; and the com-
pletion: of a great number of new investments becomes impossible.
They are consequently abandoned, and this is the break which
sets in motion the downward spiral of contraction.

Both theoties contemplate what we have called a versica/ malad-
justment in 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 »* of the structure of production accotding to the one theory,
the * bottom ™ according to the other, is over-developed in rela-
tiontotheﬂowufmoney. In a sense, both theories can be
described as over-investment theories. In the one case, new
investments are excessive in relation to the supply of saving; in
the other case, they ate excessive in relation to the demand for
the product. ‘That the distinction is important may be seen from
the fact that the conclusions drawn as to the appropriate policy
‘to follow in order to avert, mitigate or postpone the breakdown
are diametrically. opposed. According to the one view, every
measure that tends to increase consumers’ demand and to reduce
saving is helpful. According to the other view, exactly the
opposite policy is called for.  (But such policy, it should be noted,
holds only for the later phase of the boom. As soon as the down-
ward movement has got undetr way and the spiral of deflation has
been started, the position changes completely and quite different
considerations come into play.) :
We must try to make the distinction still clearer and to distin-
guish these two cases from horizontal maladjustments and from
a purely monetary insufficiency. This is not always easy : it is
sometimes difficult to ascertain which case 2 writer has in mind.
The best method of finding out the exact meaning
The stracture and implications of the different theories is to ask
of production what are the appropnatc measures called for, and
and the flow to what extent the crisis can be averted by the public
of mongy. changing its habits of saving and spending and the
mode of spending (without considering whether in
practice this change can or cannot be brought about by State inter-
vention). If an insufficiency of the supply of money, a credit
contraction pure and simple, is the sole cause of the termination
of prosperity, the situation cdn be remedied by purely monetary
measures—viz., by an increase in the money or credit supply by
means of & reduction of interest rates. With a very few exceptions
(among whom Mr. HAwWTREY is prominent), most writers would
agree that in most cases this is impossiblel ‘The down-turn and

+ See A. Amonn: © Zur gegenwirtigen Krisenlage und inflationistischen
Krisenpolitik » in Zeifschrift fir Nationalskonomie, Vol. V, 1934, page I
and passim,
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the depression can be postponed, but not averted, by a cheap-
money policy., The reason is that the difficulties do not arise, ot
do not solely atise, from an insufficiency of the flow of meney in
general so much as from the fact that the structure of production—
i.t., the allocation of the factors of production to different stages
and branches of industty——does not correspond to the flow of
money as determined by the disttibution of individual money
incomes between saving and spending and the different branches
of spending. Such a discrepancy cannot be remedied by a simple
expansion of credit. The authorities may perhaps determine
where the new money is to be spent at first, ‘They can, that is to
say, choose the point of injection of the new money into the
cconomic system; but they cannot hope—at any rate without
drastic reorganisation of the whole economic system (.e., without
abandoning the existing individualistic organisation of the system}
—to contro]l how the money is spent by the successive recipients.
But suppose it 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 P Obviously, if we rule out an insufficiency
in ##al 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 mote, and thus
supply the necessary funds for completing the uncompleted
roundabout processes of production. The reply of the pure
under-consumptionist is the contrary. If people will expand
consumption and save less, he says, the breakdown can be averted,
That is very well, if the difficulty is due to the too early completion
of the new roundabout processes of production. The situation
is that people intend to save more, to wait longer, This implies
that they are not yet prepared to take over an increased output
of consumets’ goods. Over-investment is not a correct descrip-
tion of such a situation. Under-investment would be a better
description, since the crisis can be avoided, for the time being at
least, by undertaking longer roundabout processes of produc-
tion—s.¢.,, more ambitious investment schemes which would
postpone the appearance of consumable goods on the market.
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These two situations can b well described with

Saving and the help of the terminologics: apparatus developed

invyesimen? by some Swedish writers.? These writers distin-

ex-ante and guish in respect of saving, investment, income and
ex-post.  similar concepts between an ex-anfe and an ex-post
sense in which these concepts can be used. On the
one hand, it is necessary, for the practical business man as well
as for the theoretical economist, to find out ex-pos? what actually
happened duting a certain period. There must be a system of book-
keeping which * answers the question what has happened during
a past period. It is an account ex-post ™ (OHLIN, Joe. o,
page 58).

“ This, however, explams nothing, for it does not desceibe 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 govem
actions . , . ‘This analysis of the forward:looking type can be
called ex-anfe, vsing MYRDAL’s convenient expressions ™ (OHLIN,
loe. cit., page 58-59). '

With the help of these concepts, we can now formulate as follows
an equilibrium condition which is implicit in the two rival theories
under discussion : Ex-anfe saving should be equal to ex-anze invest-
ment. Inother words, theinvestment plans of entrepreneurs should
correspond to the intended savings of the public, I the two do
not coincide, some producers will be dlsappomted and the equi-
librium will be disrupted.

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

: Compa.re especially G. Myrdal “ Der Gleichgewichtsbegrifl als
Instrument der geldthearetischen Analyse ™ in Beiirdge sur Geldtheoris,
edited by Hayek, 1933, and B. Ohlin, “ Some Notes on the Stockholm
Theory of Savings and Investment " in Economic Jowrnal, Vol. 47,
1037, pages 53 et seq, and pages 221 ef seq. For further details of this
approach, see Chapter &,
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On the other hand, the situation which, according to the under-
consumption theorists, typically arises at the end of the boom, can
be described as an excess of ex-anfe saving over ex-anfz investment,
which must lead to disappointment and losses on the part of pro-
duacers of consumers’ goods.!

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

I horizontal maladjustments ate involved, a shift in the distri-
bution of income between saving and expenditure on consumers’
goods cannot remedy the situation. Changes in consumption
habits will then be necessary to restore equilibrium. For example,
if the motor-car industry is over-developed, people must be made
to buy more motot-cars instead of something else.

It is clear that shortage of capital and insufficiency 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,® it is quite
conceivable that, if in a given situation capital shortage was “ the
actual spear-head of relapse 7, insufficiency of consumers’ demand
in presence of an increase in output would have brought about the
crisis somewhat later.

Vertical maladjustments of each type on the one

Difftenlty in hand and horizontal maladjustments and insufficiency

distinguishing of total demand (insufficiency of money supply) on
vertical and the other are quite compatible. To a certain
horizontal extent they probably always go together and are
majadfust-  frequently difficult to distinguish. Siace many
ments,  writers do not carefully distinguish these cases, it is
often difficult to know which they have in mind.

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

! Certain differences, fundamentally of a terminological kind, between
the Swedish analysis and the analysis used by the writers dealt with in
the text will be discussed more thoroughly in Chapter 8 below.

1 In * Industrial Fluctuations and the Natural Rate of Interest,”
Economic Jowrnal, December 1034.
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maladjustment or an insufficiency of demand for consumers’
goods, and in the case of a capital shortage, which finds its expres-
sion in an insuffidency of demand for producers” goods and
“machines ” in particular, since possible purchasers cannot get hold
of encugh “ capital” to purchase them (SereTHOFF). Furthermore,
. a8 Professor Leperer! has remarked, the fact that the breakdown
begins in the producers’ goods industries need not mean that capital
shortage is the real cause of the trouble. It is conceivable that
the conswmption industries may quickly become aware of the
limitations of their further expansion in view of the insufficiency
of consumers’ demand. If that is the case, they will restrict
their orders, and by so doing may precipitate a crisis in the higher
stages of production without having themselves got into trouble.
This can only be made clear by putting and answering the
question with which we started : How should the flow of money
between saving and spending and between the various branches of
spending be modified in order to restore equilibrium ?
Professor LEDERER explains the breakdown of the
Lederer’s  boom chiefly by insufficiency of consumers’ demand.
theory.  (How he explains the genesis of this insufficiency
will be seen in the next section.) He says that equi-
libriom could be easily restored if wages were increased and profits
lowered * —that is to say, the rate of saving (he says, of “ accumu-
lation 'y must be reduced and the rate of consumption increased.
This is brought about eventually during the crisis and depression.?
But he makes an important qualification. He says that, so far
as “ the crisis originates from a dispropottion in the sphere of
production ” (in contradistinction to a disproportion in incomes),
it cannot be cured by a rise in wages. He seems to be thinking
of what we call horizontal maladjustments in the structure of

¢ « Konjunktor und Krisen " in Grundriss der Sorzialdhonomie,
IV Abteilung, I. Teil, Tabingen, 1925, page 394.

* Op. cit.,, page 401.

» Op. cit.,, page 394. He seems to overlook the alternative possibility
of the breakdown being caused by capital shortage—that is, by unrler-
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., obvionsly means ouly that the
demand for finished 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 is
gradually restored during the depression, wages must fall, But
he insists that wages should fall less than prices. If they fall more
rapidly than prices, the crisis is intensified. '

Professor Hans NEissER has worked ont a theory
which could be described as 2 * monetary undes-
consumption theory ”.! He explains the break-
down of the boom by uader-consumption in the
sense defined above and analyses carefully how
the difficulties in the consumers’ goods industries are likely
to entail deflation and so spread the trouble to all parts of the
system. He is not exclusively an under-consumption theotist;
he points out that other reasons for the collapse of the hoom, such
as under-saving (the opposite of under-consumption), are not at
all inconceivable and have actually brought a number of cycles to
an end. He believes, however, that the situation is especially
serions if the trouble first arises in the consumption industries,
for this constitutes, so to speak, an * endogenous ” cause of defla-
tion. When consumption industries suffer losses, investment
will at ence be curtailed and recession will spread immediately
to the upper stages of production while, according to him, a diffi-
culty which arises in the capital goods industries is in itself no
sufficient reason for a decline of production in consumers’ goods
industries.

A monetary
nnder-
consumplion

theory.

An influential sponsor of the view that the

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

construction shortage of capital, but by insufficiency of demand

period in the in face of a rapid increase in the output of
upswing,  consumers’ goods is Professor Albert AprarIon.?

Professor AFTALION builds his theory largely on

the acceleration principle. Moderate increases or reductions in

t # General Over-production. A Study of Say's Law of Markets  in
Journal of Political Economy, Vol. 42, 1034, pages 433-465. C/. also his
back : Some International Jspects of the Business Cyele, Philadelphia, 1936,

v Les crises pérviodiguas de surproduction, Paris, 1913, See also his
articte * The Theory of Ecomomic Cycles based on the Capitalistic
Technique of Production * in the Review of Economic Statistics, October
1927, pages 165 ef seg. Only part of Aftalion’s theory will be examined
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the production of consumers’ goods give rise to relatively large
fluctuations in the production of capital equipment. The boom
is stimulated by a deficiency of consumers’ goods; and this leads
to an increase in the production of capital goods. But the modern
capitalistic process of production is time-consuming. The con-
struction of capital goods which must precede the production of
consumers’ goods takes months or even years, Therefore, the
output of consumers’ goods does not rise at once, or at any rate
does not at once rise sufficiently. Prices of consumers’ goods
remain high, the profit margin persists, and there is a constant
stimulus to produce capital equipment. This phase of capitalistic
production, in which capital goods are being created, is the period
of prosperity. It is the capitalistic technique of production, the
fact that a long time must elapse before the output of consumers’
goods can be increased, which prolongs the prospetity period,
over-stimulates the construction of capital goods, and leads ﬁ.nally
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 is of course true
that the duration of the processes of production is not uniform
for all types of goods. Therefore, the processes of production
which have been initiated will not all be completed at the satte
time. 'The prosperity does not terminate when 2 single process
is finished; it ends only when a great quantity of capital in the
majority of industries is 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 it begins
to give off heat. ““If one rekindles the fire in the hearth in order
to warm up a room, one has to wait a while before one has the
desired temperature. As the cold continues, and the thermometer

here. On the whole, his thecry cannot be classified as an under-consump-
tion theory : but his explanation of the crisis ag reviewed in the text is
the same as that of the under-consumptionists. His explanation of the
cycle as a whole suffers from the inadequacyof the analysis 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 104-131.
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continues to record it, one might be led, if one had not the lessons
of expericnce, to throw more coal on the fire. One would
continue to throw coal, even though the quantity already in the
grate is such as will give off an intolerable heat, when once it is
all alight. To allow oneself to be guided by the present sense of
cold and the indications of the thctmomehcr to that effect is fatally
to overheat the room.”?

The idea that the length of the prosperity pbase of the cycle
depends on ihe duration of the new productive processes
(which Is, in the main, the period of construction of new capital
equipment) has been widely re-echoed. Professors Prcou and
Rosertson attribute to what they call the gestasion period of
capital goods,® which is substantially equivalent to the period of
construction, an important role in determining the length of the
upswing. It is also part of Professor ScaumrpETER’s theory that
the boom is terminated when the new productive processes are
completed and an additional flow of finished goods appears in the
market.

The view of these writers is that the upswing is usually concen-
trated in one or two leading industries—rajlway construction in
the third quarter of the nincteenth century and, later, electrical
machinery and automobiles.

It must be admitted that the exact classification of these theoties
is not easy. It is not always appareat whether all these writers
are thinking of over-saving in the strict sense in which we have
defined it above, when they say that the consumers’ demand is
insufficient to absorb the swollen stream of goods flowing into the
market. It is not always quite clear whether they are not thinking
also of horizontal maladjustments or some other maladjustments
which may have no place in this conspectus of the position. The
“ gestation period ” of durable goods may also be interpreted
as meaning that the capital supply (i.c.,, the flow of saving) is

1 Substantially the same theory is advanced by F. W, Taussig, Prin-
ciples of Economics, 3rd ed., Vol. I, 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.

* This is also :,tressed by F, Lavington : The Trade Cycle, an Account
of the Causes producing Rhythmical Changes in the Aciivily of Business,
London, 1922, page 72.
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insufficient to absorb the new capital goods as they are completed.
The obscurity will remain in the absence of answers to the initial
question as to what changes in the flow of money from saving to
spending, from spending to saving, or from one branch of spending
to another, are capable of restoring equilibrium or forestalling
disturbance.?

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

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

In its bare outline, the argument is this. The
Lag in  prosperity phase of the cycle is characterised by a
wage-rise  great increase in the production of capital goods.

stimulates ‘The breakdown is caused by “ over-investment .

investment. (As will be seen later, it is not always clear exactly

what the authors whose theories are discussed in
this section mean by over-investment.) The necessary stimulus
and the necessary funds for these investments are derived, in part
at any rate, from the excessive profits of entrepreneurs, This
profit-inflation can and must arise because wages and certain other
incomes fail to advance in harmony with ising 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. Preiser.? In recent writings, it has
frequently been advanced as an explanation ad boww of the last
American boom.*

It is obviously closely connected with the monetary over-
investment theory. A certain lag of wages or other income

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

¢ Lederer, op. cit., pages 393 and 394.

1 Preiser : Grundzige dev Konjunkturtheovie, 1933.

* Cf. A. D. Gayer : Monefary Policy and Economic Stabilisation, pages
113-I31, 1935, and A, B, Adams : Our Economic Revolution, pages 1-15,
1934.
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(especially, of the relatively inflexible incomes such as those of
- State officials, pensioners, rentiers, the holders of fixed-income-
bearing securities, and the like) is a normal and important corollary
of forced saving—that is, of the formation of capital by means
of an inflationary expansion of credit. If wages and all other
incomes were to tise automatically with, and to the same extent
as, prices with each injection of new money, there would be little
scope for forced saving.

As we have seen, the monctary over-investment theory runs
mainly in terms of the rate of interest. According to it, the
expansion is brought about by the fact that the rate of interest
is too low, either because the money rate of intetest has been
lowered or because the natural rate has risen. It is obviously
compatible with this view that the movement of wages and other
incomes should also have a determining influence, If wages, etc.,
fail to rise, profits swell; and this provides a strong stimulus for
further expansion of credit and investment, I the terminology
of the over-investment school, the profit rate rises; hence the
demand for credit goes up and credit inflation ensues. Thus the
lag of wages and other income is an important factor in the
reinforcement of the cumulative expansion process. It follows
that the boom could be stopped by 2 sufficient rise of wage rates
as well as of interest rates,

So far, this type of undcr—consumpuon theory? and the monetary
over-investment theory are in no way contradictory, but are rather
complementary to cach other. There seems also to be agreement
that credit expansion is a necessary feature of the picture.

t Tt may, of course, be argned that this type of theory is not properly
an ““under-consumption * theory, since it stresses the costaspect of wages,
etc., rather than the fact that they copstitute demand for consumers’
goods, There is also a certain contradiction, at least on the surface, in
that the same writers who see in a lag of wages a stimulating factor for
the boom are nearly all of the opinien that a fall in wages intensifies
depression. That is to say, they advocate a rise in wages in order to
check the boom and to combat the depression. It would, however,
seem possible to reconcile these two propositions by special assumptions
about the monetary situation, During the depression, a fall in wages
mey concetvably lead to the liguidation of bank credit, while a failure
of nominal wages to rise during the upswing does not have the same
defiationary or anti-inflationary effect.
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The difference between the two groups arises over
Wage-lag 25 the question, why exactly does the boom eventually
viewed by collapse ?  What is the nature of the dtsequﬂibnum,
over-invesiment and which factot does the mischief ?
theorists and  According to the over-investment theory, the
by under-  credit expansion is the villain of the piece. Excessive
consump-  profits due to the lag in wages and other inflexible
tionists,  incomes are harmful only in so far as they are
responsible tor inflationary credits, which in turn
lead to over-investment in the sense defined above.
To the under-consumptionist group, the danger
Excessive  In the excessive profits is not that they induce a
profits credit inflation, but that they are the soutce of
ar source  excessive saving. It is a widely held belief, accepted
of saving. by socialists and liberals, under-consumptionists
and ovet-investment theorists? alike, that the bulk
of a nation’s savings comes from the higher income strata. The
profit-recipients and not the wage-earners provide the funds
fot investment. Therefore, when profits rise relatively to wages
and other incomes, the flow of savings grows, Thus far the
monetaty over-investment theorist is in agreement. In fact, he
welcomes the idea as a useful addition to his picture of the boom.
The expansion of capital-goods industties relatively to consumption
trades is financed, not only by inflationary credits (flowing from
various sources) and ordinary voluntary savings, but also by new
additions to voluntary savings out of the big profits realised duting
the boom.t These profits are supposed to be very substantial,
and the sums set aside for investment purposes are excessive. ‘Too
much is invested; and this leads eventually to the collapse of the

1 The one group draws the conclusion that an unequal distribution of
income is a good thing, the other that it is a bad thing.

* This is also Mr. Hawtrey’s view. He (oes not believe that these
voluntary savings are supplemented to any considerable extent by
infiaticnary bank credit placed at the disposal of producers. According
to him, additional bank credit enters the economic system rather by way
of the dealer—that is, near the consumers” end of the structure of pro-
duction-—than by direct stimulation of investment in fixed capital and

“in the higher stages of production as the monetary over-investment
theory would have it.
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boom. The breakdown could be avoided, if the profit-recipients
would choose to expand their consumption instead of investing.

The process as pictured by the under-consumptionists 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 is concerned, investments
are excessive in respect to consumers” demand and not in respect
to capital supply. Over-investment is equivalent to insufficiency
of consumers’ demand and not to insufficiency of the flow of
savings. * The failure of the income of the final consumer in the
end checked the process” of expansion in America in 19291
“Relatively to the means of the ultimate consutner, the wvast
expansion of capacity in durzble-goods industries and the huge
volume of domestic and factory buildings erected were altogether
excessive.”*  “This lopsided growth in the division or distribu-
tion of the national money income brought about 2 rapid develop-
ment of industry, ending in our present condition, which is marked
. by excessive productive power and a deficiency of consumers’
money income.””® ‘This seems to be also the idea of Mr. Prerser.*

Thus, this version of the under-consumption theory tarns out
to be the same as that discussed in the previous section. But the
conclusion was not inevitable from the first. Jf we start with
the proposition that a lag of wages and other income during the
upswing intensifies the boom, it is quite possible to pursue the
argument along the lines of the monetary over-investment theory
and to hold that the collapse is brought about by an insufficiency
of capital supply (f.¢., of the flow of savings).

It would seem logical to conclude that an increase in the flow of
investible funds which is due to a rise in profits (that is, to a rise
and redistribution of income) has exactly the same influcnce and

t Gayer, op. cil., page 127.

* Tbid., page 128,

¥ Adams, op. cit., page 9.

« Op. ¢it. : " The continuation of the production process finds its barrier,
in every case, in the uitimate consumption” (page ro6). ‘The recession
comes, because the accumulation was excessive”” (page 110). Itistrue,
however, that there are other passages where he seems to be thinking
of *horizontal dispropottionalities '—e.g., on pages 84 and 85,
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consequences as an increase due to a rise in the rate of voluntary
savings (without any change in the size and distribution of income).
Hence, those writers who lay the blame on high profits should also .
take objection to any rise in the rate of savings.
This conclusion is, however, expressly rejected
“ Auto- by Mr. Prerser, He has the idea that a rise of
momons ©  investible funds due to higher profits (he calls
and ** hetero- this * heteronomous ” saving) is a quite different
nomess 7’ phenomenon from an increase due to a rise in 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 is not only of degree, but also of kind.
It arises from the alleged fact that the appearance of profits makes
the misdirection of capital inevitable. In the case of autonomous
saving, it is the rate of interest which guides the entrepreneur in
his investment policy. The savings are directed over the capital
market, which guarantees a rational distribution. When profits
appear everywhere, the investor has to grope in the dark. He
has lost connection, so to speak, with the demand of the ultimate
consumer; for “ heteronomeous * savings do not flow through the
capital market (pages 8oand 84). 'The passages quoted in an earlier
footaote show that the author does not make it clear what he
means by misdirection of capital; is there too much all round in
relation to aggregate consumers’ demand, or too much in parti-
cular branches at the expense of others ?



CHAPTER 6

“ PSYCHOLOGICAL THEORIES ™

§ 1. INTRODUCTION

It is in a way misleading to speak of “ psycholo-
Psychological gical ” explanations of the trade cycle ot of particular
and economiz phases of it. Every economic fact has a psycholo-
Jfactars.  gicalaspect. ‘The subject-matter of econotnic science
is human behaviour—chiefly conscious and delibet-
ate behaviour—which can hardly be separated fromits psychological
basis. The psychology of human behaviour is therefore a const-
tuent part of the subject-matter of economics. When we assume
that an entreprencur will increase his output if demand rises or
cost is reduced, or that workmen will respond to changes in money
wages but not so readily to changes in real wages, or that consumers
will buy more of a given commeodity if the price falls and less if
they think it will fall further, or that people will hoard money if
the value of money rises—all these assumptions are assumptions
about human behaviour which presuppose a certain state of mind
on the part of the human agents. Propositions about such actions
may be considered as belonging to the sphere of applied psychology :
but they also figure continually, whether implicit or expressed, in
the economic theories of the cycle. What, then, distinguishes
a ““ psychological ” theory from an “ economic” ong ?

There is really no fundamental difference between the “ econo-
mic ”’ theories already reviewed in these pages and the so-called
“ psychological ” theoties. Both make assumptions as to economic
behaviour in certain sitwations. The real difference is sometimes
this. The “ psychological ” theories introduce certain assump-
tions about typical reactions, mainly on the part of the entrepreneur
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and the saver, in certain situations; and these reactions are conven-
tionally called psychological, because of their (in a sense) indetes-
minate character. But the distinction between the writers who give
prominence to these * psychological * factors and the writets so
far reviewed is, taken as a whole, a distinction of emphasis rather
than of kind. The “ psychological ” factors are put forward as
supplemental to the monetary and other economic factors and not-
as alternative elements of causation, while on the other hand, though
they may be assigned a less prominent place in the chain of causa-
tion, they are in no sense overlooked by the majotity of wnters
of the other group.

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

The wtiters who have laid the greatest stress on
Stress on % psychological ” reactions in the explanation of
expectations. the varions phases of the cycle are Kzmywes,!
Lavingron,® P1ou? and Taussig.®
Of the writers whose theories have been analysed earlier in this
report, Mrrcnerr, RoBerTSON, ROPKE, SpreTHOFF 2ll attach a
certain importance in their system to ““ psychological ” elements.
It remains to define more precisely the actions and reactions
in connection with which the operation of * psychological”
factors is postulated by these writers in their explanation of the
cycle. ‘“ Psychological ” factors come into consideration in
economic theory in 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 is perhaps Professor HaYER—picture the entrepreneut’s
decisions as to the volume, and alterations in the volume, of
output and employment as being determined by a comparison of
prices and costs—that is to say, the price of his product or products

@ Ggmml Thsory of Employment, Inierest and Money, London, 1936,
Chapter 2z {* Notes on the Trade Cycle ™).

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

* Industrial Flucluations, 2nd ed., London, xg20.

* Pyinciples of Economics, 3rd ed., Vol. 1, page 393.
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and the price of the means of production. “ Price” and ** cost
are economic terms : but what the economist is concemed with—
in all but a few unimportant limiting cases—is expected future
prices and cost. The prices, costs, profit margins, etc., by which
the producer is guided in his ‘decision, should be conceived of,
in short, not simply as given factors, but as factors expected to rule
in the fature.*  This is s0 even in the simplest case—the case which
seems to undetlie a large part of static theory—where the producer
is guided in his decisions solely by current ptices. Prima facie, it
might seem that in this case no element of expectation is present.
But this is not so : the expectation in this case is the hope or belief
that current prices? will continue to dominate the future,

! In recent years, it has become fashionable to lay siress on the
element of expectation, Keynes’ General Theory of Emplovment, Interest
and Money is conceived in 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 in his article * Der
Gleichgewichtsbegriff als Instrument der geldtheoretischen Amnalyse ™ in
Beiirdge zur Geldtheorie, edited by Hayek, Vienna, 1933 : see also a nrmber
of articles by J. R, Hicks, viz,, * Gleichgewicht und Konjunktor" in Zeit-
schrift fiir Nationaldhonomie, Vol, IV, No, 4, 1033, pages 441 ef seg. ; “A
Suggestion for simplifying the Theory of Money * in Economica, February
1935, page I ; and "' Mr.Keynes' *General Theory of Employment, Interest
and Money’” in Economic Journal, Vol. XLVI, June 1936). It should
not, however, be forgotten that even the theories of anthors who do not
usnally refer explicitly to expectations and anticipations can, and should,
be interpreted in terms of expectation, as the authors in guestion are
themselves often well aware (¢f., for example, Hayek's article “ Preiser-
wartungen, monetiire Stérungen und Fehlinvestitionen * in Nationaleho-
nomisk Tidsshrift, Vol, 73, pages 176-191—French translation  Prévision
de prix, perturbations monétaires et faux investissements” in Revue des
Sciences doomomigues, 1935}, Professor Morgenstern has a trenchant
analysis of the problem of expectations and anticipations in his Wiv-
schafisprognose, eine Untersuchung ihrer Voraussetrungen und Moglich-
keiten, Vienna, 1928, and his article * Vollkommene Voraussicht und
wtschafthches Gleichgewicht ™  in Zeilschrifi fir Nationalohomomie,
Vol. VI, Vienna, 1935, pages 337-358.

* The reference in this case is to prices : but what is  true of prices is
equally true of other factors in economic decisions, In perfectly com-
petitive circumstances, price is the only factor which the producer has to
forecast. In monopolistic circumstances, it is rather the ‘ demand”
than the "price’” with which he is concerned, since the price is not in
such case independent of the action of the producer.,
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With the introduction of the element of expecta-
Excpectations tion, uncertainty enters the field. Fature events
are uncertain, cannot be forecast with absolute precision; and the
farther they ate distant in the future, the greater
the uncertainty, and the greater the possibility of unforeseen and
unforesceable disturbances. Every economic decision is part of
an economic plan which extends into the more or less distant
futare. In principle, there is therefore always an element of uncer-
tainty in every activity. There are, however, certain cases where
the element of uncertainty is especially great and conspicuous,
such as the case of investment of resources in long processes and
durable plant and the provision of funds for these purposes. The
longer the processes in which capital is to be sunk, and the more
durable the instruments and equipment to be constructed, the
greater the element of uncertainty and risk of loss.

Naturally, economic actions and reactions in such cases are less
tigidly determined by obsetrvable facts than in other cases, It is
therefore mainly here that the “ psychological ” theories make
their essential contribution. Optimism and pessimism are intro-
duced as additional determinants, Anq attitude of optimism is an
attribute of the prosperity phase of the cycle, and an attitnde of
pessimism an attribute of the depression; and the turning-points
are marked by a change from optimism to pessimism and véce versa.

What do these new elements add to the picture

Optimism  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 mose optimistic, and during the downswing a more
pessimistic, view meant no more than that people invest more
freely during the upswing and are reluctant to invest during the
downswing, it would add nothing at all to the picture of the
upswing and downswing as drawn by the monetary over-invest-
ment theory. But the 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 pessimism really separate
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factors definitely distinguishable from those analysed in the
non-psychological theories of the cycle? The factors and forces
making for cumulative expansion may be defined, broadly speaking
—as they are defined in these theories—as low interest rates and/or
the appearance of nmew investment opportunities as a result of
inventions, changes in demand, etc., which ate themselves the
consequences of growth of population, the need for replacement
of outworn equipment and so on. An increase in investment,
however brought about, leads to an inflow of new money into
the circulation and so to 2 tise in the money demand for goods in
general which in turn stimulates investment : the process is cumu-
lative. An indispensable condition is of course an elastic money
supply. What now is changed, if to this list of factors optimism
and pessimism are added as intensifying elements? If all that is
meant is that a fall in the rate of interest, or the appearance of an
invention requiring for its application a heavy investment of
capital, or a rise in demand makes people anticipate betier returns
from particular investments, there is 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
Entreprs-  as additional factors signifies more than this. It
wewrs’  implies that the connection between a fall in the
reactions are interest rate and a change in the other objective
indeterminate. factots, on the one hand, and the decision of the
entreprencur to invest more, on the other hand,
is not so rigid as the * economic ™ theories sometimes maintain.
If in a given situation the rate of interest falls, or demand increases,
or there is a change in the technological situation (exploitation
of an invention or introduction of an innovation), it is not pos-
sible on the basis of these data alone to predict the strength of the
entreprencurs’ reactions or the extent to which they will increase
investment, It is true, such phrases as “ the degree of optimism
or “a change in optimism >’ are omnibus formulxe which conve-
niently cover a number of other factors such as the general political
situation and other elements likely to influence the outcomme,
though to an unknown extent. It should be clearly recognised
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that, while it is true that developments are not determined wholly
by the objective factors with which the non-psychological theories
are concerned, the introduction of the determinants “ optimism >
and “ pessimism *> makes no positive contribution to the explana-
tion of the cycle so long as the optimism and pessimism remain
purely psychological phenomena-—.e., states of mind of the entre-
preneurs {or other members of the economic community with
whose behaviour the theory is concerned), We cannot observe
states of mind; but it is possible to make certain observations from
which states of mind or changes of mind can be inferred. It is
at this point that the * psychological ” theories have a positive
contribution to make.
What observable factors are there (other than
*“ Irrational ” those which have already been taken into account
nfluences by the “ non-psychological ” theories) that go to
stressed by make people optimistic or pessimistic—z.e., that
* psyeholo-  stimulate or discourage investment ? There is in
gieal”  the first place the fact that, in a period when demand
thearists. - and production are rising in many branches of
industry, producers in branches which have not
yet felt an increase in demand are inclined to expect one. The
connection between the objective factors (interest rate, etc.) with
which the non-psychological theoties are concerned and the
volume of investment 1s, as it were, loosened. ‘The response of
total investment to changes in the objective factors becomes
stronger than * rational ” economic considerations would suggest.
Professor Prgou, in this connection, speaks of * errors of
optimism ”. Lavincron likens business-men who infect each
other with confidence and optimism to skaters on 2 pond,
- * Indeed, the confidence of each skater in his own safety is 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 is likely to be submerged
by the mere contagion of confidence which persuades him that
the greater the numbets the more safely he himself may venture. ™

t Op. cit., pages 32z and 33.
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Ancther point to which the psychological theories direct atten-
ton is the fact that, when demand and prices have continued for
a while to rise, people get into 2 habit of expecting more and more
confidently a further rise of equal or approximately equal extent—
that is to say, they project current experience too confidently into
the future.  All this leads them to an excessive valuation of capital
assets, As Mr. Keynes says ¢ “ It is an essential chatacteristic of
the boom that investments which will in fact yield, say, 2% in
conditions of full employment are made in the expectation of a
yield of, say, 6%, and are valued accordingly.”

The theorists who stress the psychological factor,

Errors of especially Professor Picou and Mr. Keynes, point

optimisre  out, furthermore, that the discovery of errors of op-

create errors timism gives birth to the opposite error of pessim-
of pessimism, istn,  Professor Pigou speaks of “ the mutual
generation of errors of optimism and pessimism *’.
The above passage from Mr, KeynEs continues : © When disilla-
sion comes, this (optimistic) expectation is replaced by a contrary
¢ error of pessimism’, with the result that the investments which
would in fact yield 2 9/, in conditions of full employment are expected
to yield less than nothing; and the resulting collapse of new invest-
ment then leads to a state of unemployment in which the invest-
ment, which would have yielded 2% in conditions of full
employment, in fact yields less than nothing,”

Professor Pigou points out that “ the extent of the revulsion
towards pessimistic error, which follows when optimistic error
is disclosed, depends, in patt, upon the magnitude of the preceding
optimistic error. . . But it is also affected by what one may .
call the detonation which accompanics the discovery of a given
amount of optimistic error. The detonation is greater or less
according to the number and scale of the legal bankruptcies into
which the detected error explodes. ™ If the enterprises which
arc making losses have been financed by the entrepreneurs with

v Op. cit., page 321.
Y I'ndustrial Fluciuations, Chapter VII,

* Op cil., page 322,
« Op. cit., page 94.
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their own money, the repercussions are less serious than in the
case where they have been financed by borrowmg, especially by
bortowing from the banks.

§ 5. suMMary

We can now sum up out analysis of the contri-

Compatibility bution of the psychological explanation of the

with other cycle and its relation to the non-psychological
theories.  explanations.

The “ psychological * theotists are writers who
lay more stress on—or attribute more independent influence
to—the * psychological ”', as opposed to the * non-psychological ™,
factors than other theorists. The argument that optimism or
pessimism is a contributory factor in the process of expansion or
contraction simmers down to the proposition that, for a number
of reasons, the reaction of investment to a change in the detet-
minant objective economic factors (interest rate, flow of money,
etc.) is likely to be stronger than the analysis of the purely
“ economic ™ theories would at first sight suggest,

Mr. Hawtrey, in his review of Prcou’s Industrial Fluctua-
fions,! 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 is contracted
and demand flags. On the whole, this is probably correct. But
the fact remains that the reaction of activity {f.., mainly, of invest-
ment activity) to given changes in interest rates and in the demand
for consumers’ goods etc., may be different under different
circumstances. The “ psychologl ” explanations seck to analyse
certain of the mote elusive circumstances on which the strength
of the reaction depends. In terms of the demand-and-supply
* schematism of investible funds, we may say that the reference to
the psychological factor or factors is to be represented by an
gccentuation of the shift of the demand curve to the left during
the depression and to the right during the upswing of the cycle.

1 Tyade and Credit, page 168.
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There is one other important point.  The psychological theories
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 optimistic etror with which the
psychological theories are concetned may be shortage of capital,
insufficiency of consumers’ demand or horizontal misdirection
of capital : the “ psychological ” theory is compatlble with any
or all of these hypotheses.?

! Ta the passage quoted, Mr. Keynes seems to suggest that no actual
losses are needed to make a boom collapse—i.e., that no maladjustment
in the structure of production need occur (where by maladjustment is
meant an arrangement of the productive structure which implies losses
at least for some firms), A fall in profits, he seems to argue, may be
sufficient to make the boom collapse, if, for example, it creates expecta-
tions of a further fall in profits to zero or less than zero, This interpreta-
tion of Mr, Keynes' theory presents, however, great difficnlties, inasmuch
as, in his Treatise on Money, he defines an entrepreneur making losses
ag one whose remuneration has fallen to such a level as to induce him to
restrict cutput. The difficulty is perhaps purely verbal, due to a change
in his definition of loss and profit. In any case. the idea is not sufficiently
developed to admit of fruitful discussion.



CHAPTER 7

HARVEST THEORIES,
AGRICULTURE AND THE BUSINESS CYCLE

§1. INTRODUCTION

_ The relation between changes in the agricultural
Theories of situation and industrial fluctuations is much more
periodic har- complicated than many people think. There exist
vest variation. a good many theoties on the subject, which are
not easy to reconcile though all are either based on,
or backed by, statistical research. One group of theories, which
includes the wtitings of W. 8, Jevons,! H. 5. Jevows® and
H. L. Moore,? seeks to account for the petiodicity of business
cycles by establishing the existence of a similar periodicity
in 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 theories are generally willing to admit
that the effects of weather-induced harvest variations may be

t The Solar Period and the Price of Corn, 1875 ; The Periodicity of
Commercial Crises end ifs Physical Explanation, 1878 ; and Comumercial
Crises amd Sum-spols, 1870—all reprinted in Investigations im Currency
and Finance, 2nd edition, London, 1909.

Y The Causes of Unemployment, The Sun's Heat and Trade Activily,
London, 1910 ; and ¥ Trade Fluctuations and Solar Activity * in
Contenmporary Review, Augnst 1900.

» Economic Cycles : their Law and Cause, New York, 1914, and Generat-
ing Economic Cycles, New York, 1923.
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partially or totally offset by the effects of other causes, whether
causes outside the economic system (wars, revolutions, inventions,
currency depreciations and so forth) or causes inherent in the
economic system. On the other hand, these factors may also
operate to reinforce the harvest variations. W, 8. Jevows
suggested on one occasion! that “if, then, the English money
market is naturally fitted to swing or roll in periods of ten or eleven
years, comparatively slight vatiations in the goodness of harvest
repeated at like intervals would suffice to produce those alterna-
tions of depression, activity, excitement, and collapse which
undoubtedly occur in marked succession .

Professor H. S. Jevons believes that the industrial system and
the emotional cutlook of the business community take longer to
revolve than the period of a complete harvest cycle, and that the
impulses liberated in two or mote harvest cycles accumulate
accordingly until 2 major business cycle is generated.

One censideration which tells against those theories is the
absence of agreement as to the exact period of crop variations.
W. S. Jevoxs based his argument on a crop-cycle of ten and a-half
years, Professor H. §. Jevons on a period of three and a-half years,
and Professor H. L. Moore on an cight-year period. It is,
however, conceivable that the same agricultural series may contain
fluctuations, or tendencies to fluctuate at intervals of different
lengths {s.z., shorter cycles superimposed on longer ones) as also,
for that matter, that general business should exhibit a sionilar
tendency. Morcover, different branches of agricultural output
show fluctustions of difierent periods. The crop-fluctuations
which had the greatest effect on general business in the eighteenth
and early nineteenth centuries may not be same as those which
have had the greatest effect in succeeding epochs. ‘The attempt
to find an explanation of the changing periods of business cycles
on lines consistent with their agricultural origin is not therefore

hopeless. '

+ In a paper read to the British Association in 1875 on “ The Solar
Period and the Price of Corn " {m I'nvestigations in Curvency and Finance,
page 185}
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It is not necessary, in order to establish a causal

Otber views connection between agticultural output and the

as fo the business cycle, to assume a cyclical movement in
relation  agricultural output itself, Fluctuations in crop-
between  yield or in the output of live-stock and animal
agriesltnre  products may be regarded as analogous toinventions,
and business. wazs, earthquakes, etc.,, which appear at isregular
intervals, and set in motion cumulative processes
of expansion ot contraction in the industrial system, or alterna-
tively reinforce or retard a concurrent expansion or contraction.
Harvest fluctuations which do not happen to coincide with 2
turning-point in the business cvcle will tend rather to disturhb the
petiodicity of the cycle than to determine it.

The above may be presumed to be the view taken by Professor
Prcou? and Professor RopERTSON,?since, though they treat harvest
variations as important potential causes operating to precipitate
cumulative upward and downward movements, they attribute to
these comulative 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 periods of crop-fluctuations. Pro-
fessor SprETHORR,? for his patt, speaks of good harvests and inno-
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 ignore the agricultural factors; but they combine them with
other factors in integrated but flexible schemes, in which allowance
is made for various processes of response—monctary, psycho-
logical and technical.

There is a third view, held mainly by American economists
such as Professors A. Hansex4 and J. M. Crark,*® which denies
that fluctuations in agricultural output are among the causes of the
cyclical fluctuation of business. Agriculture, these writers say,

V Industrial Fluctuations.

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

1 Article “Krisen” in ‘ Handworterbuch der Staatswissenschaften.”

¢ “The Business Cycle in its Relation to Agriculture” in. Jewrnal of

Farm Economics, 1932. _
8 Strategic Factors in the Business Cycle.
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is not an active but a passive element. The very inelasticity of
agricultural supply exposes the farming community to considet-
able instability of income as a result of changes in demand arising
out of trade fluctuations brought about by internal forces of the
business economy. In the words of Professor HansEN, agticulture
is the “ football of business 7. _
These three points of view are not necessarily
Compatibility mutually exclusive. 1t is possible to reconcile a
of different general lack of response on the part of agricultaral
theories.  output to changes in demand with occasional 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 influence of agticultural fluc-
tuations can in fact be traced in business indices.

It is 2 mote serious shortcoming of these  agricultural  theories
that they are not agreed on the important point as to whether
plentiful harvests are correlated with prosperity and poor
harvests with depression, or the other way round; and their
divergence in this respect is symptomatic of a fundamental dis-
agreement as to the channels by which the influence of agricultural
fluctuations is brought to bear on other departments of economic
life.

We have therefore, if we are to investigate the problem system-
atically, to consider the various possible ways in 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 in so many departménts of economic

Assumption theory, it is necessary to begin with the considera-
of a closed tion of a closed economic system. The world
ecomomzy.  economy as a whole has to be brought under
review before it is possible to discuss the rela-

tionship of parts of the whole (¢.g., single countries) with the rest
of the wotld. The following enumeration of the repercussions
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(through all the different channels) of fluctuations in agricul-
tural output relates, therefore, in the first instance (sections A
to H) to a self-sufficient cconomic system. In section I, the posi-
tion is considered from the standpoint of the external trade rela-
tions of an individual country.
: Professors Prcou and RoBERTSON link up harvest
A. *Real” variations and industrial fluctnations by arguments
elasticity  appropriate to an economic system without 2
theories.  common medium of exchange (#.¢., a barter economy),
and then proceed to take account of the modifica-
tions introduced into the relationship by the fact that economic
incentives present themselves in 2 money form.

The successive steps of the argument, as culled from various
chapters of Professor Prcou’s Industrial Fluctwations and his Theory
of Unemployment, seem to be as follows.

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

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

In so far as it involves an increase in the employers’ expectations
of the yield of labour in terms of goods in general, the rise in the
agricultural demand for industrial products will increase the
employers’ demand for capital and pro fanto-—whether the demand
is satisfied out of stocks or savings—the demand for labour in
terms of wage-goods.? Whether the big harvest will in fact
increase the employers” expectations of the * real ”” yield of labour
depends, according to Professor P1cou, on the “elasticity of the
general demand for agricultural produce ”, He writes : “If the
general demand for agricultural produce is highly inelastic—i.e.,
has an elasticity less than unity—the enlarged amount of agricultural
produce obtainable ¥ for a unit of industrial output represents,

v fndustrial Fluciuations, end ed., Chapter IV, page 41,
= Ibid,, Chapter IIT, page z2o0.
* Ibid., Chapters III and XL,
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“ not an enlarged, but a diminished amount of things in general ”,
In this case there will not be any increased willingness to save nor
yet any increased expectation of yield to induce employers to borrow
more for the purpose of increasing their real demand for labour.?

Supposing, however, that the general demand for agticultural
products is elastic, the increase in the demand for labout in terms
of wage-goods will lead to more employment for the reason that
the supply-schedule of labour, thanks to the rigidity of wage rates,
is highly elastic.?

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

The additional borrowing requirements of the employers,
induced by their improved expectations of yield, are satisfied partly
by the banks. ‘The result is a monetary expansion of a cumulative
nature which, in a variety of ways, enhances the demand for labour
in terms of wage-goods and thus increases industrial output.®

Since workers under the influence of the “ money illusion »
are willing to accept lower seal wages if they appear in the shape
of rising prices, the rise in prices which results from monetary
expansion has the effect of increasing the supply of labour available
at a given real wage. Hence, industrizl activity responds more
sharply to an increase in the real demand of the agriculturists.*

This argument is obscured by the ambiguity of the

Eia.rtmgy phrase “elasticity of the general demand for agricul-

of demand tural produce™. Normally, we think of an elas-

in ferms  ticity of demand in terms of money; but it might be

of money and translated into “ real”™ terms as relating to the

of “ effort . quantity of industrial produce, the use or consump-

tion of which the industrial population as a whole

is willing to forgo in exchange for varying quantities of agricultural

produce, the total production of mdustnal produce temaining
unchanged.

t Industrial Fluctuations, 2nd ed., page 41.

* Ibid., Chapter II, page zo, and Chapter XX, _
1 Ibid., Chapter III, page 33, Chapters XV and XVII, etc.

4 Theory of Unemployment, Part IV and Part V, Chapter IX,
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This would seem the most natural interpretation of the phrase.
But an examination of the footnote on page 42, and of the whole
discussion in Chapter V, of Picou’s Imdustrial Fluctuations
shows that Picou supposes any increase or diminution in the
amount of industrial goods offered for agricultural produce to
represent an equivalent increase or diminution in the production
of industrial goods. In this case, “ 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
sgricultural produce. Thus, by assuming the elasticity of the
industrialists for agricultural products in terms of effort as given,
Professor Prcou assumes a knowledge of how total industrial
output changes in response to changes in the harvest. But it is
this magnitude which the theory is concerned to discover, It
is the unknown quantity. It must not be assumed in advance.

It is only when interpreted in the first sense mentioned above
—viz., in terms of money {or its complement in real terms)—that
the phrase * elasticity of demand > can play a useful réle in the
explanation of the repercussions on industry of agricultural
fluctuations. But, a soon as “ elasticity of demand ”’ is thus
interpreted, we ate confronted with the difficulty that movements
in the mosgy demand for industrial Jabour vary in the contrary
“direction to the * ree/”” demand in the sense in which the term
“real ” is employed by Professor Picov. He says that the
increased supply of agricultural produce represents an increased
“ real ” demand for industrial produce (and gives rise to an
increased * real ” demand for labour) only if the demand for
agricultural produce is elastic. But these are the very circum-
stances in which the money demand for industrial output will
- diminish, since 2 greater proportion of expenditure goes in such case
to agricultural produce : and, since wage-earness respond primarily
to the money demand for labour, an elastic demand for agricul-
tural produce in terms of money and of goods already produced
means an inelastic demand in terms of effort and employment.

" Similar difficulties and ambiguities are encountered in connec-
tion with Professor ROBERTSON'S treatment of the problem in his
Banking Policy and the Price Level. He enquires by what process,
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and with what price accompaniments, a given tesponse in indus-
trial output (represented by iron) to enhanced agricultural output
(represented by wheat), such as would take place in barter condi-
tions, will be reached under the operation of this or that policy
on the part of the monetary anthority. He realises, and expressly
states, that “ iron-makers” react more readily to increased
money receipts than to falling prices in the objects of expenditute :
but, for him, the money demand for iron depends only on the
sffert-elasticity of the demand for wheat and the general price-level
as determined by monetary policy. He appears to overlook the
fact that the buyer’s elasticity of demand for wheat in terms of iron
—in the absence of any change in the total money demand—
influences the money demand for, and supply of, iron and pro zense
the effort-elasticity of the iron-makers’ demand for wheat.

In 2 monetary econormy, it is never possible to take the effort-
elasticity of the demand for a patticular commodity-~or, generally,
of the demand of industry as 2 whole for agricultural produce—
as a psychological datum, as it is convenient to do in the case of .
the elasticities of buyers’ demand for a single good. Producers
are stimulated almost entirely by monetary incentives, so that a
long process of analysis by progressive stages, coupled with
assumptions as to the operation of the monetary factors throughout,
is required if it is desired to arrive at conclusions as to the actual
effort-elasticity of demand in any given case. It is not therefore
permissible, in order to indicate the probable consequences on
industry of agricultural fluctuations, to assume a particular effort-
clasticity from the start; for this is equivalent to assuming the solu-
tion of the problem. Nor is it permissible to estimate the effort-
elasticity of demand from actual experience of how industrial
production has responded to agricultural fluctuations, and to
proceed to treat the estimate as a relatively stable psychological
function, independent of monetary conditions.

Changes in agricultural output of all sorts exercise

B. Influence on a dominating infiuence over those industries which

industries nsing utilise agricultural raw material, such as the food

agricultural  and textile industries, as also the industries engaged

raw materials. in the handling and transportation of the crop ot
animal produce.
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The nexus between an industry and its soutce of raw materials
is necessarily very close. In the absence of surplus stocks which
can be drawn on, a short crop will restrict the activity of the
industry which it serves. A bumper crop will lower the price
of the raw material in relation to that of the finished product, till
either the 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 hatrvest fluctuations.

Transport concerns which are accustomed to handle agricultural
produce are in much the same position sis-d-vis crop fluctuations
as are the industries utilising the produce as raw material.

In dealing with the “ effort-elasticity ™ theories, it
C.  Influence was pointed out that the supply of labour varied
on real  rathet with the money demand for labour than with
wages. - the demand in terms of goods and services, But
the “real” equivalent of the money wage is not
something quite irrelevant to the incentive to work or to accept
employment. If, for example, food prices fall, it may be easier
to reduce money wages or to prevent them from rising, and vive
versa if food prices go up. This is particularly likely to be the
case where wage-scales are based on cost-of-living indices. On
the whole, however, this factor is probably of little practical
importance in the short run.
There is another channel by which the industrial
D. Migration labour supply may conceivably be influenced by
of labour  good and bad crops. Most crops taken indivi-
between fown dually, and certainly agricultural production as a
and whole, have to face an inelastic demand (in tetms
countryside, of money) on the part of consumers who have the
choice between agricultural and non-agticultural
commodities. Therefore, good crops mean low farm incomes.
It is conceivable that a fall in agricultural incomes may give
_ rise to an exodus of labour from agticulture to industry. The
process is known to work in the opposite direction in many
countries, where the agricultusal labour supply varies with
industrial prosperity. The converse movement, though rarer, is
not unknown.
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The more contentious guestions arise when we

E. Effects en come to deal with the effects of crop fluctuations

nom-agricultu- on industries not utilising agricultural raw materials,

ral consumers’ These may be divided for convenience into con-

goods - sumers’ goods industries and producers’ goods

industries.  industties, or again into industries serving the
agticultural population and industries serving the
nonagricultural population. It may fairly be assumed that, except
in advanced phases of expansion, the elasticity of supply of goods

in face of an increase in the money demand is considerable.

The effect of 2 big harvest on non-agricultural consumers’ goods
industries will depend on whether the money demand for con-
sumers’ goods of agricultural origin is elastic or not. The Jess
elastic it is the more probable it is that the big harvest and the
consequent fall in the price of food will result in a diversion of
demand from food to non-agricultural goods, inducing a rise in
the supply of the latter, the extent of which depends on supply
conditions. The same is true, mutatis mutandis, of poot harvests,

While there may be a general tendency for crop
F. Farmers’ changes to affect non-agricnitural consumers’ goods
purchasing  industries as a whole in a given direction, a distinc-
power.  tion must be made between those which supply the -
agricultural population and those which supply the
non-agricultural population. It is often asserted that changes in
agricultural output affect general business by changing the pur-
chasing power of the agriculturist. Good harvests cither increase
or diminish the farmer’s income, according as the elasticity of
demand is greater or less than unity, and so affect the prosperity
of the branches of industry which serve his needs. It is clear,
however, that this argument in itself proves nothing. For what
the farmer loses in purchasing power other people are bound to
gain, and vice versa. Business flags in the case of the industries
supplying the farmer, but is brisk in 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 in the
various countries and localities affected by the redistribution, and
$O on,
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. Itis important to consider the effect of crop fluc-

G. Effects tuations on investment both because of the initial

on effect on the activity of investment-goods industsies

investment. 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 in money terms
is inelastic :

(@ A fall in investment by agricultural producers;

(&) A rise in investment by industries transporting and
utilising the crop;

(€). A rise in investment by consumers’ goods industries
not utilising agricultural materials, particularly those not
serving the agricultural population;

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

Strictly speaking, these movements refer less to investments
than to the “ tendency to invest ¥, or the demand for investment
funds. To what extent this demand will be satisfied, and the ten-
dency to invest take the shape of actual investment, depends on the
elasticity of the supply of investible funds in the various countries
concerned. It is not impossible, for example, that a violent
redistribution of incomes between agriculturists and others,
accompanied by 2 flow of money from agricultural to non-agricul-
tural countties, or sice verse, might ultimately result in a deflationary
shock to the credit system, which would tend to neutralise any
increased demand for investible funds that might be simultancously
engendered.

t The Geneval Theory of Employment, Intevest and Money, pages 329 ef seq.
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Before any conclusions can be drawn as to the
H. Effecss further consequences of crop fluctuations on the
on saving. industrial economy by way of cumulative monetary
expansion or contraction, the effects on investment
must be compared with the effects on saving., An excess of
investment ovet saving would generate an expansion, while an
excess of saving over investment would cause a contraction.
Mr. J. 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 o them through
the fall in agricultural prices. Obviously, no conclusion as to
the net effect can be drawn a prieri : but, in any concrete case,
the attempt must be made to strike a balance between all the
tendencies towards changes in investment and all the tendencies
towards changes in saving. As was pointed out, tendencies
towards increased investment, in conjunction with an elastic
credit-supply, engender monetary expansion, while tendencies
towards increased saving, if unaccompanied by increased
investment, engender 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 examination of the effects of

fluctuations in the crop of a geographical subdivi-

sion of the total economy (a district or country) on the industrial
activity of that subdivision.

The elasticity of demand for the crops of a single country (in
terms of international money) is of course much greater than that
for the crops of the world as a whole : and the smaller the countty,
and the more perfect the world market for the crops, the greater
the elasticity of the demand. It is greater, for example, in the
case of New Zealand than in the case of the United States of
America, and greater in the case of wheat than in the case of most
animal products. ‘Thus, in many or most cases, an increase in
the crop of one country, unaccompanied by any change in the
crops of other countries, will result in an increase in the money

Y Apgriculture and the Trade Cycle, London, 1933,
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receipts of the agriculturists in the country concerned. (If the
elasticity of demand is less than -unity, agriculturists elsewhere
will lose to 2 more than equivalent extent.) Furthermore, a given
increase in the money reccipts of the agriculturists will mean an
even greater ingrease in the money receipts of the country as a
whole, since the heme population will be spending less than before
on farm products and (probably) more than before on home
industrial products, so that both the agriculturists and industrialists
will rejoice in increased receipts—and that increase can only come
from outside.

This initial increase in the receipts and ificomes of the country
which has been blessed by a good ctop will provide an inflationary
stimulus to the industry of that country (though we must take
account of the continual * leakage ” of purchasing power abroad).
It will be gathered from the new considerations thus introduced
in the argument that conclusions as to the general effect on world
industry of a net world crop variation cannot be drawn from 2
comparison between the agricultural fluctuations of any given
country and the industrial activity of that country. In the case of
countries like Australia, New Zealand, Roumania, Argentine,
Canada, etc., this is obvious; but it is often lost sight of, particularly
in the case of the United States.

It will be apparent that the channels through

Summary.  which fluctuations in agricultural output (good and

bad harvests) exercise their effect upon the economic
system in general and industrial activity in particular are no other
than those with which we have become familiar in the perusal of
the various theories discussed in the earlier sections of this work,
The several processes of monetary expansion and contraction
originating in the varying demand for capital, of over-saving
resulting from plenty, and of the dependence of investment on
consumers’ demand-—to each of which a varying degree of i impott-
ance is attached by the different schools of thought-—are all zelevant
to the problem. There can be no * agriculture theory ” of the
cycle in the sense of an alternative to, say, the monetary theory or
the over-investment theoty any more than there can be an “ inven-
tion theory ” or an *‘earthquake theory ™. All that can be
attempted in this direction is to bring out the importance of
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agricultural fluctuations as one amongst other potential stimuli in
the economic system. What has been said of agriculture and the
trade cycle might be said with scarcely any modification of inven-
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 harvests are good for trade and bad harvests bad. On
the whole, the arguments in favour of the proposition that good
harvests have a stimulating effect dominate the literature on the
- subject, though the opposite view is not without support. There '
is of course very little doubt that a good harvest in a particular
country tends to stimulate the business life of that country. The
problem only becomes obscure when a completely closed economy
is the object of study.

A priori, analysis cannot settle the question, because forces are
teleased which pull in opposite ditections; and only estimates of
the quantitative importance of the different factors—effect on
investment, effect on saving, effect on the credit structure, etc.—
can supply a basis for judgment as to which tendency will prevail.
Much probably depends on the phase of the business cycle in which
the disturbance occurs. It is conceivable that a good harvest may
exercise now a stimulating and now a depressing influence accord-

' ing to the phase of the cycle and the portions of the earth’s surface
and the werld’s population affected. Nor must it be too readily
assumed that a good wheat crop and a good cotton crop have the
same kind of effect. After it has been decided in all the different
possible cases whether the influence of crop-fluctuations on general
business is positive or negative and whether that influence is
important enough to outweigh other influences operating simultan-
eously, it will still remain to consider to what degree crop fluctua-
tions are cyclical and, if they ate cyclical, to what degree they are

spontaneous and independent of the general business cycle.
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§ 3. INFLUENCE OF THE BUSINESS CYCLE ON AGRICULTURE

~ As each part of the economic system is to some
Inelasticity degree sensitive to developments in all other parts,
of farm  industrial fluctuations are bound to exercise a cer-
outpuf.  tain influence on agriculture. This influence opet-
ates through the demand for, and price of, agricul-
tural produce on the inconies of the agticultural classes. If there
was a fairly immediate and substantial reaction on the part of
agricultural output to the movements in monetary demand, there
would be no reason why the trade cycle should be regarded as a
primarily industrial phenomenon. In fact, however, agricultural
output is, on the whole, so untesponsive to money incentives that
the trade cycle is often regarded as confined (so far as production
is concerned) to industry, and in particular to that branch of
industry which is not supplied with its raw materials by agriculture
namely, the production of durable and investment goods. It
is not, however, altogether impossible that industrial fluctuations
may influence agricultural output in the long run, though only
after a period so long that the words “ response * or * elasticity
of supply " cease to have much meaning. The * responses ™’ in
'such case will have the same effect as spontaneous variations in
output. On the other hand, industrial fluctuations will affect
both the demand for agricultural products and—to a lesser degree
—their cost of production. _
Many writers, including L. H. Bean,! J.M. CLArk 2
Effect o A. HansEn? and ]. H. Kirg,* recognise the impor-
demand,  tant influence exercised on agricultural incomes by
fluctuations in industrial activity accompanied by
similar fluctvations in money demand in general. There is 2

1 E.g., “Post-War Interrelations between Agriculture and Business
in the United States,” [1.5. Dapartiment of A griculture, Bureatw of Agricul-
tural Economics 1.9.Ec.752.Pa.

* Stralepic Factors in the Business Cyele,

* “The Business Cycle in its Relation to Agriculture” in Journal of
Farm Economics, 14 : 50-68, 1932.

1 Agricuiiure and the Trade Cycle, Part 1.
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relationship of reciprocal causation (as will be shown in Part II
of this work) between increasing supplies of effective money and
increasing industrial activity; and the same holds true of the
downswing, Inview of the importance to consumers of products
manufactured with agricultural raw materials, it is not surprising
that part of the general rise and fall in money demand should
be passed on to agriculture. But the process is tempered by two
factors : :

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

(2) The demand for consumers’ goods of agricultural
origin is more stable than that for consumers” goods as a whole.

On the other hand, the inelasticity in the supply of agricultural
output tends to make the fluctuations in demand greater, at least
in the first instance, than they might otherwise be.

The close correlation between agricultural prices and industrial
activity, due to the causal connection between industrial activity
and the demand for agricultural produce, may be taken by the
unwary as a proof that low agricultural prices and incomes, due
presumably to agricultural over-production, are responsible for
low industrial activity. K

‘The cost items of agriculture are largely of agri-
Effect on  cultural origin; and to some extent they will vary
costs, with the demand for agricultural produce—the
variation being only another aspect of the

inelasticity of the supply.

To some extent, however, 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 is high,
and vice versa.

(1) With respect to the supply of implements and the invest-
ment funds for buying them, it scems probable that the farmers’
increased desire to acquire instruments in good times will outweigh
the competitive demand of industry for both of these things. The
farmer can finance increased purchase in part from his own
increased earnings.
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(2) On the other hand, there is an important tendency in many
couptries for labour to be drained off from agriculture to industry
during boom periods and to flow back during stamps.?

The above review of the possible interactions of

Concluding  agticulture and industry on one another cannot be

remarks.  said to yield a clear picture. Industrial crises may

arise for monetary or other causes, and then work

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

Spontaneous agricultural fluctuations may have a positive or a
negative effect on the genecral business cycle and on monetary
demand and may teact back on agricultute through this channel.
Lastly, variations, however caused, in the demand for and cost of
agricultural produce may, after a time, give rise to variations in
agricultural output which will act on industry like spontaneous dis-
turbances, and set up a vicious circle of expansion or contraction.

! See, espemally, Gustav Cassel : The Theory o,f Secial Economy, Vol. IT,
Book IV, Chapter XV, § 65.



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 in this chapter emanates from, and centres around,

of the  Mr. Kuynes’ General Theory of Employment, Interest

fiterature  and Money. It i$ not all business-cycle theory in

reviewed. a4 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 dynamic

natute, but are static-equilibrium theories. (This point will come
up for detailed discussion in § 6 of this chapter.}

For a number of reasons, it is very difficuit to review these
theories. First, they are comparatively young and have not yet
found anything like a definitive formulation. They arestillin the
process of development and clarification; there exist, and continue
to appeat, vetsions * which are by no means identical in ali respects.
The points at issue are frequently very subtle, and the argument
necessarily becomes complicated and involved.

* Cf. mainly contributions by various writers to recent issues of the
Economic Journal, Economelrica, Ecomowsica, Zeitschrift fiv National-
skonomie, Quarterly Jourmal of Economics, etc
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Secondly, these theories suffer from the fact
Differences in that their authors have not been able to make clearin
terminology all cases whether apparent differences between their
versus  views and those of other writers rest on different
differences in ernpirical assumptions or only on a different usage
substance,  of terms; in other words, whether differences are of
a material kind or of a purely terminological nature.
There can be no doubt that, in recent years, the discussions on saving
and investment and the possibility of their being unequal, on
hoarding, liquidity-pteference and the rate of interest, and similar
topics, have made it increasingly evident that purely verbal misun-
derstandings and slight differences in the definition of terms have
played a very great réle.! ‘The exaggerated impression of impor-
tance which prevailed with respect to the real (as against purely
terminological) differences between different schools of thought,
especially between what some writers3 like to call the “ classical ”
and the “ modetn ” view, has already been modified. Bat it is
safe to assume that this process of terminological clarification is
not yet completed, and it is hoped that the present chapter will do
a little to hasten it.
Even in those instances whete the new theories amount to
‘nothing more than a terminological inpovation and cannot be said
to be in material contradiction to the traditional views, they have
sometimes served 2 useful purpose, by bringing to light hidden
implications in the older theoretical schemes and forcing the
propounders of “ rival *’ theories to make all their assumptions
clear and explicit,
All this will be illustrated in the following sections,

1 Professor Robertson has recently made an attempt at separating
terminological from substantial differences, Cf. * A Survey of Modern
Monetary Controversy ' in The Manchester School, Vol. 9, No, 1, April
1938, :

: Cf., for example, A, P. Lerner ; * Alternative Formulations of the
Theory of Interest " in the Economic Journal, Vol, 48, June 1938, passim.
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§ 2. SAVING AND INVESTMENT!

In preceding chapters, we have repeatedly had

Eperyday  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 is 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 terms are put.  They

evidently thought they could safely rely on the everyday meaning of
these terms.

The discussions in recent years have clearly shown that this is
not the case. Not only is the everyday meaning of these terms
not unambiguous—different writers interpret it in different ways—
but also it has been demonstrated that one particular definition,
which it is fait to call a2 good prima-facie formulation of the everyday
meaning of those terms, makes it impossible to speak of differences
between saving and investment, because, on that definition,
§ and I are not only equal by definition, but are in reality the same
thing. -

In the Neo-Wicksellian literature and related

Neo-Wick- writings reviewed above (Chapter 3} under the

sellian title of “ The Over-investment Theories ”, it is

usage of § wusual to speak of differences between § and L

and I.  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 invested , *“ a part of them may go into hoards ”,

“may disappear in 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, ¥ = Income, C = Consumption.
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Equality of § and I has been used as a criterion of equilibrivm.?
Any divergence between S and I means a disruption of equilibrium.
If I exceeds S, we get inflation ; an excess of § over I means deflation,
Prosperity petiods are caused, ot at least characterised, by an
excess of I over §; depression petiods, by an excess of § over L
This language is irresistibly convenient and seems to express very
realistically what actually happens duting the upswing and the
downswing of the cycle respectively.

It has, however, been questioned by Mr. Krynes
Mpr. Keynes’ and his followers.?  Why is it considered fallacious ?
equality of That is very simple to explain. We have only to

S and 1. reflect for 2 moment on what we really mean by S

and I. Mr. Keynes® definitions are these : For the
economy as a whole—just as for any individual—saving is that pare
of total income which is not spent on consumption: S = ¥ — C.
Investment is that part of total output (in value terms) which
is not consumed : I = Output — C. On the other hand, income
of society as a whole is defined as the value of output. Therefore
I=Y—C. Hence, § =13 :

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

1 The use of the equality of saving and investment as an equilibrium
condition has been ably criticised by W. Fellner in bis article “ Saving,
Investment and the Problem of Neutral Money ™ in Review of Economic
Statistics, Vol. X1II, November 1938.

* See espectally ; Keynes, Gemeral Theory, passim ; A. P. Lerner,
“ Saving equals Investment ” in Quasterly Journal of Economics, Vol. 52,
February 1938, and * Mr, Keynes” General Theory of Employment ” in
I'nternational Labowr Review, October 1936 ; Mrs, J. Robinson, Introguc-
tiow 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 Dook in the Economic Jowrnal, Vol. 47, 1037, page 671 ;
and R. ¥, Harrod, The Tv¥ade Cycle, London, 1936, pages 65 &f seq.

* General Theory, page 03.
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Now a number of questions arise which will be

Controversial taken up one after the other. Firs#, some readers,

isswer.  who are accustomed to speak of differences between

I and 5, would probably like to see how, in typical

cases, the equality of 7 and § works out in detail. Such an analysis

will reveal that the definitions given above are, after all, not always
in harmony with the everyday usage of the terms.

Secondly, the question arises as to how S and I can be re-defined
50 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 in 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 theotists in question may have care-
lessly defined them in such a way that they are necessarily equal,

Thirdly, it might be asked whether, if we adopt Mr. Kevnes®
definitions, Sand I are not, in reality, identical rather than neces-
sarily equal. Do § and 7 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 7

Let us first do some exercises in the application
How § and I of our definitions by discussing a few typical cases.
are equated Assume that new investments are made cither by
in the case the Govemnment or by private producers and that
of inflation. they are financed by the creation of new money;
for example, a factory or a railroad is being con-
sttucted. Suppose that there are unemployed workers and idle
resources, so that total production can easily be expanded. The
money is created by the banks and handed over to the entrepreneur
(or the Government) either as a short-term loan or by purchasing
long-dated securities, new ones or old ones which have so far been
in the possession of the consteuctor of the railroad.

There is then a certain amount of (new) investment, but, if
we adopt Mr. Keynes® definitons of I and S, we are precluded
from saying that these new investments have been financed by
* inflation ”, instead of by * voluntary ”* saving.* According to

Y put “ inflation ” in qﬁotation marks, because some writers would
like to reserve the word * inflation * to such an increase in the quantity
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Mr. Keynes’ and his foliowers’ account of the matter, there must
be somewhere savings cortesponding to the amount of new
investment, Where are they ? ‘The answer has been given most
clearly by Mr. Harrop. ¢ For a few days, the whole of the new
net investment may be financed by those who reccive the money;

before they begin to spend that money, they save what thcy
reccive, 3 That is to say, the workers who are engaged in
constructing the railroad are said to save the money which they
teceive, say, on Saturday until they spend it duting the following
week.  If they keep all the money over night, they are said to have
saved it. When they then gradually spend it on consumers’
goods and consume these latter, they are said to dissave, The
expressions “ receiving 7’ and * spending "' ate teplaced by
“ saving ” and “ dissaving . But when people thus dissave,
“ the stocks of consumption goods will be depleted; this involves
disinvestment.” * So the new investment is 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 pari passw with the tising demand (by chance, or because
producers have correctly foreseen the coming rise in demand),
there is no disinvestment to cancel the original new investment; but,
siice the new money must always be somewhere, those people
who hold it and have not yet passed it on are said to perform the
necessary saving.

This account of the matter may seem strange; it is not usual
to say that the savings which finance the construction of new
capital are provided by the workers who are engaged in that
construction job and not by those who provide the money which

of money as leads to a rise, or to an “ excessive ™ rise, in prices; they
resent the use of the word for cases where the increased amount of money
{or of monetary demand} is matched by an increase in the flow of goods
and hence does not bring about a rise in prices. (Cf., for example,
Mr Kahn's review of the first edition of this book in the Economic Journal,
Vol 47, 1937, page 673, and rny answer, ibid, Vol. 48, 1938, pages 326
and 327.)

v The Trade Cyele, page 72

* Jbid., ‘page 72. If prices of consumers’ goods rise, the income and
savings of the retailers go up.
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is used to hire those workers. It'is furthermore not in accord
with the cveryday usage of the tetms to say that a man saves if
he keeps his income in the form of money for a short time,
owing to the simple fact that income is paid out discontinuously
and spent motre continuously. Only if it is kept unspent for
longer than the usual income peried, would one ordinarily say
that it has been saved.

It must, however, be admitted 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 prima facie plausible
definition of § diverges clearly from the everyday meaning of the
term.?

! Mr. Lerner admits that * if we take artificial periods-—say of ten
minutes each——our definitions acquire an artificial flavour too. We
would then have to say that in the ten-minute pericd in which a man
receives his weekly wage, he saves (nearly} all of it, and that in all the
other ten-minute periods in which he makes any expenditure, he dissaves
(Quarterly Journal of Economics, Vol. 52, 1938, page 304.) Mr, Lerner s,
however, not right when he says that this artificiality disappears “ if we
take reasonable periods ”. Owing to the overlapping of periods, it
never disappears completely, Moreover, the order of magnitude of the
phenomenon in question is not corvectly indicated by speaking of ten-
minute periods, '

* Sontetimes ancther account of how S and [ are equated has been
given by followers of Mr. Keynes. ¥For instance, Mrs. J. Robinsen, in
her Intvoduction to the Theory of Employment, puts the matier in the
following way. Assume £1 per week isinvested in housebuilding. Then
make certain assumptions about the saving by the successive recipients
of the money. * At each round ', a certain proportion is saved by
worlkers, profit earners, etc. On this assumption, the avther constructs
a series of asts of saving which add up exactly to the figure of investment
outlay (pages zc and 21}, If by * round ’, turnover (change of hand)
of money is meant, and if money does not circulate with infinite rapidity,
this account of the matter proves the contrary o what it is intended to
prove. For it takes time (strictly speaking, an infinite period of time
under Mrs. Robinson’s assumption) before the savings made at successive
rounds add up to the total which is equal to the investment. What can
be said is that there is a tendency for S to approach I, but owing (4) to the
infinite length of these series and (3] 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 7.
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Let us now consider the converse case, where

Fow § and I money is withdrawn from circulation. Let us

“are equated  assume that some people do not spend the whole of

in the case their income, or more generally of their money

of deflation. receipts,) and accumulate cash or idle deposits.

This has been conveniently expressed by saying

that saving exceeds investment, becavse patt of the savings are
hoarded? instead of being invested.

According to Mr. Keynes’ definition of saving and investment,
this way of describing the matter is no longer permissible, There
can be no divergence between S and I. . How are they then equated
in this case ? The answer is very simple. If some people save
part of their income and keep it in liquid form, one of two things,
or a combination of them, must happen : either goods which
otherwise would have been sold accumulate and that constitutes
investment which corresponds to the saving, or else sales are
maintained at the former level by cutting prices, and the retailers
suffer losses; these losscs reduce their income-——and hence their
saving—Dby an amount equal to the original decrease in spending.?
Hence, the original saving is cancelled by an equal decrease in
saving (which, if we start from a positior of zero saving, becomes
negative—dissaving) by somebody else.

' Not all money received by an individunal or a firm is {net) income.
Part of the receipts of a producer is to be set asida for the replacement of
capital, either of working cupital or of fixed capital. In the first case, it
is 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 is,
the greater is the freedom and arbitrariness in distributing over the
period of ifs life-time the corresponding amortisation allowances. There-
fore many writers (for example, Mr. Hawirey) define gross income
inclusive of depreciationallowances, It should, however, not be forgotten
that the transition from fixed to working capital is gradual and that, in
principle, the same problems are involved in the replacement of either.

1 It should be noted how éasy it is to describe the phenomenon without
using the words ** saving * and * investment ** in terms of receiving and
spending of money.

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

There temains, howevet, the question of how

Alternative saving and investment should be defined to enable

definitions. 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, Keyngs® definitions of S and I as given
in his Treatise on Money; secondly, Professor RosERTSON’S “ period
analysis ”; and, thirdly, the Swedish distinction between ex ante
and ex post saving and investment, which is also made by
Mr. HAWTIREY.

It was Mr. KEyYNEs' Treatise on Money which made
The terminology the catchwords * excess of saving over investment ™
of Mr. Keynes” and * excess of investment over saving > popular

Treatise on it English literature.? Since, however, this piece

Money.  of verbal machinery of the Treatise has been
abandoned by its author, we may be very brief.

Mr. KEvyNEs defined income as exclusive of losses and profits,
I'was defined as the vzlue of unconsumed output; and 5 as income
minus consumption.? Hence, an excess of saving over investment

* Mr. Harrod, for example, speaks of ** the new-fangled view, sponsored
by Mr, Keynes in his Treaéise, 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 7 need not be eqnal has been held at least since Wicksell, and, as
Mr. Ilawtrey 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 bave been
recognised or explored).

$ 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 anfe and
ex post analysis, which will be reviewed below (page 180). Y is clearly
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was 50 defined as to mean Josses; and an excess of investment
ovet saving, so as to mean profits. In turn, profits and losses were
defined as that amount by which actual entrepreneurial income
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 definition,
had an incentive to expand output whenever investment exceeded
savings, so that an excess of investment over savings was robbed of
all the causal significance which was imputed to it.

We now come to Professor RopERTSON’S definition of saving,
which seems to give the best and most precise expression to what
is in the mind of those who spoke and speak unsophisticatedly of
differences between S and I.2 '

Professor RorerTsoN 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 income? received in the current

saving.  period—* to-day —becomes available for expen-
diture only during the next period— “ to-morrow *,

Such a “ day " may be longer than a day : it may be as long as, say,
aweek. The exact length depends on the habits and techniques
of payments. Fer any day, Professor Roserrson distinguishes,
accordingly, between disposable income and eamed income. The
disposable income of to-day is the earned income yesterday, and
the eatned income of to-day becomes disposable income to-motrow.

Saving for any day is defined as disposeble income of the same
day (= eamed income of the day before) mimss consumption
expenditure of the same day. Investment, on the other hand, is

defined as an ex anfe concept, while profits and losses are ex fost magni-
tudes. Likewise, 5 is defined in ex anie terms and [ in ex posf terms.
(This was pointed out to me by Dr. Redvers Opie, Oxford.)

! This has been pointed out by Professor Hayek, Professor Hansen,
Mr. Tout and Mr.. Hawtrey in their respective analyses of the Treatise.
C#., especially, Hawtrey : The Ari of Cestral Banking, pages 334 o1 seq.

% Vide his article * Saving and Hoarding, ** Economic Jowrnal, Vol. 43,
Septernber 1§33, page 300, and the subsequent discussion between
Professor Robertson, Mr. Keynes and Mr. Hawtrey, ¢bid., page 6g9.

* The analysis must, of course, be extended to payments other than
income payments.
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defined as actual expenditure on new investment goods during the
day. Hence, investment 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. 'This money becomes, of course, eamned income on the
same day and disposable income on the following day. Thus an
excess of I over § implies an increase of to-day’s (earned) income
over yesterday’s (earned) income.  Similasly, an excess of S over I
implies a decrease of to-day’s income as compared with yesterday’s
income. This evidently expresses precisely what is meant, when,
in an unsophisticated way, it is said that, if J runs ahead
of J, inflation ensues, and that an excess of 5 over I implies
deflation, _ _

Tt should now be pretty clear how statements in the language of
those who (explicitly, like Professor RoBERTSON, or implicitly,
like many others) distinguish between disposable and earned
income can be translated into statements in the language of
Mr. Kevwes, which does not make this distinction. This has
been clearly realised by Mr. Keynes himself? and by Professor
HAnsen.?

There is another point of ambignity which

Money income may give rise to misunderstanding. Professot
versus money RosERTSON and “others use “income” in the
valwe of  sense of actual money income involving monetary
owtput,  transactions (a transfer of money), This need not

: be quite the same thing as income in the sense of

the money value of the output as a wholed A cotresponding
distinction should be made about saving, whilst investment is
almost inivariably used in the sense of money value of unconsumed
output. Mr, KEYNES uses the terms © income ” and * saving
in the value sense, and Professor OmLmN says explicitly that

Genéval Theory, page 78.

* Cf. his review of the General Theory in the fournal of Political Economy,
Vol. 44, 1035, page 674, now reprinted in Full Hecovery ov Stagnation,
New York, 1938, page 22.

» ¢ Undeflated **, that is, at current prices, or ¢ deflated ” by any sort
of price index.



Chap. 8 Recent Diseussions on the Trade Cycle 179

income, in his sense, © has nothing to do with the actual receipt
of cash .2

The two magnitudes need not coincide, because income in the
sense of money value of output comprises items which do not give
tise to monetary traisactions—e.g., “ imputed ” income (example :
the sexvices of a house to its owner), or “ bartered * income, or
the accumulation of stocks. But even if all transactions of goods
took the shape of purchases for, and sales against, money, there
would be certain discrepancies between the two types of income,
because money income is received at discreet intervals, while real
income flows more continnously. Furthermore, if new money
is created and handed to somebody not in exchange for a service
petformed by the recipient {¢.g., an unemployed), this might be
called that person’s money income to which, before the money is
spent, there corresponds no inctease in the value of output.

In the case of non-wage and non-salary income, the concept of
actual money income is beset with further difficulties, which make
it impossible to define it by looking at the monetary transactions
alone without any reference to the sphere of real goods. Not all
money receipts and expenditures of a fizm are income 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.  Buteven
if this has been accomplished satisfactotily, it is in many cases
not possible, without more or less arbitrary conventions, to
identify individual transactions (either the * real ” or the corre-
sponding  monetary * transactions} as income or non-income
transactions. It is, for example, not admissible to regard all
putchages of consumers’ goods by the final consumer as income
transactions; for consumption can exceed income, the difference
being dissaving. Nor is it always possible to identify an individual
purchase of a capital good as constituting new investment or
replacement—that is, 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 fouwrnaf, Vol. 47, 1937, page 65. Mr. Lerner, on the other
hand, always speaks of acts of expenditure, which are classified either as
consumpiion or investment, while both together constitute income.
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aggregate, as residuals. By deducting from total output what is
considered necessary for maintaining the capital stock intact, we
determine income; and by deducting consumption from income,
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
anglysis. LUNDBERG,' Professor Erik Lmpanr,? Professor
Gunnar Myrpar® and Professor Bertil Omnmd
A very similar scheme has been proposed by Mr, Hawrrey.®
The Swedish writets distinguish for all the magnitudes concerned
—income, saving, investment and others—between an ex ante
and an ex pesr sense.* Looking back at any period of time
that has elapsed, one- can measure—at least in principle—what
Y, C, 5, I, etc., actually were. ‘This is the ex post, or tegistration
or accounting, sense of these magnitudes, Like Mr. KEeynes,
Professor Myroar and Professor OnLin? define S and I ex post
in such a way that they are always equal—i.¢., both as Y — C,
From the ex pess sense of these concepts, the ex anfe sense must
be carefully distinguished, and what is true of the ex post
phenomena of a certain kind need not be true of the corresponding

' Studies in the Theory of Economic Expansion, London, 1g37.

> Studies i the Theory of Mowey and Capital, T.ondon, 1939,

1 ¢ Der Gleichgewichtsbegriff als Instrument der geldtheorctischen
Analyse " in Beitrige zuy Geldtheorie, ed. by Hayek 1933 (an English
version of which will soon be published by William Hodge, London).

¢ Some Notes on the Stockholm Theory of Savings and Investment ™,
Economic Jowrnal, Vol, 47, 1937, pages 53 & seg. and 221 &f seq, and
“ Alternative Theories of the Rate of Interest », ibid., pages 423 of seq.

¢ See especially his Capital and Fmployment, passim.

* Professor Myrdal was the first to introduce this distinetion. Professor
Ohtin's exposition is, however, more accessible and more developed.
Thercfore, reference will be made chiefly to him.

* Other members of the group seem to lean rather to Professor Robert-
son’s definition. See Ohlin (Joc, eét,, page 57) 1 . . . my terminology
has been viewed with great scepticism by somne of the younger Stockholm
economists, chiefly because of my way of defining income so as to make
savings and investment always equal ex definifions . "We shall, however,
see that the two analytical schemes, if fully thought ont, zre by no means
exclusive of each other.
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ex anfe phenomena.  The ex ante manifestations of income, saving,
investment, etc., are the expectations entertained by all the indivi-
duals and firms in respect of those magnitudes at any point of
time for some period ahead of that point. Any member of an
economic society atany moment of time expects a certain income, and
plans or intends to spend a certain part of it on consumption and to
save another part, - The “plan to save™ must be associated 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 investment is treated as giving credit to oneself .)!

The entrepreneurs expect certain prices to rule, a certain demand
situation, certain interest rates and production costs to exist, etc.,
and, on the basis of these expectations, they plan a certain amount
of investment.

Summing up the expected income, planned consumption,
saving and investment of all individuals, we artive at the ex anse
magnitudes of these phenomena for the economy as a whole,

“ There is no reason ”’, according to this school

How equality of thought, * for assuming that planned saving and
of § and I is planned investment should be equal. But when
brought about the period is finished, [realised] investment is equal
ex post.  to [realised] saving. How does this equality come
about? The answer is that the inequality of

ex anfe saving and ex ante investment sets in 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
senexcpected income, wnexpected new investment, and unintentional savings.
. . . The business-man who, after the closing of his accounts,

v Ohlin, loc. cif., page 425.

" It will be noted that, in spite of the appearance to the contrary, no
statements about facts are involved in the following analysis. What
actualty happens, if planned saving and investment differ, is assumed by
way of illustration, and can be described in terms cf receiving and spending
of money and of movement of goods between individuals and into and out
of existence without using the terms * savings " and “ investment ”, No
particular process is required to make 5 and 7 equal ex post Al sorts of
Teactions are possible, but, whatever actually happens, they must be equal,
because the terms are chosen in 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 is greater
than his planned savings, has provided ‘ unintentional savings ’
which is equal to this unexpected surplus. Un expected new
investment, which, like unintentional saving, may, of course, be
negative, can mean simply that stocks at the end of the period
are different from what the entrepreneur expected. . . .”%

“ Assume that people decide to reduce their savings and increase
their consumption during the next period by 10 millions, as
compared with realised savings and consumption during the
period which has just finished. . . Assume forther that the
planned investment is equal to the realised investment during the
last period.” (Since realised savings and realised investment are
equal, these assumptions imply that ex enfr saving falls short by
10 millions of ex aafe investment.) * What will be the result?
Retail sales of consumption goods will rise 1o millions and the
stocks of retailers will, at the end of the petiod, be down—e.g.,
7 millions, the remaining 3 millions being extra income of the
tetailers. This latter sum is © unintentional > savings. Thus
realised saving is down only 7 millions, or the same amount as
realised investment,”® Realised investment is down because the
depletion of stocks by 7 millions is counted as unintentional
disinvestment.?

* Ohlin, loc cit., pages 64 and 65,

i Jbid., pages 65 and 66,

* This analysis can be readily translated into Robertsonian language.
We wonld have to say that investment actually exceeds saving by 3 mil-
lions. The difference is “ financed by other means than by saving from
(disposable) income », This way of expressing the matter has the advan-
tage that it calls attention explicitly to the fact (which is, of course,
irnplied also by Professor Ohlin's analysis) that bank credits must be
expanded or that some people must dishoard—i.e., * reduce their quantity
of cash . (Chlin, loc. cit., page 425.) The supply of loanable funds
must be elastic; otherwise the planned investments 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 in many cases, especially if the period in question is
sufficiently short. Tt need, however, not always be correct, and if it
is 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 in the
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Similarly, other cases of differences between ex anse saving and
ex anfe investment can be analysed. “ When the State finances
public works with the printing of new notes, the increased invest-
ment is matched. [ex posr] by increased ¢ real * savings ™, although
ex anfe investments were in excess of savings, since it is assumed
that no planned savings corresponded to the planned Government
investment. “ At the end of the period, some people hold more
cash than at its beginning. This is evidence that they had an
income which they have not consumed-—.¢., that they have saved,
Ex post, thete is ex defimitione equality between savings and
investment.”’ 1

In a later article,® Professor OHLIN® has given
The ex ante important elucidations of his theories. He explains
concepts as  there that his ex ante concepts of savings, investment
schedules.  as well as the other closely related pair of concepts
—viz., demand and supply of credit—are intended
to miean the same thing as demand and supply whedules. * Ex
ante saving >’ means the schedule showing how much people are
willing to save at different hypothetical rates of interest. And
¢ e ante investment ** is the schedule showing how much people
are planning to invest at different interest rates,
However, the rate of interest is not determined
Demand and by the interaction of the curves relating to saving
supply of  and investment; it cannot be explained by demand
eredit and supply of saving. * There is no such market

determine  for savings and no price of savings ™ (page 424).

the rate  But there is a market for credit, and “ the price of
of interest. credit (f.e., the interest rate] is determined by the
supply and demand curves for credit or, which

amounts to the same, for ‘ claims * 7 (pages 423 and 424).

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

U Qhlin, loc. cit., page 69,

s “ Alternative Theories of the Rate of Interest v, Economic fournal,
Vol. 47, 1937, page 423 ef seq,

* It is not quite clear whether his Swedish colleagues all agree on this,

¢ Strictly speaking, there are different markets for different londs
of credit—short-term, long-term, etc. - :
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The two pairs of carves, 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) is not
equal to planned savings (the supply of saving), because * it is
possible to plan to save and to increase the quantity of cash instead
of lending. Also, one can plan to extend new credits in excess
of planned savings if one is willing to reduce one’s own quantity
of cash.”*

Similarly, the demand schedule for credit is 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 .2 :

Obviously, a similar proviso as for * increases ** or * decreases
of cash " held (in other words, for hoarding and dishoarding)
must be made for changes in the quantity of money made by the
banking system ot the Government. An increase in the quantity
of money has the sams effect as a reduction in cash holdings of
some individuals : it increases the supply of credit beyond ex ane
saving. The case of a decrease in the quantity of money is similat,

' Taking everything into account, it would seem
Diagrammatic that Professor OHLIN’s theory can be precisely

excposition, stated in the words of Mr, A, P. LERNER ¢

“ The rate of interest is the price that equates
the supply of ¢ credit *; or saving plur the net increase in the
amount of money in a period, to the demand for * credit °, or
investment p/ur net ‘hoarding” in the period. . . . Thisis

illustrated by [the following] Figure 7.

* Loc, cit., page 425. There are some other possible differences between
supply of credit and zx ante saving. * Besides, one can plan to extend
credit instead of reinvesting ¢ capital made free '—i.e., * 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 investment curve constitutes an element); instead of being added to
the supply of credit,

t Ibid, The latter two iterns could be considered as negative saving
and thus be deducted from the supply curve (curve of ex anfz saving),
instead of being added to the demand curve {curve of ex anfe investment),
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“ 58 is the supply schedule of saving, showing how much
would be saved (measured horizontally) at each rate of interest
{measured vertically). I is the schedule of investment showing
how much would be invested (measured horizontally) at each
rate of interest. These two schedules intersect at P, the
“classical * point of equilibrium, which shows the rate of
interest being determined at that level (AP at which saving
equals investment, both being equal to 0.4. L. s the schedule
showing the amount of net © hoarding * that would take place
at each rate of interest. In the figure, this is shown as a pesitive
amount (7.e., at all the rates of interest considered, there would
be a net balance of * hoarding’ and not a net balance of * dishoard-
ing *) which is greater for lower rates of interest. There is no
reason for expecting ¢ hoarding ’ always to outbalance * dishoard-
ing’ in the economy, and this is taken to be so in the figure
metely 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 atgument in any way,
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“ The M curve shows the increase in the amount of money
in the period and is here shown as a positive amount and
independent of the rate of interest. Both of these conditions
are postulated merely for the purpose of simplifying the diagram.
A decrease in the amount of money could be shown by drawing
the M curve to the Zf# of the vertical axis, signifying a negative
increasc in 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 decrease) the
amount of money. Thus if they increase the amount of money
more {or diminish it by less), the higher is the rate of interest,
then the M curve will slope #pward to the right. But all sach
differences in assumptions would merely complicate the diagram
without affecting our argument in any way.

“The M curve is now added horizontally to the § curve,
giving the total net supply schedule of loans (or credit’)
marked § + M, The L curve is added to the I curve, giving
the total net demand schedule for loans (or ¢ ctedit *) matked
I+ L. The two new curves intersect at P, giving an equi-
librium into which the complications due to © hoarding ” and
to changes in the amount of money appear to have been
incorporated.”!

\ © Alternative Formulations of the Theory of Interest ®, in Economie
Journal, Vol 48, 1938, pages 213 to 215, It is true, Mr. Lerner puts this
account of the matter forward as an interpretation, not of Professor
Ohlin’s thecry, but of * the pesition [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. Leraer merely
does not take cognisance of the ex ante nature of supply and demand
curves of saving in Professor Ohlin’s theory. FHe interprets 5 and I
throughout ex post. Hence, in a second graph (page 216), he draws just
one curve, which is a saving and investment curve at the same time,
whilst Professor Ohlin emphasises that S and J ex anfe are not necessarily
equal, Mr, Lerner probably has been misled by the fact that Professor
Ohtin introduces the interpretation of the ex ante concepts of Sand I in
the schedule sense as an afterthought, as it were, in a reply to a criticism

by Mr. Keynes; in his original articles, be did not make it clear that he
taeant schedules when he spole of ex anfz saving and investment.
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Let us draw 2 few corollaties from Professor Omime’s intet-
pretation of ex ante saving and investment as schedules and their
relation to the demand and supply curves of credit which determine
the rate of interest. Obviously, it is not strictly permissible to
speak in the singular of #he difference between ex ante 5 and I
There is 2 whole schedule of such diffetences, showing what that
difference would be at different hypothetical interest rates. If
Professor OHLIN speaks of the difference, he probably refers to the
equilibrium? point, P, in our diagram.

This point P, in a scnse denotes an ex poss position; for it
determines * the quantity of credit actuslly given ™. At the rate
of interest corresponding to that point, ex ass saving and ex ante
investment need nof be equal. In our figure, ex anfe S exceeds
ex anfe I by GH. This diffetence is equal to the amount of
money hoarded (DF) minus the increase in the amount of money
(DE), GH being equal to EF.?

It should be observed that the diagram does not show savings
and investment ex post; nor does it depict “ the process > set
in motion by the ex ante difference between saving and invest-
ment, which brings about the equality ex poss between saving
and investment,

1 Equilibrium in the sense of immediate market equilibrium. There
need be no equilibrivm in any more ambitious sense.

s My, Lerner says that  this exactly portrays the disturbed state of
mind of people who declare that saving can be greater than investment if
the difference is hoarded ™ {page 215). Mr, Lerner isled to this statement
by his errcnecus and rather naive imputation to other writers of his
own definition (4} of § and I and (b} of hoarding and dishoarding, He
defines § and I throughout as identical and ex post, while in the above
diagram it must be defined 2x anfe (or, as we shall see presently, & la
Robertson). Mr. Lerner's definition of hoarding and dishoarding, which
he shares with Messrs. Keynes, Harrod, Kahn and others, will come up for
discussion in § 3 of this chapter.

» It may be noted once more that these words used by Professor
Ohlin are rather misleading. Strictly speaking, no process is needed,
because S and I sx posf are equal at any moment of time, The word
“ process ™ suggests—erronecusly—that there is 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, actording to the
definition given, they are equal at any moment of time.
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Let us investigate a little mare the foundation
Reélation  of Protessor OHLIN’s theory and draw some further
between  conclusions from it, 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. Lur2z’s contention is
analysis.  right,! that the Swedish ex anfe analysis, if thought
through to its logical end, comes very near to
Professor Roserrson’s period analysis, As Dr. Lurz points out,
i order to make use of the apparatus of demand and supply curves
relating to credit, saving and investment, the period of time
taken into consideration must be very short, at least so short that
there do not occur any revisions of the various plans during the
period.?  After the period has elapsed, people revise their plans
in the light of the experience gained during thie period; in other
words, the curves relating to saving, investment, credit, etc.,
shift to new positions.

‘The choice of the length of the vnit period which suits Professor
OHLIN’s theory is not to be made on the basis of the same principles
as the choice of the length of Professor RoseERTSON’S unit period.?
The latter, Professor RoBERTSON'S “ day ”’, is chosen so as to
make it impossible, in view of the existing habits of payment, that
money received during the day should be spent during the same
day; Professor OmLIN'S unit period rests on the postulate that
plans should temain unchanged during the petiod.

Let us now concentrate on what happens during any unit
period. Professor OurmN draws for the credit market an analogy
with a village market for eggs where people appear with * alter-
native purchases and sales plans > as represented in their demand
and supply curves.t It is not quite clear how far the author
wishes to carry this analogy, but if he carries it sufficiently far
by taking a very short period, his theory really coincides with that

' * The Ontcome of the Sdving-Investment Discussion ", Quarterly
Journal of Economics, Vol. 52, August 1938, page Goq.

1 We abstract from a number of difficulties connected with the over-
lapping of the plans, which is 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. cif., passin.

4 Loc. cif., page 423. :
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of Professor RosErTs0N, for ex ante saving then becomes saving
out of the income received on the day before. - Perhdps he would
not want to go so far, because ex anfe saving would then no longer
be savings out of a future, expected and uncertain income, but
out of an income which has already been received. On the other
hand, the alternative construction presents very serions difficulties.
Clearly, if planned savings were to mean savings out of a future
income, which might not materialise at all, it would not be possible
to say that * the price of 39, bonds—and thus the long-term rate of
interest—is fixed on the bond marketby the demand and supply curves
in the same way as the price of eggs or strawberries on a village
market ' and to explain that planned saviogs constitue a part of
the demand for bonds.?2 How can future savings constitute supply
of credit and affect the bond market befote they ate actually made 23

We conclude that the most reasonable interpretation of Professor
OHLINS concept of ex ante saving is “ saving from disposable

! Loc cit.,, page 424.

* This is said very clearly, although not with these words, op. cit.,

page 4z5. * Will not the planned supply of credit {= demand for bonds]
be equal to the planned savings 7 . . . No, not quite.” And then
follow the qualifications about hoarding, dishoarding, ete., which have
been mentioned above, page 184.

* An excess of ex anle saving over gx anfe investment, we have seen,
leads to a deficiency of demand for consumers’ goods and causes losses
to the retailers. This is one of the * processes ™ which bring about
equality between 5 and I ex post. Clearly, if this construction is to make
sense, ex anle saving cannot be interpreted as saving cut of a future income,
That counld not affect retail sales now. To be sure, expectations about
future income may affect present saving as a motive. But so will expecta-
tions about 2 hundred other things, and the manner in which, and extent
to which, they affect the present situation is by mo means uniquely
determined.

These considerations illustrate a basic difficulty of ‘rhe whole ex ante
{expectation} analysis : How can mere plans about the future influence the
present siteation 2 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 in need of a behaviouristic
re-interpretation ? As Professor Robertson puts it :; “ Changes in
< -nesses * [he is 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 ta
lie in bed-—it may rather indicate an increased determination not to
indulge in that propensity ! ™ (Economic Jouwrnal, September, 1938,
page 555.)
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income ., This conclusion is fortified by the fact {(stressed by
Dr. Lurz) that an excess of investment over saving has the same
consequences in Professor OmRLIN'S scheme as in Professor
RoserTson’s : in both cases, it has a stimulating effect and is
a characteristic of an expansion of business (prosperity phase of
the cycle).

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

In so far and inasmuch as the actions of the

How ¢an  individuals are determined by, and foreshadowed
alfernative in, the wvarious schedules, everything happens
prrchase and according to a plan—viz., to that one of the * alter-
sale” plans be native plans ” of the various individuals which
disappointed ¢ corresponds to the interest rate emerging as the
actual market rate, Since Professor OmLiN identi-

fied the ex anfe magnitudes with the alternative plans embodied in,
ot represented by, these schedules, it is difficult to see how he can
speak of people’s being disappointed by events going contrary to
their plans. Itissaid, forinstance, that retailers may find themselves
with greater stocks than they expected (unintentional investment); ox
with lower receipts than they anticipated (unintentional dissaving).
Are their actions leading to these results—viz,, either leaving the
sale price unchanged (which entails the accamulation of stocks) ot
reducing the price (which entails losses and a reduction in saving)—
not predetermined in their supply schedule ?  Everything happens
according to the various schedules, and if all the possible plans of
which Professor OHLN speaks ate embodied in these schedules,
there can be no upsetting of the plans and no disappointment,

There are various ways out of this dilemma. The best, which
rescues a maximum of Professor OHLIN’s theoretical edifice

1 These difficulties have been clearly noticed by W, Fellner, “ Savings,
Investment, and the Problem of Neutral Money *, in Review of Economic
Statistics, Vol. 20, November 1938, page 188, Cf. also the criticism of
the ex anfe concept by Professor H. Neisser in Studies in Income and
Wealth, vol. 1T, New York, 1038, page 172 ¢t seq.
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appears to be the abandonment of the identification of the gx anfe
concepts with the schedules mentioned. In other words, the
plans which may be upset and the expectation which may be
disappointed should be distinguished from what Professor OHLIN
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 lfess
copsciously) alternative plans of action with respect to sales,
purchases, savings, investment, borrowing, lending, etc., under
different hypothetical prices, interest rates, etc., reptesented by
various schedules. Nevertheless, he has probably been expecting
for some time, mote or less confidently, that one of these various
possible situations would actually arise, ot that the occurrence
of some was mote probable than of others, Moreover, he is
likely to have acted in the past on the expectation that some things
are more likely to happen than others : he has laid in stock or
placed orders for the delivery of goods in the expectation that
demand for, and the price of, his product will stand at a certain
level; he has started certain constructions (investment} in the
expectation that the situation in the Joan market would enable
him to borrow at a certain interest rate, etc. Hence the realisation
of some of the situations foreshadowed in the instantaneous
schedules of alternative actions will be in accordance with the long
(or longer) range plans; the realisation of others will upset them,
But events ate still running accotding to schedule—that is, accord-
ing to the instantaneous or short-run schedules.

t There remain unanswered, of course, 4 number of questions—philoso-
phical questions, we may perhaps say—about the precise nature of the
instantaneous curves. Is it justifiable to characterise a demand curve,
as Professor Ohlin does, as a series of alternative plans ? This language
suggests that the various, strictly infinite, alternatives are thought out
in advance in the mind of the individuals. A more behaviouristic
interpretation may be better, because it 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,
it remains true that the plans which are upset must be kept apart from
the * plans ” or decisions represented in the instantaneouns curves,
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Mr. Hawrrey’s distinction between * designed
Mr. Hawtrey's or < active ” and * undesigned ” or * passive »
designed and investment is very similar to Professor OmLIN’S
wndesigned  ex ante and ex pest investment. Mr. Hawrrey
investment.  trefrains, however, from interpreting designed invest-
ment as schedules and thus avoids obscurities
from which Professor CHLIN'S treatment suffers. The sum of
designed and undesigned investment is total investment, which
is defined as the “ increment of unconsumed wealth * and is also
called “ saving . (There is no distinction between * active
and “ passive ” saving in Mr. HAWTREY’s scheme.,} Designed
investment is defined as the voluntary acquisition of items of
unconsumed wealth in the expectation that they will be remunera-
tive; this is what Professor Onrmw calls “ ex awfe investment ».
Undesigned investment is defined as an * increment of unconsumed
wealth, which is not acquired voluntarily in the expectation of its
being remunerative; this will be an involuntary accumulation
of unsold goods ”—Professor OxLI’s unexpected investment.l
“ Passive investment ” may be a negative quantity; that is to say,
active investment may exceed saving, and the excess will be
represented by an undesigned disinvestment or decrement of
stocks of unseld goods. Thus active investment and saving
{= net total investment) may be unequal. If they are, the resulting
undesigned increment or decrement of unsold goods will be a
saurce of disequilibrium, leading to a decrease or an increase in
productive activity and possibly also in the price level.?

' It is not quite clear whether * nndesigned investment ” is identified
with “ an Involuntary accumulation of unsold goods ™ or whether the
latter is 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 anfe and ex post
investment.

' Capital and Employment, London, 1937, pages 176 and Iy7. See
aiso Ecomomic Journal, 1937, page 439, where Mr. Hawtrey discusses the
relation between his and Ohlin's concepts. The distinction between
ex anle and ex post, designed and undesigned, S and I has been clearly
anticipated in Professor Robertson’s Banking Policy and the Price Level.
His “ spontaneous lacking * corresponds clearly to ex antz or designed
investment and his * induced lacking * to undesigned investment, which
is the difference between ex anie and ex posi investment. (This was
pointed 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 necessary to distinguish between saving and invest-
inpestment ment. We have seen that the formal definitions
in which he gives on page 63 of his Geweral Theory are
Mr. Keynes” such that, for society as a whole, § and I are not
systerr. only equal, but identical; viz., the value of un-
consumed output. If that definition were strictly
adhered to, § and I would be synonymous symbols, they could be
used interchangeably and there would be no necessity—in fact
it would be rather misleading—to retain both expressions.
Now this is not Mr. Kevnes’ practice. He uses both terms,
deliberately and not for purely stylistic reasons. Moreover, he
points out that the acts of saving and of investment are usually
petformed independently by different people.? He insists that a
process is required to make 5 and I equal, and sees the  initial
novelty ™ of his theory in his * maintaining that it is not the rate
of interest, but the level of incomes, which ensures equality
between saving and investment 7.2

v General Theory, pages 20 and 21, 210.

® Economic jowrnal, Vol, 47, 1937, page 250. It is misleading to say
that income must change, in order to ensure the equality of S and 1.
Whatever the level of income may be, 5 and J must be equal, because
they are made so by definition. The change of level of income comes
in as a condition only because Mr. Keynes takes the ' multiplier '—
‘the marginal propensity to consume '’ (compare § 4 bslow for a
definition of these concepts)—as a constant quantity. He assumes that
there is a certain relationship between a (small} increase in investment
and in income, Suppose, for example, the multiplier is 3 (in other
words, the marginal propensity to consume is 2f3)—that is, to any small
increment in f, corresponds an increment in ¥ three times as great. If
that assumption is to be borne out by the facts, we must find that,
whenever a change in 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, inde-
pendent of the nature of the changein I and the surrounding conditions.
{This, Mr. Keynes himself has recognised.} Hence, if in a conerete 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 is impossible,
becanse § is not equal to I, or * S can now not be equal to I ’, but we
shall say the multiplier (marginal propensity to consume} was different
from what we expected. .

The same in slightly different formulatxon H we assume (expect)
something about the magnitude of the multiplier, we implicitly assume
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He expressly rejects Mr. HAwrreY’S comment that § and I “.are
two different names for the same thing *’ and * that, in any sentence
in which the word °investment’ occurs, the word *saving’
could be substituted for it without any change in the meaning >.}

The explanation given of the paradox that the two things,
although identically defined, are not quite the same is this:
S and I are different aspects of the same thing, They “ are neces-
satily equal in 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 identical terms,
and that the laws of supply and demand are meaningless.”?

The total purchases of a commodity must be identical with the
total sales of that commodity, but an individual’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 investment, if we employ Mr. KEYNES' definitions; but an
individual’s savings need not be equal to his investment. It may
be useful to retain the two sepatate terms “ saving ** and * invest-
ment ”, since, even with Mr. Keynes® definitions, they are not
necessarily equal when reference is made to an individual.

There is a second reason for the retention of the two terms.
Although the total puzchases of a commodity are equal to the

{expect) something about the change in income subsequent to a change,
say an increase, in investment. Income must change, not because it is
necessaty to ensure the equality between S and I, but because we have
assumed it by assuming the multiplier,

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 between conceptually
independent magnitudes. Tn other words : the impression is created
that a statement is made about an alleged regularity in the real world,
whilst in reality a rule is given for the consistent application of the terms,
On the relationship between * multipiier * and * marginal propensity
to consume’ in Mr. Keynes’ system, compare § 4 below and G. Haberler :
* Mr. Keynes' Theory of the Multiplier ’, in Zedlscheift fir Nationaldko-
womis, Vol. 7, 1936, pages 299 &f séq. On the logical and methodological
principles involved, see T. W. Huichinson ; The Siguificance and Baszc
Postulates of me}mw Theory, London 1938, passim.”

v Ibid., page 249.

* Ibid, Cf. also General Theory, Chapter 7.

[
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total sales of that commodity, the motives of purchasers differ
from those of sellers. In the samie 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 is desired to emvhasise the
motives of savers,!

53. HOARDING, LIQUIDITY PREFEREWMCE AND T[HE RATE
OF INTEREST

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

For a long time, the theory of interest has had

The * pare ” two distinct branches or stages. There is (2) the
theory  “pure” theory of interest in essentially non-

of interest, monetary terms explaining the rate of interest as
the price of capital, determined by the marginal

productivity of capital in a technological sense and by certain
psychological factors (time-preference) influencing the relative
utgency of present and future needs; Professor MArcGET® calls
these doctrines “ real capital theories 7. (That some wrtiters,
chiefly the followers of Bohm-Bawerk, go on to interpret marginal
productivity of capital in terms of a lengthening or shortening
of the period of production, whilst other writers object to that
interpretation, has been mentioned on an earlier occasion.)?

¢ Further elaborations will be found in G. Haberler ; * National Income,
Savings and Investment V, in Studies in Income and Wealth, Vol. II,
publisted by the National Bureau of Economic Research, New York,
1938,

% In a series of (unpublished) lectures delivered at the London Scheol
of Economies, 1633, and in an unpublished paper submitted to the Ame-
rican Economic Association at its meeting in Atlantic City, December
1937. The history of the two gronps of theories and of the attempts
at bridging the gap between them will be traced in Professor Marget's
forthcoming Vol. IT of his Theory of Prices.

» See footnote * on page 40 above,



196 Apnalysis of Theories . Part I

We have (§) a monetary theory of the rate of
The © loanable- interest which runs in terms of demand for and
Jund 7 theory supply“loanable funds or credit or claims. Elabo-
of inferest. 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 is given of the mechanism by which, and the
routes through which, pecuniary surface forces realise or falsify
the fundamental relationship postulated by the “ pute ” theory of
interest. One may very well hold that this integration has not
been satisfactorily achieved, but one cannot say in 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 in
the first edition of this book; it is the theory expounded by
Professor OmriN, as reviewed above in § 2 of this chapter (page 183).
It is, as Profcssor ROBERTSON puts it, 2 common-sense account
of events ” which attempts to give “ precision to the ordinary
view enshrined in such well-known studies of the capital and credit
market as those of Lavington? and Hawrrey, as well as in 2
thousand newspaper. a.rucles "2

This “ common-sense > explanation of the rate of interest,
and the more elaborate theoty behind it, has been criticised by
Mz, Keynes and other writers. He has replaced it by a purely
monetary theory, in which the rate of interest is completely
divorced from the demand and supply of saving and explained
instead by means of the “ liquidity preference schedule ” and the
quantity of money.®
U The English Capital Mavket, London, 1921 (3rd ed., 1934).

t Economic Jowrnal, Vol. 47, page 428.

* Professor J. R. Hicks, too, in his book Value and C apital {which
appeared—QOuxiford, rozo—when this edition was already in print)
distinguishes between * real capital ” theories of interest and * loanable
funds * theories (page 153). He calls this a * sericus division of opinion
which marks a “ real dispute . *“ But the real dispute has lately been
complicated 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. Kevnes’
Mr. Keynes’ theory, we may clear the ground by reviewing the
eriticism of the reasons, given by Mr. KeyNEes and his followers, for
“ elassical ™ rejecting -the traditional theory of the rate of
theory  interest. '
of insterest.  The greater part of Mr. KEYNES® criticism in
the chapter on ““ The Classical Theory of Interest *'*
is directed against what we have termed above the “ pure theory
of interest ”> and, more particularly, against that version which
esplains the rate of interest by the interaction of demand and
supply of saving or capital. Mr. KryNES points out that there is
no “ material difference ” between “ the demand curve [for capital]
contemplated by some of the classical writers ”” and his * schedule
of the marginal efficiency of capital or investment demand-
schedule 2  Againstthis demand cutve, some classical writers seta
supply curve of capital—that is, a curve showing how much saving
(or capital) would be supplied at different hypothetical interest
rates. ‘The intersection of the two curves then determines simul-
taneously the rate of interest and the amount saved and invested.
Criticising this scheme, Mr. Keynes rightly points out that the
amount saved depends, not only on the rate of interest, but also
on the level of income. In fact, most writers agree conceming
the manner in which the rate of saving depends on the level of
income : the higher the income level of an individual, the higher
tends to be the amount saved.? It is not so clear, on the other
hand, how a rise in interest rates will affect the rate of saving.t

Y Cf. Geneval Theory, Chapter 14, pages 175 to 193,

t Loc cif,, page 178.

* In some contexts, Mr. Keynes and many other writers make a
stronger assumption : they assume that when incomes rise, not only the
absoltie amount of saving rises, but also the propoviion of income saved
goes up. This is, for instance, implied 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 pointed out that some pecple may save less
at a higher than at a lower interest rate, although it 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
fo consyme the first-mentioned relationship—wviz., that between
in the  the amount of saving and the level of income. If
short-rup.  we say that there is widespread agreement among
economists to the effect that the amount of saving
is positively correlated to the level of income, that refers to
individuals—not neccessarily to socicty as a whole, because of
possible changes in the distribution of income—and under settled
conditions. Especially in the case of rapid changes, the rate of
change of income and recent fluctuations of the income level
undoubtedly play an important réle. If, for example, the income
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 rdle and these
expectations will be profoundly influenced by the history of recent
flactuations. ? '
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 stepin Mr. KEYNES
criticism follows conclusively : the demand and

' These remarks are by no meaps intended to be exhaustive. The
problem could be settled only by extensive empirical studies. Some
further observations will be found in Chapter 10, § 6, below. Here the
aim is to caution the reader against accepling too easily the view now
prevalent that the positive correlation between income and the amount
of saving can be taken as a secure basis of further deductions for the
purpose of explaining the business cyele as well as for long-run tendencies.

2 It would be casy to construct a three-dimensional diagram exhibiting
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. Keynes has not included in his theoretical scheme {although he
has made some slight allusions to it) the obvious fact that investment
{demand for capital), mnst be assumed ta depend, not only on the rate of
interest, but also on the level of income.

Mr. J. R. Hicks and Mr. O. Lange, in 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 is
to say, the investment demand curve shifts upward, income will, in
general, rise and the supply cutve of saving will shift too. Like-
wise, a shift in the latter will make the demand curve shift,

‘To sum up ; the main defect of the * classical ” theory of interest,
according to Mr. KEynEs, is that it treats Income as a given
magnitude, as a determinant of the system and niot as a variable,

If this criticism is valid as regards the static or equilibrium
theory of interest,! it 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 income
depending upon the shifts in the investment-demand and saving-
supply curve is not neglected; for a continuous and sustained
change in income is an essential feature of the Wicksellian cumu-
lative process. A rise in income is characteristic of an expansion
process; 2 fall of income, of a contraction process. Moreover,
this theory allows for the purely monetary influences on the rate
of interest; indeed, these influences operating on the actual market
rate of interest are, as we have seen in Chapter 3, the very essence
of the theory.®

What, then, are Mr. Keynes® objections against the theory which
conceives 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 ”,in 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 leve] of income. That amounts to introducing
into the system the acceleration principle which is a dynamic relationship
{in a sense which will be discussed in § 6 of this chapter).

' Whether this theory, in spite of its admitted shortcomings, has not
its merits, in relation fo long-period equilibrinm or as an ideal case realis-
able under certain special assumptions or as a purely theoretical standard
of reference, we need not discuss in this connection, becanse we are here
concerned more with the short-run (monetary) variety of interest theory
which is used in business-cycle analysis.

# Mr, Keynes accuses the “ orthodox ” theory of having overlooked
these monetary influences; hence he musf have the “ pure ™ theory of
interest in mind. Cf. his ** The Theory of Interest » in Lessons of Mone-
tary Experience, New York, 1937, page I147.
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We are not here concerned with the concept of

Criticism of the “* natural ” or “ equilibrium ** rate of interest (as

the monetary discussed in Chapter 3), but with the undertlying

theory  explanation of the market rate by means of demand

of interest, and supply curves of credit, as developed in

Chapter 3, and more fully in § 2 of this chapter in

elaboration of Professor OnLinN’s theory. We recall that demand

for and supply of credit is' not the same thing as demand for and

supply of {(ex anfe) saving, but that the curves relating to the .
latter form a part of the curves relating to credit.

Objections are raised against that theory on the ground of its
implying (a) that * saving is not necessarily equal to investment ”,
(&) that  the amount of money hoarded is not necessarily equal to
the increase in the amount of money .}

‘The first of these two difficulties has already been discussed in
§ 2 of this chapter; it would appeat to arise from the various
possible meanings which may be attached to the terms “ saving
and “ investment *, If these terms are defined in the maaner
proposed by Professor RoBerTson, the difficulty would seem to
disappear, and Profesor OHLIN'S analysis, if cartied to its logical
conclusion, gives the same result.

The second difficulty, conceming the term

The concept “ hoarding ™, requires careful consideration, because

of it has been an important source of confusion and
* boarding . misunderstanding in recent years.

The term “ hoarding ”” is alien to Mr, KeyNgs'
tesminological system. It is used only when reference is made to
theories of other writers. In such cases, however, it would seem
that the term is used in two distinct senses, and the sense which,
in most cases, is applied and atiributed to other writers would seem
to differ from the meaning attributed to it explicitly or implicitly
by those writers themselves. '

According to this definition, “ net new hoarding ** {in the sense
of the amount hoarded; that is, of the result of this activity,
*“ hoarding ”, during a certain period) is the same thing as the

1 A, P.Lerner: ¥ Alternative Formulations of the Theory of Interest »,
in the Economic Journal, Vol. 48, June 1938, page 215
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inctease in the quantity of money during that period. Far, if an
individual’s net hoarding in any period of time is defined as the
addition which he makes to his holding of money during that
period, the net hoarding of the whole community must be equal to
the net increase in the amount of money in cxistence. “Dishoard-
ing 7 (in the sense of the amount dishoarded} is 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 in existence at any moment of time
is held by somebody—if it were not * held *> by somebody (if,
for exampile, it had been lost), it would rot be counted as being in
existence—ail the money is always hoarded.

In 2 few cases, however, another definition is given of hoarding—
viz. : “ the quantity of money m#nus what is required to satisfy the
transaction-motive "—in other words, idle or inactive money,
including notes, coins and deposits or whatever is regarded as
money. Net hoarding or dishoarding during a given period
means, then, an increase ot dectease of idle balances. This
definition would seem to be roughly equivalent to the general
meaning of the term.? On some occasions, however, the two
concepts arc used interchangeably although what holds true of
one of these concepts need not and will not be true of the other.  In
patticulat, 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, is cotrect only if hoarding is defined in the wider {unusual)
sense. I it is defined as an accumulation of #d% balances, the
public can hoard without any help from the banks. Ewven if the

t Genegral Theory, page 174.

1 As is usual with economic terms, there are points of detail where
the general nsage is not unambiguous, They will be discussed presently.

» This argument has been frequently expressed in recent years. See,
for instance,  J. M. Keynes, General Theovy, page 174, and Economic
Journal, 1037, pages 250-251 ; A, P. Lerner, ©“ Mr. Keynes’ General
Theory of Employment, Interest and Money * (Inigrmational Labour
Review, Vol. 34, October 1936, page 435 : R. E. Harrod, Zzilschrift
far Nationalikonomie 1937, page 494. R. F. Kahn, Economic Journal,
Vol. 47, 1937, page 671. :
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quantity of money is kept constant, the amount of i balances
can be increased by the public at the expense of active balances.

It is desirable, therefore, to define more precisely the meaning
of the term and to state some of its implications and corollaries.

The concept of ‘' idle balances” presupposes the

The concept assumption of some sort of an average or normal

of “idle  rate of tumover or velocity of circulation. For, in

balances V. order to make the concept precise, it must be speci-

fied how long a balance is to remain idle, so that

it should be regarded as falling under the category of “idle

balances . Overnight, all balances are idle, and over a sufficiently

long period, all may have been active, in the sense of having been
turned over. _ '

People sometimes separate the balances which they keep * idle **
from those which they “ use , by putting the former on savings
or time accounts while keeping the latter on checking accounts,
But such is not always the case and, if it is not, one cannot ascertain
whether an individual or society as a whole has hoarded or not by
compating the amount of money held (by the individual or by all
individuals) at different points of time. We may express this by
saying that hoarding has a time dimension.

Hoarding and dishoardiog thus means or implies

Hoarding  a decrease or increase in the velocity of circulation

and the  of money 1/, or an inctrease or decrease in the reci-
velocity of procal of T/ —that is to say, in the Marshallian?® &.
civeulation Should we then say that “hoarding ” (* dishoard-
of money. ing ») and * decrease (increase) of 17 are synony-
mous terms > Thisisa terminological question which

it is difficult to answer definitely on the basis of the general usage of
the terms involved. Let us briefly and roughly consider the main
forces responsible for changes in 17 (interpreting it, for the moment,

! Ttis hoped that further defails lying behind the concept of “ velocity
may remain undiscussed—viz. the fact that we have, strictly speaking,
todistinguish between a “transaction-velocity , an “income-velocity " and
some other varieties, and correspondingly between a “ transaction-k ",
an “ income-% *, etc., the formal nature of the relation between V
and k—viz., that of reciprocity---remaining in all cases the same. On
this, compare the literature quoted above, Chapter 3, § 6, page 62.
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as “ transaction velocity ). 177 will change () if the habits of
payment {¢.g., the income period) change, (#) if, with stable habits
of payment, some money is “ withheld from citculation ”, or (¢) if
money flows into spheres (say agriculture) or regions! whete its
velocity of circulation is smaller than in those spheres or countties
whence it came.

Some writers may prefer to reserve the term * hoarding ” for
such changes in 17 as are due to the factor (#), (ot, perhaps, to (2)
and (£)); they would then have to say that 1 is also subject to
changes for reasons other than hoarding. To confine the term
* hoarding ”* to phenomenon (%) would seem to correspond best to
the definition of hoarding as the accumulation of idle deposits (unless
the term “ idle deposit™ is given a rather wide meaning.) Suppose,
for instance, that habits of payment so change that certain incomes
which have been, so far, paid out in weekly instalments are, from
now on, distributed in monthly payments. Assuming that before
and after the change in the length of the income period has occurred,
all money received is spent gradually during the respective income
period, then the velocity of money is decreased, the money rests, on
the average, longer in the pocket (or on the account) of the income
receiver. Nevertheless, such deposits would presumably still be
regarded as active, and not as idle, deposits.

The whole matter is, however, one of convenience and custom :
one might just as well say that the deposits in question have become
less active (that is, 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 it to call attention to the various possibilities.

From the point of view of the feasibility of statistical measure-
ment, the definition ‘of hoarding as equivalent to a change in 17
seems to be more convenient, because an actual separation of the
influence on 17 of the three factors mentioned above will, in
most cases, prove to be impossible.

1 This has been {requently mentioned in connection with international
flows of funds, Cf., for example, J. Viner : Studies in the Theory of
Intzrmational Tyade, Chapters VI and VII, passim.
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One mote word on the definition and measure-

- ment of hoarding by an individual (person, house-
I?ﬁﬂ;,?m ;f hold, firm) may be in order. We shall say that an
0araE 2V individual has hoarded (dishoarded} if the fraction

an individual. . .
income (or transaction)

- decreases (increases). It
average cash holding

will be observed that this expression is the reciprocal of the
Marshallian £1 Hence, if an individual’s volume of transactions
of income rises (falls) and his average cash holding rises (falls) in
proportion, the individual neither hoards nor dishoards. If, for
instance, somebody’s monthly income used to be 8200, was
received on the first of each month and spent evenly during the
month, and if the income now rises to $40c, which is again received
on the first of each month and spent evenly duting the month,
the average cash holding per day has become twice as high as
before; but no hoarding has occurred. The same is true if income
and average cash holding fall pari passw. It is, of course, possible
for a decrease in income to induce a person to dishoard—that is,
to. reduce his expenditure by less than his income and to deplete
available cash resources. But looking at the average cash balance
alone, we cannot tell whether hoarding or dishoarding has
occurred or not.  This point is frequently overlooked.?

! % nsually refers to income ; it is then the reciprocal of income velocity.
Buat there is, as was pointed out above, a * transaction-# ». It will be
observed that it does not matter whether we express the magnitudes
involved {income, volume of transaction, average cash holding) in mone-
tary or in “ real * terms {e.g., in wheat, as Professor Pigou, following
Marshall, does), becanse the denominator and numerator of the fraction
would have to be deflated by the same index number, if we changed from
‘one sumdraire to another.

* If we adopt this definition in respect to individual hoarding, and if
we agree that any hoarding by society as a whole must be allocated to
certain individuals, we have implicitly answered the terminological
questions raised above as to the relation between the ** hoarding * and
* velocity ' concepts. Suppose there is no change in the habits 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 % is retatively small) decreases, while the income of people who
hold a large propoertion of their income in money (whose k is great)
increases, velocity of circulation decreases for society, whilst nobody
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Finally, it should be observed that the total amount which an
individual or a firm is able to hoard during a given period is by no
means always limited by the income received 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 is hoarded and, instead,
to speak oanly of the hoarding of money. But whether this
terminological rule is observed or not, it should be clear that an
individual {firm) may hoard, besides money income, all the money
received from regular sales. We then speak of the hoarding of
amortisation quotas and of working capital. In addition an indi.
vidual may sell any asset in his possession and hoard the proceeds-
Or he may borrow (sell claims) and hoard the proceeds of the loan.?

We can pass now to Mr. Keynes® theory of the rate of interest
and investigate whether or not it is compatible with the traditional
views. :

Mr. Kev~es holds that the rate of interest,
The definition contrary to the traditional view, according to which
of the rate of it is * the reward of not spending ” (on consump-
inferest.  tion), is “ the reward of not hoarding .2 * the
reward for parting with liquidity for a specified
period .2 It *is a measure of the unwillingness of those who
possess ‘money to part with their liquid control over it. The
rate of interest is not the © price * which brings into equilibrium
the demand for resources to invest with the readiniess to abstain
from present consumption. It is the price’ which equilibrates
the desire to hold wealth in the form of cash with the available
quantity of cash.”™

need have hoarded, on our definition, ‘This would, for example, be the
case if demand for agricultural products increases (assuming that the
farmer’s k is greater than the industrialist’s &).

* Mr. Keynes is, of course, quite right in saying that ** the decision to
hoard is 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.

v Tbid., page 167. Precxsely the same definition has been given by
Professor Albert Hahn in his Volkswirtschajilicke Theore des Bankhredits,
Tibingen, 1920,

+ I'bid., page 167.
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However, as Professor RosERTSON! and others have pointed
out, one alternativé would not seem to exclude the other ; the rate
of interest may well be regarded as a reward both for not-con-
suming and for not-hoarding. In arder to earn interest, one must
normally refrain not only from keeping money idle (from hoarding
it}, but also from spending it for consumption. But the first
(Mr. KeynEs') condition is, pethaps, less essential than the second.
As everybody knows, banks sometimes pay interest on demand
deposits. If, then, hoarding takes the form of keeping idle
deposits {rather than potes or coins), it does not preclude their
earning interest on the amount hoarded, and the rate of interest
cannot be said to be the reward for sos-hoarding, Itis true that the
rate of interest on demand deposits is usually lower than the rate
on time deposits or the bond rate. But this is not necessarily so;
we can easily conceive of a situation where we have the same
rate for all kinds of assets, and thete have been instances when
short-term rates of interest have been higher than long-tesm
rates. Hence, the deposit rate (reward for hoarding) may be highet
then, for instance, the bond rate (reward for parting with Equidity).

About the definition of the rate of interest, there is no teal
difference of opinion, Everybody means the same by “ rate of
interest ** (at least, by the “ explicit *’ rate of interest)—viz., * the
price of debt " or of a loan which is evidently the same as z debt.?
Disagreemnent arises only when it comes to explaining the factors
which determine the level of and fluctuations in the rate of interest.

v Economic Jowrnal, 1937, page 431. “ The fact that the rate of
interest measures the marginal convenience of holding idle money need
not prevent it from meaguring alse the marginal inconvenience of abstain-
ing frcm consumption, Decumulation, as well as keeping-hoarded, is an
alternative to keeping invested.”

+ Keynes : General Theory, page 173, bottom,

* Everybody means by * the rate of interest " the rate of interest
a1 money loans—money loans of different duration, security, etc. By a
mouney loan, we mean a loan which is expressed in terms of money.
Interest and principal could be expressed in terms of other things than
money. But even if they are expressed in money, the toan need not be
paid out or repaid in money {cash). It may bé given and repaid in kind
and still be a money loan. Hénce, what is needed Is a numéraire and
not actual money of exchange.
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How does Mr. KeynEes™ theory in this respect .

Liguidity  differ from the traditional views? According to
preference Mr. Kevynes, the rate of interest is 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 is taken as
fixed by the monetary authoritics, or the banking system, according
to some principles of monetary policy. It may conceivably be.a
function of the rate of interest—that is, the banks may, for example,
pursue the policy of expanding the supply when the rate of interest
rises. But, usually, this is 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 ” is frequently used in the
financial literatute on the ©“ money » market.
It is not so easy to interpret the term * liquidity preference ™.t
“ The subject is substantially the same as that which has been
sometimes discussed under the heading ‘ Demand for Money *.”2
Hence we may formulate : the rate of intetest is 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 counter to many well-established doctrines, This impres-
sion is strengthened by Mr. KEYNES' apparent denials that aa
increase in the rate of saving, ceferis partbur, 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 optimism tends,
ceteris paribus, to raise the rate of interest He seems to imply,
furthermore, that any increase in the quantity of money, ceferis
paribus, tends to depress the interest rate (at least in the first
instance, notwithstanding indirect and psychological repercussions).

+ On the various meanings with which it is used by Mr, Keynes in dif-
ferent places in his writings, compare, especially, Max Millikan : * Ligui-
dity-Preference Theory of Interest ¥, in Amervican Ecomomic Review,
Vol 28, June 1938, pages 247 &f sey.

* (zemeval Theory, page 194.

» Ihid,, pages 140, 105, 184 and 185.

’%
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A more carcful analysis of what is meant by “ liquidity prefer-
ence ” ot * demand of money ” will show, however, that the real
difference between Mr. Keynrs® theory and the theory which
explains the rate of interest and its daily fluctuations by the inter-
action of demand for and supply of credit or loans (not saving)
is not so great as may at first sight appear. A fundamental
disagreement seems to arise, mainly because hidden assumptions
ate ovetlooked, especially those which are covered by the ceteris-
paribas clause.  The * other things > which are assumed to remain
unchanged are not the same for all writers. Hence their disagree-
ment is frequently due to their failure 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 : (i) the transactions-motive, (7}
motives  ‘the precautionary-motive and (#) the speculative-

Jfor bolding motive, The transactions-motive is defined as

mongy.  * the need of cash for the current transactions of
personal and business exchanges ! and is split up
into the * income-motive and business-motive .2 “ One reason
for holding money is to bridge the interval between the receipt
of income and its disbutsement . . . and, similarly, the
interval between the time of incurring business costs and that of
the receipt of sales proceeds. ”® In other wotds, a certain
amount of money is required to *“ handle ” a certain income and a
certain volume of transactions. How much mopey is needed
depends on the velocity of circulation of money and is determined
by the habits of payment and other factors which have been touched
upon in ah earlier chapter, where references to the relevant literature
are to be found.?

The precautionary-motive is described as the desire to hold

cash “ to provide for contingencies requiring sudden expenditures

v General Theory, page I790.

1 Ibid., page 195.

' Compare footnote * on page 59 (Chapter 3, § 6). The locus classicus
of the discussion of these problems is Professor Marget's Theory of Prices,
New York, 1938.



Chap. 8 Reeent Discussions on the Trade Cyele 209

and for unforeseen opportunities of advantageous purchases .2
Mz, 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 in 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 bring forth .2 If, for
instance, one expects the price of debt (¢.g., of bonds) to go down—
that is, the rate of interest to rise—one will try to change from debt
to money, to sell bonds and hold money. Mr. Krynes 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 interest—i.e., there is a
continuous curve relating to changes in the demand for money to
satisfy the speculative-motive and changes in the rate of interest as
given by changes in the price of bonds and debts of vatious
maturities »°.3

Mr. Keynes believes, furthermore, that it is
Hoarding and roughly true that the total amount of money, M,
the rate of can be divided into two pasts, M, and M, of which
inferest,  the first part, M, is held to satisfy the transactions-
and precautionary-tnotives and the second part,
M,, to satisfy the speculative-motive,* M, may thus be called
active or circulating money, whilst M, is hoarded or idle or
inactive money. M, varies with the level of income or, rather,
with the volume of transactions, M, depends on the interest
rate in such wise that it tises when the intetest rate falls and falls
when the interest rate rises.

This would seem to be the most important new relationship

introduced by Mr. KEYNES; new, not in the sense that it has never

t (GGeneval Theory, page 196,

* Jbid., page 170. '

x Tbid., page 197.

' Ihd., page 199. Mr. Keynes realises that this is not quite correct,
because * the amount of cash which an individual decides to hold to
satisfy the fransactions- . . ., and precantionary-motive is not
entirely independent of what he is holding to satisfy the speculative
motive . '
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been suggested in the literature, but in the sense that it has never
been carried through consistently, 'We may formulate this theorem
also by saying that hoarding tends to be stimulated by a fall,
and checked by a rise, ip interest rates. Hoarding becomes cheaper
when interest rates fall, and costly when they rise. In still other
words, we may say that the velocity of circulation of money! is
positively correlated to the rate of interest.?

It will be convenient in the following analysis to distinguish
sharply between liquidity preference in the wider sense and in the
narrower sense. By the former, we mean the demand for moncy
for all purposes, inclusive of the transaction purpose (M, + M,);
by the latter, demand for idle balances, M,, alone. The narrower
definition corresponds bettet to the everyday meaning of the term
“ liquidity preference ”. We shall therefore call it “ liquidity
preference proper . If somebody sells an asset against money
and keeps the proceeds idle or if he refrains from spending all
his money receipts as usual, we may describe that as an increase in
his liquidity 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’
terminology as a zise in liquidity preference in the wider sense:
mote money is held for transaction purposes.?

! We think of the velocity of M, whilst Mr. Keynes {General Theory,
page 2071) speaks of the velocity of M, alone. Mr. Keynes speaks further-
more of income velocity rather than of transactions velocity,

* A very instructive mathematical and diagrammatic exposition of
these relationships and of Mr. Keynes' General Theory, in fofo, has been
given by Dr. Hicks : * Mr. Keynes and the Classics ', Econometrica, April
1937, and by 0. Lange : * The Rate of Interest and the Optimum
Propensity to Comsume ", in Econowmica, February 1938, pages 12 &
seq. Of the latter, Mr, Keynes says that it “ follows very closely and
accurately [his] line of thought ™. (Economic Jowrnal, Vol. 48, June 1938,
page 32r.)

* Mr, Keynes himself states his theory sometimes in terms of liquidity
preference in the wider sense and sometimes in terms of liquidity prefer-
ence proper. An example of the latter will be found in Economic Journal,
1937, page z50. * If we mean by ‘ hoarding ’ the holding of idle 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 appeat to be in accord with everyday
language.

Let us now consider how fat Mr. Kevnes® liquidity-preference
theory and the traditional demand-for-and-supply-of-loanable-funds -
theory of interest are really at variance.

Take, first, an increase of the demand for capital —

How a rise in that is, in Mr, Keynes® terminology, an upward

investment  shift of the schedule of the marginal efficiency of

demand  capital, which is characteristic of the prosperity

influences the phase of the business cycle. Suppose an Increase

inferest rafe. in 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 is not in contra-
diction with Mr, KeyNEs” theory.,  We have only to translate what
we have just said into his terminofogy. Thete are, in fact, two
possibilities. First, if an entrepreneur borrows additional money
from the market in anticipation of a future increase in his expen-
diture for investment purposes,! this represents an incresse in his
liquidity preference, for his demand for money has increased
without either a fall in interest rate or, as yet, a tise in the volume
of transactions. But, secondly, the entrepreneur may borrow
additional 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 tise in 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 in
interest rates, according to Mr. KEv~Es, because less of the existing
supply of money will remain available to satisfy the speculative
motive for Hquidity,

In either case, therefore, if the supply of money does not rise,
the rate of interest must go up. This qualification about the

“supply of money cannot give rise to any disagreement, for it will

¢ This case is an example of the demand for * finance " for planned
investment, which is discussed below, page 212.
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be accepted by the adherents of the traditional views. All agree
that, in spite of an increase in demand for loanable funds, the
interest rate will not go up if (¢) the banks supply the necessary
funds or {#) the public supplies them by dishoarding at unchanged
interest rates. _

Case () has been recently described by Mr. KeynEs, alternatively,
as an increase of the willingness of the banking system to become
illiquid, which cancels the rise in the liquidity preference of the
public. “ One could regard the rate of interest as being
determined by the interplay of the tetms on which the public
desites to become more or less liquid and those on which the
banking system is ready to become more or less illiquid.”! Apart
from terminojogical differences, thetefore, this theory and the
loanable-fund (in this case bank-fund) theory would seem to be
almost identical.

In Mr. Key~:ks® terminology, case (£) would have to be construed
as a decrease in the liquidity preference of those who are “willing to
release cash 2 which cancels the increase in the liquidity preference
of the entrepreneurs and thus leaves the interest rate constant.

When the entrepreneurs 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 (their
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 is needed to satisfy
the transactions-motive, and this drives up {or keeps up) the
interest rate, uniess less money is needed for satisfying the specu-
lative-motive—in other words, unless somebody “ releases cash™
(that is, dishoards).

In a recent contribution, * The ° Ex-Anf’

Planned invest- Theory of the Rate of Interest ”°,* Mr. KeY~ES has
ment and  modified, and elucidated, his theoty in a way which
interest rafes. makes its similarity with the loanable fund theory
still clearer. In his Gemera/ Theory, he explained

that the demand for money depended on the rate of interest

v Ecomomic Journal, Vol. 47, 1037, page 666.
t Ihid,, page 667.
* Ibid., pages 663 ef seq.
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(determining the demand for idle balances) and on the actual level
of activity (determining the demand for circulating balances).
This, it is now admitted, was an incomplete statement. * The
additional factor, previously overlooked, to which Professor
OHLIN’s emphasis on the ex-anfe characier of investment decisions
has directed attention, is the following.”* There is a third
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 period only—between the date when the
entrepreneut arranges his finance and the date when he actually
makes his investment, there is an additional demand for ﬁquidity
without, as yet, any additional supply of it 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 pomts out that this additional demand must
meet with additional supply, if the rate of interest is not to rise,
Somehody, the banks or the public, must ** deplete their existing
cash 7 (page 666), and he criticises Professor OFLiv for suggesting
that ex-anfe saving out of future income can satisfy the demand for
finance, This is the same criticism as was made above when
it was said that ex ane saving in the sense of saving out of a future
income canmot affect the bond market now. This criticism loses
its validity, however, if ex-am’z saving is interpreted, as was
suggested above, in the Robertsonian sense, as saving out of a
previously received income. The demand for finance can be
satisfied by increased saving in this sense or by dishoarding. Both
sources can be described (in Mr. KeyNes” words) as a depletion of
existing cash-—cash from idle balances or, in 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 light

v Ecomomic Jowrnal, loc. cil., page 665,
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on the whole issue. ! It is Mr. KeyNES® insistence that * finance is
essentially a revolving fund . . . . As soon as it is ‘ used’
in the sense of being expended, the lack of ligquidity is automatically
made good and the readiness to become temporarily unliquid is
available to be used over again.”’? _

Professor ROBERTSON objected that finance funds which have
been spent can be made available for new financing only if they ate
saved (in Professor ROBERTSON’s sense) by one of the successive
recipients. Mr, KeY~Nes’ reply cleatly indicated that there is no
disagreement except a terminological one, due to the different
definition of the concept of saving. Mr. KEYNES explains
“ The demand for cash falls away unless the completed activity
(associated with the expenditure of the finance funds) is being
succecded by a new activity.”® It would appear that this condi-
tion might well be accepted by Professor RosErTson : for the
primary activity will be succeded by a new one, if the money is
again spent on consumption; if it is saved, the “ chain of activities
is interrupted, the demand for cash falls away unless the saving
leads to a fall in interest rates which stimulates investment, or
unless the matginal efficiency of capital rises—changes which are
excluded by Mr. KevyNEs® ceferis-paribus assumption.

On the question whether an increase in saving

The influence (a fall in the propensity to consume) affects the rate
of saving on of interest or not, Mr. KEYNES’ views still seem to be
the rate of wery 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, ceferis
paribus, a decrease in spending will tend to lower the rate of interest
and an increase in investment to raise it. But if what these two
quantities determine is not the rate of interest, but the aggregate

* Compare Professor Robertson’s article, ¥ Mr. Keynes on Finance ",
in Ecomomic Joursnal, Vol. 48, June 1938, page 314 #f seq., and Mr. Keynes’
reply, 1bid., page 318, See also E. 5. Shaw, * False Issues in the Interest-
Theory Controversy *, in Journal of Political Economy, Vol. 46, Decem-
ber 1938, page 838.

2 Economic Jewrnal, Vol. 47, 1937, page 666,

+ Ecomowic Journal, Vol. 48, 1938, page 310.
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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 in a quite different light if,
instead of being regarded as a factor which will, ceferis paribus,
increase investment, it is seen as a factor which will, ceferss paribus,
diminish employment.”?

Some misunderstanding seems to have arisen in this connection
from different interpretations of the ceferis-paribus clause. The
classical writers, when they are not dealing with money and the
business cycles, ate in the habit of taking total monetary outlay as -
constant; it is included in the efere that remain the same. Then
a decrease in one division {consumption spending) implies an
increase in the other (investment). Assuming the marginal

- efficiency of capital to be constant, this implies a fall in the interest-

rate. Mr. KEyNEes, 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.?

Now the loanable-fund theorists would not deny that this might
happen, but they would describe it differently : people may hoard
the money which they fail to spend. In Mr. Kevynes’ theory, this
has to be described as a rise in liquidity preference proper;? demand
for money for “ speculative purposes ”’, M,, has risen. This
implies a decrease in M, which is connected with the fallin activity.
Thus total demand for money and the quantity of money remaining
unchanged, the rate of interest remains unchanged too. \

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

There may be 2 difficulty in the timing of the processes; it is,
however, clearly possible to conceive of a case where people spend

L General 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, Hutchinson : The Significance and
Basic Posiulates of Ecomomic Theory, London, 1938, pages 44 and 45.
* Compare the definition of this concept given above on page 210,
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less on consumption (save), but ditect the money simw/tancously to
the purchase of new securities.

It would appear from the foregoing discussion that Mr. KEynES’
views on the question of how the rate of interest is 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. KrYNES
has himself suggested this.? “ The analysis which I gave in my
General Theory of Employment is the same as the * general theory’ by
Dr. LaNGE on page 18 of his article.”  On this page, Dr. LaNGE
states that * the traditional statement that the rate of interest
. . . moves in the opposite direction to the propensity to save
bolds fully in our generalised theory .4

There remains one mote case in tespect of which

Changes i the liquidity-prefetence theory seems to be at
M and the variance with thé traditional views—viz., the effect
rate of  of an increase in the quantity of money on the
interest,  rate of interest. It would seem that, according

to Mr. Keynes, such an increase must always lead

to a fall in the rate of interest. ‘This is, however, not Mr. Krynes’
‘view, because in many cases, such an increase will, automatically and
uno actu, raise the liquidity-preference schedule. * Suppose that
M consists of gold coins and that changes in M can only result
from increased returns to the activities of gold-miners. . . .
In this case, changes in A are, in the first instance, directly asso-
ciated with changes in Y, since the new gold accrues as someone’s

' Since the propensity to save is equal to 1 minus the propensity to
consume, any proposition regarding the propensity to save can be trans-
Iated into a proposition regarding the propensity to consume and vice
versa.

* See footnote %, page 321, in Economic Journal, June 1938,

* Economice, February 1938.

* Hence we must conclude that Dr. Lange is not right when he attri-
butes, rather unqualifiedly, to Mr. Xeynes, oot his gemeral theory, but
a spectal case of it—viz, that case where the * interest elasticity of the
demand for Jiquidity is infinite > {page 1¢). It scems fair to say that
My, Keynes holds that this situation obtains under special circumstances
~-viz,, in deep depressions. Itis“ depressicn economics ” (as Dr. Hicks,
loc. cit,, says) and not the “ general theory . For further discussion of
this special case, sce the text below, page 218.
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income, FExactly the same conditions hold if changes in 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 tise in the rate of interest,

* The new level of income, however [Ms, Kexnes elaborates],
will not continue sufficiently high for the requirements of M, to
absorb the whole of the increase in M; and some pottion of the
money will seek an outlet in buying securities or other assets until
the rate of interest has fallen so as to bring about an increase in the
magnitude of M, and, at the same time, to stimulate a rise in ¥ to
such an extent that the new money is absorbed cither in M, or in
the M, which corresponds to the tise in Y caused by the fall in
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 issued in the first instance by a relaxation of the conditions of
credit by the banking system >, and thus automatically entails a
fall in the interest rate.®

This passage calls for some comments. The statement that
“ money will seek an outlet in buying securities ” must surely
imply that the recipients of the money whose incomes have risen
save a patt of it, in Professor RopERTsON’S sense ? In this case,
saving will reduce the rate of interest, although that entails past of
the money going into hoatds (increases the magnitude of M,). If
people did not save, but spent all the new money on consumption,
M, would still absorb the whole inctease in M.

The course of evepts might presumably differ from the one
which Mr. Kevyngs described : thus the increase in Y might
stimulate investment, and this might more than compensate the
tendency to 2 fall in the interest rate. Indeed, it is impossible to
say what the outcome will be. But it is clear that Mr. Kaynes’
theory does not imply that an increase in the quantity of money
must in all circumstances entail a fall in the interest rate, and that

U (remeral Theory, page 200,
v Ihid.
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-its stimulating effect is conditioned by its having previously
depressed the interest rate.!

Apart from terminological innovations, the real contribution
brought by Mr. KEYNES’ General Theory of Interest would seem to
consist, as we have seen, of the proposition that hoarding is a
function of the rate of interest, This does not of coutse 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
inactive 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 in addition to the general empirical

Infine assumption about “ demand for idle cash balances ™

elasticity  (propensity to hoard), there is a more specific
of demand assumption about the shape of that demand curve

Jor idiz  (Bquidity-preference scheduie proper) which fre-

balamces,  quently plays an important role in Mr. Kernes'

theory. This more specific assumption constitutes
Mr. Keyngs' © special theory 7, as Dr. Hicks has aptly called it.

This assumption is to the effect that, for low interest rates,
“ say 2%, (page 202), the demand for idle balances (** demand for
liquidity *”) becomes mote and more elastic and, at a rate well
above zero, absolutely elastic—that is, insatiable. In technical
patlance, the interest-elasticity of the demand for liquidity becomes

' Some economists, however, have interpreted Mr, Keynes' theory to
mean that an increase in the quantity of money could operate on the
economic system only via the rate of interest. Forexample, Mrs. J.
Robinson, in a review of Professor Bresciani-Turroni's FEconomics of
Imflation, remarks 1 “ The author assumes that an increasze in the quan-
tity of money was the root cause of the inflation [in Germany, in 1919-
1923). But this view it is impossible to accept. An increase in the
quantity of money no doubt has a tendency to raise prices, for i feads to
a reduction in the interest rate, which stimulates investment and dis-
courages saving, and so leads to an increase in activity. But there is
no evidence whatever that events in Germany followed this sequence "
(italics not in the original), FEcomomic Jouwrnal, Vol. 48, 1938, page s00.

* The same difficultics have to be faced by any two-dimensional
aualytical apparatus when applied to such a complex phenomenon as
the demand for idle balances and the rate of interest. Compare on this
point M, Millikan, [os, cif., pages 254 ef seq,
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infinite :* the schedule of liquidity preference proper becomes
horizontal. It is very important to realise that this is equivalent
to saying that, when this critical level of interest rates has been
reached, any amount of money which might be crested by the
banks will be hoarded, in addition to any amount which people
save in excess of the current demand for investrent purposes {in
Mr. KEYNES’ terminology, we should rather say : any amount
of money which is rcleased from balances held for business or
income purposes). Suppose, for instance, that, at the depth of
a depression, investment demand for loanable funds is 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 is unemployment : then money is constantly released from
the transaction sphere, But instead of being directed to the
acquisition of assets, thus driving up their prices (which is equi-
valent to reducing the interest rate) and stimulating investment
and employment, all this money is being hoarded. Hoards grow
without limit in terms of money and, because of the fall in prices,
still faster in real terms.

If such a situation exists,—7.z., i the demand

A kmit  for money-to-hoard (liquidity preference curve

to the fall in proper) is petfectly elastic—" a zise in the schedule

interest rates. of the marginal efficiency of capital only increases

employment, and does not raise the interest rate at

all .2 Likewise, a rise in the rate of saving (propensity to con-

sume) decreases employment without decreasing the rate of interest.

The idea that such a situation might arise is original and is of
considerable theoretical interest,

Let us ask how, according to Mr. Key~Es, such a situation
could come about, and whether, according to him, it has ever
arisen.

The reason for the existence of a minimum, below which the
rate of interest cannot possibly fall, we may paraphrase in the
words of Dr. Hicks : “If the costs of holding money can be

v Lange, of. cit., pages 18 and 10,
+ Hicks, op, cil., page 154.
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neglected, it will always be profitable to hold money rather thon
lend it out, if the rate of interest is 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 nearly
zero.  But if so, the long-term rate must lic above it, 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, it cannot fall. This does not only mean that
the long rate must be a sort of average of the probable shost rates
over its duration, and that this average must lic above the current
_short rate.  There is also the more important risk to be considered
—-that the lender on long term [e.g., bondholder} may desite to
have cash before the agreed date of repayment, and then, if the
short rate has risen meanwhile, he may be involved in a substantial
capital logs.”* Thus, in the words of Mr. KrynEs, “ the rate of
interest is a highly conventional phenomenon. For its actual
value is largely governed by the ptevailing view as to what its
value is expected to be.”® The argument is perhaps more
intelligible when put in termns of asset prices (e.g., bond prices)
instead of interest rates. If asset prices are expected to fall (long-
term rates to rise), asset prices cannot remain at a level much
higher than the expected price, because people would prefer, to
keep their resources in cash, in spite of very low shott rates.

Weighty arguments against the assumption that the expected
rate of long-term interest (asset prices) is likely to persist unchanged
for any length of time, in spite of a fall in the current shott-term
rate, have been brought forward by Mr. Hawrrey.* We need

! Loc. cit., pages 154 and 155. Compare also Professor Hicks' book,
Value and Caf,rual Oxford, 1939, especlally Chapter XI.

' General Tkeory, page 203.

1 When pot in terms of asset prices, it becomes ¢lear that it is an optical
fllusion to say that the rate of interest cannot fall farther becanse it is
“ so near to zero *.  Between, say, one per cenf and zero per cent, there
are still as many intermediate positions as there are between the price
at $400 of a §roo 49, bond (corresponding to a capitalisation at an
interest rate of 1%} and the infinitely high price of the same bond corre-
sponding to a capitalisation at a rate of zero per cent.

s Capital and Employment, 1937, Chapter VIL. See also Mr. Kaldor's
reply toMr. Hawtrey's criticism of Mr. Keynes, “* Mr. Hawtrey on Short and
Long Term Investment », in Economica, Novermnber 1938, pages 464 and 465.
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however, not go into this matter more thoroughly, because
Mr. Keywes himself {quite rightly, it would seem) believes that
this contingency of an * absolute liquidity-preference is a
theoretical possibility which has actually not yet arisen. *° But
whilst this limiting case ”, in which * the monetary authority
would have lost effective control over the rate of interest > (and in
which, we may add, no fall io wages and prices could depress the
rate of interest by releasing money from the transaction sphere),
. “ might become practically important in future, I know of no

example of it hitherto. Indeed, owing to the unwillingness of
most monetary authorities to deal boldly in debts of long term,
there 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 a# prices and wages—been put

to a real test.?
An almost perfectly elastic demand for idle

Sammary. balances up to a very considerable amount may
occasionally occur, and has occurred temporarily

(Mr. HawrreY’s temporary credit deadlock), but the hypothesis
that it may exist indefinitely has not yet been put to the test of fact.?

v Goneral 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 insatiable desire for liquidity.

1 It shonld be understood that, according to Mr. Keynes' theory, the
two policies are alternative means only in one respect, which is, however
{in the present context}, the important one. Both policies serve to
increase the guantity of money in terms of real purchasing power, * in
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
liquidity preference-—that is, for an extreme desire tc hoard}—apart
from changes in the marginal efficiency of capital—can come . . .
from an increase in the quantity of money, or—which is formally the same
thing—a rise in the value of money.” (Nete that this passage contains
an explicit statement to the effect that a fall in wages and prices wiil
eventually bring relief. 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 is no proof of an
absolate liquidity preference.
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§ 4. THE “ MULTIPLIER ©’ AND THE “ MARGINAL PROPENSITY
TO CONSUME ™

“ Three fundamental psychological factors—
The °* psycho- namely, the psychological propensity to consume,
logical”  the psychological attitede to liquidity and the
determinants of psychological expectation of future yicld from
Mr, Keynes” capital assets ™ (which govern, together with * the
System,  given factors ’, capital equipment, etc,, the marginal
efficiency of capital or demand for capital)l—
constitute the skeleton of Mr. Keywes™ theoretical system which
** determines the national income and the quantity of employ-
ment ”.  Mr, KEYNES is cateful 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
variables ”* (page 246). He recognises that they are  themselves
complex and that each is capable of being affected by ptrospective
changes in the others ™2 and, preswmably, @ jfortiori, by actunal
changes in the others. (Thus we have seen that the liquidity
preference is influenced by actwal and prospective changes in the
marginal efficiency .of capital.)
As will be illustrated by various examplcs in the following
pages, we have here a source of frequent misunderstandings.
Those who have become accustomed to think in terms of

v General Theory, pages 246 and 247.

* I'bid., page 184. In the course of the discussion, Mr. Keynes s
sometimes inclined to forget these limitations of his theory. This has
mislerd some economists to overlook them altogether. The uscfulness of
the system clearly depends on the degree of independeuce of these
variables. If they were highly interdependent, they could not be regarded
as “ nltimate independent variables ™. This, is, of course, a dithculty
which any interdependence theory, especially one in macro-eccnomic
terms, has to face. It is impossible to build up a theory which explains
nationg] income and employment in terms of a few complex, strictly
independent factors without having regard to their internal structure,
Such a proceduare can yield only rough approximations. Mr. Keynes is
well aware of these difficulties, See, for example, his remarks, General
Theory, page z97.
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Mr. KeynNEs’ system take the determinant propensities, the wage
unit,? etc., as given, and regard them as independent from one
another, whilst other writers, brought up in traditional modes of
thought, frequently make assumptions which imply a mutual
influencing of Mr, KEYNES® determinants, or treat some of them
as variables. These differgnces in the starting-point are concealed
by differences in terminclogy.

Marginal efficiency of capital (demand for capital) and liquidity-
preference having been discussed, we now wun to an examination
of the concept ““ marginal propensity to consume * and the closely
related * multiplier ™. :

M. KrynNEs considers the theory of the so-called

The problem * multiplier ” ““ an integral part of his theory of
of the employment > (page 113). The multipliet—&—

Y multiplier . “ establishes a precise relationship, given the pro-
pensity to consume, between aggregate employment

and income and the rate of investment ” (page 113). ““ Ittellsus
that, when there is an increment of aggregate investment, income
will increase by an amount which is & 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, ittvestment
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 in “ wage units ¥, We may, however, think of
them just as well in “real ” terms or in terms of money.)
“ The fundamental notion *’ undetlying the theory is that, if * we
conceive 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 stability of the wage
unit, with its implication of rigid money wages, is 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 associated with it > (pages 113 and 114).

The pure theory of the multiplier consists of the

The pure  establishment of a precise relationship between the

theory of the multiplier and the marginal propensity to consume.

* maltiplier ”’. The propensity to consume is defined as the func-

tional relationship between ““a given level of income™

and “ the expenditure on consumption out of that level of income

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

ship between an increment of income and the expendituze on

AC
consumption out of this increment, It is measured by NG

which is always smaller than unity, because * the normal psycho-
logical law * holds that, * when the teal income of the community
increases or decreases, its consumption will increase or decrease,
but not so fast ’ (page 114). The marginal propensity to consume
“ tells us how the next increment of output will have to be divided
between consumption and investment (page 115). A marginal
propensity to consume of, for example, ~. — means that E of the
next increment of income will be consumed. If the marginal
propensity to consume is 1, the whole increment will be con-
sumed; if it is zero, the whole will be saved. It follows that
the (marginal) propensity to save has to be defined as 1 minus

the (margi.nal) propensity to consume. If the latter is 1_ the
former is —., this being the propottion {of the next increment) of
O

income saved. If the marginal propensity to consume is 1, the

! It may be observed, em passawni, that the marginal propensity
to consume of an individual may conceivably be greater than unity :
that is 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-—in
ather words, it need not mean dissaving, {An average propensity to
consume greater than unity means that C > ¥—i.e., 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 ", Quavierly Journal of Economics,
August 1638, and Mr. Keynes' reply Ibid., November 1938.)
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marginal propensity to save is zero; if the former is zero, the
latter is 1. :

It should be kept in mind that the terms  propensity to consume
(save) ”’ and “° marginal propensity to consume (save) ** are usvally
used in the schedule sense—that is to say, they usually denote the
whole schedule, showing what proportion of different hypothetical
incomes or increments to income an individual or society as a
whole would consume (save). Sometimes, however, when speak-
ing of the propensity to consume, teference is made to a particular
point (mainly the point actually realised) on the schedule of
alternatives. Although it will usually be clear from the context
in what sense the wotrd is used, it would be bettet to speak, when

- nat referring to the schedule as a whole, of “ the rate of consump-
tion (saving) "1 or, better still, of * the proportion of income
consumed (saved) . '

What is the relation between the marginal propensity to consume
and the multiplier 7 The relationship is quite simple :

AY =— kAl
PR
A
Since AY = aC 4 Al
AY I
A=i¥ac = aC

T - —

AY

Thus, the multiplier £ is, by definition, equal to 1 divided by 1
minus the marginal propensity to consume; and the marginal
i A€ isequaltor—. Sincer—~— is the
propenslty to consume, AY’ s equ O k AY
“matginal propensity to save, we can also say that the multiplier is the
repicrocal of the marginal propensity to save, and vice versa. We

i Tt will be observed that what is meant is not the time rate of consump-
tion (saving), the amount consumed (saved) per unit of time, but the
income rate, amount consumed (saved) per unit of income. This rate of
consurnption is measured by v the rate of saving by v Since S=¥Y—C,

. . C
the rate of saving is I minus the rate of consumption: =13
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have thus three interchangeable esptessions for the same thing.
The expression * marginal propensity to consume *’ can always be
replaced, without a charge in meaning, by the expression * 1 minus
the marginal propensity to save ”” or by “ 1 minus the reciprocal
of the multiplier ”.

It follows that if, for instance, the margiral propensity to

consume is 1% (the marginal propensity to save being :—O)_, the

multiplier is 10; “ the total employment caused (for example) by
public works will be ten times the primary employment provided
by the public wotks themselves, assuming no reduction of invest-
ment in other directions » {pages 116 and z217). This result is
cleatly implied by the assumption made. If we assume that an
increment in Y is divided in the proportion of 1 : g between Tand C,
then we assume that an increase in I by x units will mean an increase
of gx in Cand an increase of 1oxin Y. If we assume the marginal
propensity to consume to be zeto—in other words, that an
increment in Y is wholly confined to I--then we assume that an
increment in [ increases Y by no more than its own amount. If
the marginal propensity to consume is assumed to be 1—that is, if
we assume thar “ the next increment of output will have to be
divided between consumption and investment * in the proportion
of 1 to o—then, in order not to contradict that assumption, we must
assume that any increase in [ is accompanied by an infinite increase
in C and Y : the multiplier is infinitely high. In plain English,
thete can be noe increase in 1.

It will be well to keep in mind the logical nature of the “ pure
theory of the multiplier *? which is clearly revealed by the
foregoing discussion, ‘The theoty is not intended by Mr. KeyNEs
as a statement about a relationship in the real wosld between two
distinguishable phenomena; thete 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 " Jogical theory of the multiplier " { General
Theory, page 122).
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for the use of the two terms “ marginal propensity to consume
and * multiplier ” and nothing maore.
The practical problem to the solution of which
The practical the theory of the multiplier and the attempts at a
Problems  statistical measurement of its magnitude are directed
bebind the is the determination, if possible in advance, of the
multiplier. indirect coffects of Government expenditure on
public works and the like, The underlying idea
is that, if the Government spends several hundred million dollars
on public investment and thereby creates additional employment,
the first recipients 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 2 whole
series of successive income- and employment-creating expenditure
will emanate from the first investment. The question is, how
big will be the secondaty, tertiary, etc., effects flowing from the
primary investment of a given magnituder? 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 increment of #e investment. Hence, as Mr. Kxynes
of desermining states, “if we wish to apply [the theory of the
“ net invesr- multiplier] without qualification to the effect of
meni . (for example) increased public works, we have to
assume that there is no off-set through decreased
investment in other directions *> (page 119). In other words, a
concrete amount of public works canpot, without examination,
be accepted as me# new investment; the public works policy may
have unfavourable repercussions on private investment (#) by
raising prices of material and labour; (b) by raising the interest
rate, because of the method of ﬁna.ncing employed; (¢} owing to
repercussmns “through psychology ”, if 2 Government deficit

+ The idea that investment stimulates consumption is almost as old
as buginess-cycle theory. ‘That it is inherent in the Wicksellian theory of
the camulative process of expansion has already been said {see Chapter 3,
pages 33 ¢ seq., above), Mr. Kahn, among others, has analysed the
problem in his article ¥ The Relation of Home Investment to Unemplov-
ment " {(Economic Jowrmal, June 1g31}, and has contributed the word
* multiplier ».
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shakes confidence; {4) through unfavourable infiuences on the
international balance of trade and payments.

Some of these factors have been discussed by Mr, KEeynEs
(General Theory, pages 119 to 121), Mr. KaRN (Jor. cit.), and by other
writers in the considerable recent literature on expansionist policies
in genegal and public works in particular,!

(2) Mr. Keynes speaks only of  adyerse teactions

Secondary  on investment > of a public works policy, but it may

investment. have favourable teactions too. Indeed, it is generally

considered as a condition of success of a “ pump .
prizning policy ” that it should stimulate private investment.
Public investment may stimulate private investment either directly
ot by first stimulating consumption.? Al this is now well known
and has been thoroughly discussed, but it all lies outside the pure
theory of the multiplier.
(3) But the theory of the multiplier needs to be
The propensity expanded and qualified in other ways. By express-
to consume for ing the multiplier in terms of the marginal pro-
society as a pensity to consume, the impression is conveyed
whole. that it is possible to base the analysis on a fairly
stable psychological magnitude. People’s habits
as to saving and spending are regarded as fairly constant, and this
constancy and stability is 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 a prieri from our knowledge of human
nature and from the detailed facts of experience ;3 this law is to the
effect that “ men aredisposed . . . toincrease their consump-
tion as their income increases, but not by as much as the increase
in their income . He refers to the consumer, and sometimes
to society as a whole. But the marginal propensity to consume
of society as a whole (which cotresponds to the multiplier}

t See, for example, A. . Gayer, Public Works in Prosperity and Depres-
sion (New York, 1929}, and J. M. Clark, Economics of Planning Public
Works (Washington, 1935).

1 This latter relationship is described by the acceleration principle.

* General Theory, pages 96 and 114.
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cannot be identified 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 society.

For a number of reasons, the stability of the multiplier must
not be over-emphasised.

(@) As has been pointed out above (page 198), in the short run,
the psychological traits of the individual in respect to saving and
spending cannot safely be regarded as constant.!

(4) As Dr. Stagnrr?® has shown, changes in the

Cbmge.r in distribution of income are very important for the

income  propensity to consume of society as a whole, even
distribution. from the short-run point of view. Since the
propensities for different people or groups of
people are different, a change in the distribution may give an
unexpected tum to the marginal propensity to consume of socicty
as 2 whole (contrary to the fundamental psychological law), even
if the propensity of each individual is constant and conforms to
“the fundamental psychological law”, to which Mr. KEYNEs
appeals. For this reason, in 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’ behaviour cannot be directly
applied to collective magnitudes, because what society as a whole
invests and consumes is determined also by decisions of big
cotporations and of public bodies which cannot be so confidently
assumed to be subject to the * fundamental péychological 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, * The Propensity to Consame » in Quarierly
Journal of Economics, Vol. 53, November 1938, and Mr. Keynes' reply,
ilid,, May 1939.

1 " Short Period Variations in the Distribution of Incomes ¥, Review
of Ecomomic Statistics, Vol, 19, 1937 (pages 133 to 143) and the comments
by F. C. Dirks, Revizw of Economic Statistizs, Vol. zo, and rejoinder by
Dr. Staehle, ibid,
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Moreover, with respect to puklic expenditure,

Government  the distinction between consumption and invest-

comsumption ment is in many cases very arbitrary, Expenditure

and connected with the construction of battleships,
investment. river-dams and the like will be cdlassified as
- investment. Dole payments to unemployed and
expenditure for wat veterans’ bonus will be counted as consumption
expenditure and, if the Government bortows to meet this expen-
diture, as dissaving. But how are 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 is built
at 2 cost which far exceeds its value to the community.* Evidently,
the classification, and still mote the estimate of the wvalue of
investment involved in such cases, is highly arbitrary and conven-
tional.? But the magnitude of the multiplier will be influenced
by such arbitrary decisions. The fewer are the doubtful cases
regarded as investment and the lower is the investment value
assumed in each case, the greater will be the multiplier-—that is, the
marginal propensity to consume of society as 2 whole. Hence the
value of the latter will prv famo depend upon these arbitrary
classifications and not on the. psychological propensities of the
consumner.

Fortunately, in order to form an opinion on the probable
secondary effects of public expenditure, classification as cop-
sumption or investment is generally of minot importance.
What matters are the factors stressed by traditional theory : the
methods used by the Government in raising the money, the
rapidity with which the successive recipients spend it, the manner
of spending, etc. In this latter respect, individual propensities
with regard to saving and consumption come into the picture, but

' Compare, for instance, this case with another one where the same
road is built with less labounr and at a much lower cost, and :he superfluous
workers receive a dole. Part of the total money spent-is investment
and the other part consumption, whilst, in the case mentioned in the
text, all is counted as investment.

* These problems are discussed at great length in various contributions
to Studies in Income and Wealth, Vol. T and IT {ed. by National Burean
of Economic Research, New York, 1937 and 1938),
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together with many other determining factors, so that no simple
and unique relationship between them and the multiplier (marginal
propensity to consume of sociesy as a wholg) can be expected.

(d) Mr. KEYNES expresses the view that, in the short run, the
matginal propensity 10 consume (multiplier) may deviate from its
* normal ”* value, but he assumes that it will gradually retum to
it.*  Such a deviation will occut if producers of consumers’ goods
do not foresce the increase in demand resulting from an expansion
in the capital-goods industries. ‘Then, momentarily, prices of
consumers’ goods will rise or stocks be depleted. The sameis
true when full employment is 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 into account in order to determine the marginal
propensity to consume of the community (multiplier).

(¢) Certain difficulties arise when we consider

The maultiplier the relation between the multiplier and the income
and fncome velocity of circulation of money. Suppose the
velocity of  psychological marginal propensity to consume of
money.  those who receive money from the Govemnment
through public works is unity; that is, they save

nothing, but spend the whole amount they receive on consumption.
This is a conceivable situation, even if it is 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 if the margitial propensity to consume was smaller than 1,
But we should not expect to find an infinite rise in demand for
consumption goods. This is, however, what follows from the

~ assumption that Mr. KEyNEs' marginal propensity to consume

for society as a whole is unity; for this latter implies, as we have
seen, that the multiplier is infinite. 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.
* 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 increase in
investment from causing an immediate tise in copsumption to
infinity, we must say, in M1, KeyNEs® language, that thete is a
temporary distortion of the propensity to consume, and that
consumption will only gradually tend to increase to infinity if the
net increase in investment expenditure is permanently maintained.
Hence, to determine the secondaty effects, in time, of new public
expenditure, we need, in addition to the information about the
matginal propensity to consume of the various individuals, also
information about the income velocity of money. ‘This point has
been well discussed by Professor J. M. Crarx {sp. a#t.).
We are now in a position to sum up the conclu-
lewmm. sions 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 * multiplier * lie
outside the pure theory of the multiplier. They can be divided
into two groups, those relating to (&) the determination of the
amount of s investment associated with a given amount of
spending under varying circumstances and (%) the determination
of the numerical value of the multiplier. The marginal propensity
to consume of the individual to which Mr. Keynes’ fundamental
psychological law tefers, is only one of many factors which are
causally important for the determination of the marginal propensity
to consune (multiplier) of society 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 variables (guaesitz) of the theoretical system.?

t This ia also the opinion of Mr, E. Lundberg (¢f. Studies in the Theory of
Economic Expamsion, London, 1937, page 36), who belisves that the
muttiplier will exhibit a cyclical movement over time.
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§ 5. THE THEORY OF UNDER-EMPLOYMENT

Mr. KevnEs' theoty does not fumnish a ready-

A ipplication, made answer to the riddle of the business cycle, but

7o the  1s intended to supply tools for the analysis of all
basingss  sorts of problems conceming short-tetm fluctuations

- ¢yele of as well as long-run conditions. * The object of

Mr. Keynes' our analysisis . . . to provide ourselves with

fystem.  an organised and orderly method of thinking out

particular problems; and, after we have reached a

ptovtsmnal conclusion by isolating 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 is the nature of economic thinking.””*

The analysis of the preceding pages should have made it abun-
dantly clear that Mr. Keywes’ theoretical apparatus is not
incompatible with any one of the theories of the cycle, or particular
phases thereof, which have been teviewed ecatlier in this book,
All these theories can be expressed in Keynesian language.
Mtr. KeyNEs” own application of his theoretical apparatus to the
typical business cycles, as contained in his “ Notes on the Trade
Cycle .2 have been briefly reviewed above in connection with the
psychiological theories {(Chapter 6). :

However, the theory, or theories, of economic

A over-saving depressions—cyclical and otherwise—which are

theory of  generally associated with, or have emerged under,

depression.  the influence of Mr. KeynEs’ Gemeral Theory of

Employment can be best described as a special sort

of undet-consumption or over-saving theory. Al the determinants
which play a réle in Mr. KeYNes® system are always involved :
the liquidity-prefetence, the supply of money, the marginal
efficiency of capital and the propensity to consume. But it is
the last one which is stressed most. This undet-consumption -
theory is to be found in many passages of the General Theory and
in numerous writings of Mr. Kuynes’ followers; it seems to refer

v General Theory, page 297
s Ibid., pages 313 &l seq,
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primarily to depressions of longer duration; since, however, that is
not always quite clear, we shall simply speak of periods of under-
employment.

Let us first consider the description, in Mr. Keynes’ terms, of
an equilibrium with less than full employment. Such situations
ate described in eatlier parts of Mr. Keynes’ book, before all
relationships  (especially the liquidity-preference} have been
introduced, and hence are there presented without all the neces-
sary qualifications, This fact mmkes the theory appear mote
contradictory to traditional views than it really is. Suppose the .
liquidity-preference and the quantity of money are given. Hence
the rate of interest is given. If the schedule of marginal efficiency
of capital is given, the amount of investment is determined. And
if the schedule of the marginal propensity to consume (multiplier)
is known, the level of income and employment is also determined,

Let us now consider the interrelation of the last two schedules—
the liquidity-preference schedule, the quantity of money and hence
the interest rate being given and remaining unchanged.  In wealthy
cothmunities, the propensity to save (consume) is great (small).
Therefore much investment is needed to * fill the gap ™ between
total output and that part of it which the  community chooses
to consume. There is no guarantee that at full employment there
are enough opportunities to invest {(at the given rate of interest)
to maintain foll employment.? If, as frequently happens, not
enough investment is forthcoming, the level of employment and
income must fall, This fall will induce people to save less of
their income; some may even draw on accumulated resources and
consume mote than their income—4.e., may dissave. Likewise,
“ the Government will be liable, willingly ot uawillingly, to run
into a budgetary deficit ”, in order to provide for relief, etc.,
which is equivalent to a strengthening of the propensity to consume
of soclety as a whole. Thus a new equilibrium will be reached
when saving has fallen sufficiently for investment to fill the
gap between ouput and consumption. It is not difficult to
introduce here the liquidity-prefetence schedule : when income falls,
money is liberated from the transaction sphere, M, falls, M, rises,

' Compare, for example, General Theory, pages 31, 98 and 105.
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the interest rate falls, and equilibrium can be reached at a higher
level than if intercst 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 unemploymegnt. Hence it is impossible to blame
any one of the three “ psychological factors > (schedules) above
for the absence of full employment. Or, if 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), if the propensity to consume was
greater (smaller) than it actuaily is.  Or : other things being given,
employment would rise, if the liguidity-preference were to fall;
or if the marginal efficiency of capital were greater, etc,

It is now easy to see that any one of the vatious
Other theories hypotheses concerning the causes of the down-
in Mr. Keynes” turn ot the upturn of the business cycle which
rerms.  we have reviewed in the earlier chapters is com-
patible with, and can be expressed in terms of,
Mrs, KeynEs® theoretical apparatus. Employment may start to fall,
(@) 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 is Mr. KEvnes” own tentative hypothesis for the crisis in
the typical trade cycle); (¢) because the liquidity-preference proper
becomes stronger (7.e., because M, increases—i.e., people hoard) or
the banks contract the quantity of money.?

Similarly, the vatious hypotheses concetning the forces which
may bring about an upturn in employment can be classified
according to the Keynesian categories. Employment and income
may start to rise (¢) because of a shift to the right of the schedule of
the marginal efficiency of capital : this may be due to inventions,

i See Gemeral Theory, pages 41 and 247. That the wage-unit—that is,
“the money-wage of a labour unit "—must be given, is a highly important
fact which is frequently overlooked and will come np for discussion below
(page 238). It implies that an equilibrinm with less than full employ-
ment can exist only if money wages are rigid.

* For further details and hypotheses, see Chapter 11, section B, below,
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to an increase of replacement requirements, or to an improvement
in expectations of entrepreneurs, however brought about. In ail
these cases, traditional theory would add the condition that the
supply of investible funds must not be wholly inelastic. If that
were the case, the shift in the marginal efficiency of capital would
raise the rate of interest, but not the volume of investment. In
Mt. KeyNES’ terms, we have to say that the liquidity-preference
schedule proper must not be a vertical straight line. M. KEYNES
alvrays assumes this to be the case, and most writers fiow agree that
this is true in times of depression. Employment will rise, () if the
propensity to consume increases. Assuming other things to be
equal and the liquidity-preference schedule elastic, this is clearly
the case.  Some writers, it is true, would object to the assertion that
a decrezse in saving will stimulate employment, The reason is,
however, that they assume an inelastic liquidity-preference
schedule. In that case, if some people save less and spend more
on consumption, cortespondingly less will be spent on investment,
the rate of interest will rise and aggregate effective demand remain
unchanged. But most writers will agree that this is an unrealistic
assumption, at least in depressions.

. Thanks largely to Mr. KEY~Es, there is to-day almost general
agreement that Govermment spending, barring psychological
repercussions and assuming an elastic liquidity-preference sche-
dule, will stimulate employment. This must be construed, in
Mr. KrynES’ terminology, either as an increase in the propensity to
consume or as a shift of the marginal efficiency of capital, depending
upon the classification of Government expenditure as investment
or consumption. '

Similatly, dishoatrding by private individuals has to be described
as 2 decrease of liquidity-preference proper (shift to the left of the
liquidity-preference curve) coupled with an increase either of the
marginal propensity to consume (if the money is spent on
conisumption) or an increase in the marginal efficiency of capital
(if the money is spent on investment goods). In both cases, it
tends to stimulate employment.?

2 For further details and other hypotheses, see Chapter 1I, section A,
below. _
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The cumulative nature of a process of expansion and contraction
- after it has once started cannot be deduced from Mr. KrynEs’
theory. It requires additional assumptions of a dynamic character,
as we find them in various business-cycles theories. These
dynamic relationships can, however, be formulated in his terms.
Assume, for instance, that the marginal efficiency of capital drops
(rises) when income falls (rises) ot that liquidity-preference proper
{propensity to hoard) rises (falls) when activity contracts (expands),
So fat, we have detected a number of termino-

Voluniary and logical differences between Mr. Keynes' theoty and
involuntary the traditional views as represented by, say, Professor
unemployment. Praov’s Industrial Fluctuations, Professor ROBERTSON’S
wiitings or the synthesis attempted in Part II of

the first edition of this book, which is reptoduced, with slight
changes, in the present edition. In addition, we have suggested
(¢f. pages 209 and 218 above) that M, KEYNES has made an
important contribution by his insistence on the relationship
between * hoarding * and the rate of interest. Apart from this,
we have not as yet discovered any essential differences between
Mr. KeyNEs® theory and that of the other recognised authorities,
According to Mr. KevnNEs, however, there is a fundamental
discrepancy between the two, inasmuch as the “ classical *’ theory
cannot conceive at all of an equilibrium with less than full
employment. * The classical theory is only applicable to the case
of full employment.””? More precisely, it is smoluntary unemploy-
ment which is, according to Mr. KevnEs, incompatible with
classical equilibrium; solumtary wnemployment may, of course,
exist in equilibrium; that is 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
it is not beyond human capacity to work ten hours ™ (page 15).
Involuntary unemployment, which classical theory is accused of
having overlooked, or being unable to explain, is defined as follows :
“ Men are imvoluniarily unemployed if, in the event of a swall rise in the price
of wage-goods relatively to the money-wage [we could also say: in the
event of a fall in real wages], bosh the aggregate supply of labour

* Gemeral Theory, page I6.
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willing to work for the current money-wage and the aggregate demand for it
at that wage would be greater than the existing volume of employment .t
This is a new definition. The incompatibility

Free of involuntary unemployment in this sense with
competition classical equilibrium has therefore never been
in the labour explicitly denied. Is such a definition implicit in the
market and traditional position? The traditional view is
unemployment. generally taken to be that, under free competition
in the labour market, vnemployment is incompatible
with equilibrium because, with free competition, money-wages-
will be flexible. Only if money-wages ate rigid in the.downward
direction, if they ate prevented from falling either by tradition,
by trade-union pressure, or by Government action, can unemploy-
ment exist in equilibrium. This position does not, however,
exclude the existence of involuntary unemployment in Mr. KEYKES
sensc. Suppose there is unemployment and wages are rigid
in the downward ditection. 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 credit
or by dishoarding. As there was then previously involuntary
unemployment, its compatibility with equilibrium is not implicitly

denied by the traditional view.

A difference of opinion can and docs exist only in respect of the
consequences and desitability of free competition in the labour
market, which would ensure 2 complete flexibility of wages.
However, the following two propositions would presumably be
accepted both by Mr. Krywes and by the classical. school,
Fisst, if there is free competition in the labour market, money-
wages will fall continuously, so long as there is unemployment.
A situation in which wages fall continuously can hardly be called
an equilibrium position.? Secondly, in point of fact wages are,

1 General Theory, page 15. [Italics in the original. An extensive
discussion of this definition will be found in J. Robinson, Essays in ike
Theory of Employment, London, 1937, Part 1. See also Viner’s criticism,
Quarierly Journal of Economics, Vol. 31, Y936, pages 147 ¢f seq.

* Compare the following statement by Mr. J. E. Meade, “ A Simplified
Model of Mr. Keynes' System * {Review of Ecomomic Studigs, Vol IV,
page g9) : “ 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. KEYNEs and the classical
and real  schoo! conceming the influence of 3 fall in money-
wages.  wages on employment. Mr. KeyNES expresses the
view that, * with a given organisation, equipment
and technique ”, an increase in output and employment necessitates
a fall in rea/ wages.! But whilst the “classical theory assumes that
it 15 always open to labour to reduce its real wage by accepting a
reduction in the money-wage .2 Mr. KrYNES’ contention is that
* there may exist no expedient by which labour as a whole can
reduce its real/ wage to a given figure by making revised money
bargains with the entrepreneur ”’;® the reason being that ** prices

- change in almost the same proportion, leaving the real wage . . .
practically the same as before ”.¢ Mr. Kuynes is, however,
careful to add that “this argument would . . . contain

. . a large element of truth, though the complete results
of a change in money-wages are more complex .5 In Chapter 19,
* Changes in Money-Wages 7, he discusses the question in detsil,
and introduces many modifications into the original simple
argument; but the argument is sometimes presented by economists

as any labour were unemploved, the system cannot be in equilibrium
without full employment.’ Professor Alfred Amonn also peints out that
only with monopolistic wage rigidities can there be equilibrium with
less than full employment. * Grundfragen der Konjunlcturtheoria und
Konjunkturpolitik * in Festschrift fiir Oskar Lngldnder, Briinn, 1937,
passim,

¥ General Theory, page 17. Professor Viner considers this an unwar-
ranted concession to the classical doctrine, as it is quite possible that real
wages may rise with increasing employment. Cf. Quarterly Journal of
Ecomomics, Vol. 51, 1936, pages 149 and 1s5e. This has been shown
statistically by 1. T. Dunlop : * The Movement of Real and Money
Vage Rates ", Fcoonomic Jowrnal, Vol. 48, 1038, pages 413 & seg,
Mr. Dunlop’s article has induced Mr. Heynes to modify his position
somewhat. See his paper : “ Relative Movements of Real Wages and
Output *, Economic Jouwrnal, March 1930.

* General Theory, page 11,

* Loc. eit., page 13. Mr, Keynes adds : * This will be our contention.”

+ Loc, ¢il., page 1z,

5 Loc. cit., same page, footnote . See also page 26q.
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in its simple unmodified form.! A closer analysis of this chapter
scems to suggest that there is no fundamental difference between
Mr. KEYNES' results and those reached by those more orthodox
writers (such as Professor Picov in his Industrial Fluctuations)
who pay atteation to possible short-period repercussions of wage
reductions. Since there is substantial agreement, except in
terminology, between Mr. KEeYnES® analysis and the one given
in Chapter 11, § 9, of the present book, only 2 few points will be
raised in this connection.
According to Mr, Keynes, the ** accepted explana-
Reduction in tion ” of the consequences of a reduction of money-
mongy-wages wages starts from the assumption that aggregate
and aggregate cffective demand remains unchanged; then, naturally,
demiand.  employment will rise. Mr. Keyngs points out
(as was observed in the first edition of this book?)
that this assumption assumes away almost the whole problem. It
may be legitimate in a rigid equilibrium theory which deliberately
atgues under the simplifying assumption of constant aggregate
demand; but it is certainly illegitimate in business-cycle theoty,
and it is usually not made there.

In his view, a * reductien in money-wages will have po lasting
tendency to increase employment except by virtue of its repercus-
sions 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 interest **.3 ‘This is true, because the three terms ate
so defined that any change in output and employment tesulting
from a fall in money-wages must be describable in 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 ' °, Internalional Labour Review,
Vol. 34, 1036. Mr. Lerner there * proves * that prices must fall * in
just the same proportion as wages ” (pages 441 and 442). Tt is true that
-he qualifies that statement by admitting “ that a reduction of money-
wages may have all sorts of indirect infivences . But this qualification is
again qualified, and the short paragraph devoted to the matter gives a
very cursory summary of Mr, Keynes’ analysis.

* See Chapter 11, § g, below.

 Gewneral Theory, page 262.



Chap. 8 Recent Discnssions on the Trade Cycle 241

investment output rises, the rate of interest and consumption
- having remained unchanged, the marginal efficiency of capital
schedule is said to have shifted; if consumption rises without an
~ increase in investment and without a change in the interest rate, the
. propensity to consume of the commumty as a whole is said to have
increased, etc,

Mt. Keynss, however, characterises such influences of wage
reductions on employment as “ roundabout repercussions 1
and suggests that the classical theory erroneously supposes that
thete is a direct route by which wage reductions may affect output
and employment without affecting the propensity to consume,
the marginal efficiency of capital or the rate of interest. But, in
fact, the repercussion may be quite direct, even though it can
always be expressed in Mr. Keynus' terminology if one desires
to. do so. Let us take the most straightforward case. Suppose
wages in a pure consumption trade, say, of domestic servants, are
reduced and the elasticity of demand for these sérvices is unity.
Then the consumption of these services and employment will rise.
The effect of the wage reduction on émployment is obviously
direct; but in Mr. KEyNes® terms we must describe it as an influence
via an increase in the propensity to consume.

Mr. Kevynes quite rightly stresses that, in order to evaluate the
total effect of a wage reduction, it is not sufficient to consider it
only in its cost aspects; effects through an increase or decrease of
workets’ purchasing power must be considered too. This matter
will be taken up in exctenso in Chapter 11 below. - He then discusses
various routes via which wage reductions may react, it an
internationally closed system, or in an “open” one, through
.creating expectations on the part of entrepreneurs with respect to
future changes of wages in an vpward or downward direction
or by producing “ a mote optimistic tone in the minds of entre-
preneuts, which may break through a vicious circle of unduly
pessimistic estimates of the marginal efficiency of capital and
set things moving again on a mote normal basis of expectation ™
(page 264). -

1 Gemeral The&y. page 2 57"3.:'1(1 passim,
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The most important inflaence which definitely
Wage  operates in the direction of a rise in employment
reductions and output (whilst many of the others may cut
increase  either way) goes via the liquidity-preference.
liguidity.  ©* The reduction in the wages-bill, accompanied by
some reduction in prices and in money-incomes
generally, will diminish the need for cash for income and business
purposes; and it will therefore reduce, pre fanto, the schedule of
liquidity-preference for the community as a whole, Cereris
paribus, this will reduce the rate of interest and thus prove favour-
able to investment > (page 263). A fall in wages and prices is
considered equivalent to an increase in the quantity of money.
“ If, indeed, laboutr were always in a position to take action (and
were to do so), 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 of interest would fall to a level compatible
with fuil employment, we should, in effect, have monetary manage-
ment by the trade unions, aimed at full employment, instead of by
the banking system > (page 267).

In our terminology, that amounts to saying that unemploy-
ment with flexible wages leads—in the unfavourable case where
the wage-bill falls in response to a fall in wages—to an in-
definite increase of idle funds (in liquidity) in terms of money
and still faster in real terms; and there must be somewhere
a limit at which people will stop hoarding and begin to
spend again, either on consumption or investment. (See below,
Chapter 11, § 8.)

We conclude once more that, according to Mr, KeynEes® theory,
his equilibrium with unemployment can exist only if money-wages
are tigid in the dowoward direction. This seems quite inescap-
able; and if My, KeynEs never quite admits it, at one point he
comes very near to doing so : if there were “ competition between
unemployed workers », * there might be no position of stable
equilibrium except in conditions consistent with full employment,
since the wage-unit might have to fall without limit until it reached
a point where the effect of the abundance of money in 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 point could there be a resting-
place.”? ' :
From this statement, with which all adherents
Daes of the classical school would agree, it does not,
Sfexibility of however, follow that very flexible wages {absolutely
wages and  petfect competition in the labour market) are
| prives promate necessarily the best policy to get tid of unemploy-
stability? ment. One may still hold with KEyNEs that, under
such conditions, ptices may become very unstable,
which may make business calenlations difficult and affect
unfavourably the marginal efficiency of capital.®? The problem
is a pressing one which has not yet been solved satisfactorily.
Is absolute flexibility o is a certain degree of rigidity of prices and
‘money-wages more conducive to stability of real income ? There
is one section 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 industty (especially
in capital-goods and durable-goods industries), prices were better
maintained, but output shrank. It goes without saying that, for
the farming population, that is 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 it must be said that it 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
credte great uncertainty and very unfavourably affect the demand for
capital and the willingness to invest. Thus the tesult may be

'\ General Theory, page 253 (italics not in the original). For this
reason, it is clear that the alleged intractability of slump conditions
(discussed in Chapter ry of the Theory, especially on pages 229 to 235)
can refer only to conditions in which money-wages are not aliowed to fall
indefinitely. It is therefore as true to attribute the persistence of unem-
ployment to the rigidity of wages and prices as to attribute it to the
peculiarity of money as compared with other assets. This does not, of
course, exclude the view that unemployment may be relieved—perhaps
more effectively—by measures other than a reduction in wages—e.g., by
an increase in the quantity of money combined with Government spending. .
* Gemeral Theory, page 269,
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that unemployment could be eliminated and the labour market
cleared by a very drastic cut in wages, but at the price of a fall of
rea/ wages to a very low level. (Thus Mr. KuynNEs’ assertion that
prices would fall pari passe with a fall in wages—which has been
carried to extreme lengths by Mr. LERNER, Jor. ¢/#.—may be unduly
optimistic.) In other words, if owing to rapid price changes
entreprencurs became very pessimistic, or at least very uncertain
about the future, the demand for labour might become very
inelastic. -

Hence, although the classical theoty is right in saying that an
equilibrium with unemployment is incompatible with competition
in the labour market, it does not necessarily follow that plasticity of
wages would eliminate depressions, (Compare the cautious and
well-balanced treatment of this problem in Professor Prcou’s
Industrial Fluctuations, Chapter XX, “ The Part played by Rigidity -
in Wage Rates *).1

_ At the beginning of tids section (see page 233

Chrenic  above), it was stated that the depression theory most
depressions  frequently associated ‘with Mr. Keynes’ theotetical
due 1o under- System §s an under-consumption of over-saving
consumption. theory. ‘This statement roay not seem to have been

' bome out by the detailed analysis of Mr. KeynEs’

pare theory in the preceding pages. It is nevertheless true in the
sense that Mr. KrywmEs, in many places, emphasises the low
propensity to consume prevailing in rich countries as the main
source of troubles. “ But worse still. Not only is the marginal
propensity to consume weaker in a wealthy country, but, owing
to its accumulation of capital being already larger, the oppottunities
for further investment are less attractive > (page 31). Moreover,
in various places, the spectre is raised of a lower limit to a fall in
the rate of interest * which in present circumstances may perhaps
be as high as 29, or 23%, on long term. If this should prove
correct, the awkward possibility of an increasing stock of wealth,

' It is always possible to conserve the favourable eflects of a policy of
wage reductions in its 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), 50 as to make sure that
total purchasing power does not fall.
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in conditions where the rate of interest can fall no further
under Jzissex-faire, may soon be realised in actual experience.”?
“The post-war experiences of Great Britain and the United
States are, indeed, actual examples of how an accumulation
of wealth, so large that its marginal efficiency has fallen
more rapidly than the rate of interest can fall in the face of
the prevailing institutional and psychological factors, can interfere,
in conditions mainly of /efsseg-faire, with a reasonable level of
employment and- with the standard of life which the technical
conditions of production are capable of furnishing * (page 219).
*“ T should guess that a propetly run community equipped with
modern technical resources, of which the population is not increas-
ing rapidly, ought to be able to bring down the masginal efficiency
of capital in equilibrium approximately to zero within a single
generation ” (page 220). Mr. Krywes believes “ it to be
comparatively easy to make capital goods so abundant that the
marginal efficiency of capital is 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. Key~es’' Gemeral Theory, but
not from the traditional theoretical apparatus. This impression
appeats to be unfounded. In either case, additional empirical
assumptions are required to establish the validity of those
diagnoses, and, given these assumptions, they can be deduced
from, or rather expressed. ini terms of, either one of the two
theoretical systems.

The empirical foundation and justification of these visions need
not be examined in this book, whete we are interested more in the
formal logical structure of the general theory. If they are not
new, they have at least received a strong impetus from Mr. Keynes’
General Theory. The views expressed have been elaborated by
various wtiters on the empirical side and much raiment has
been put around Mr. Keynes’ bare contentions. We may
mention a few broad facts which have been adduced to support
his thesis.

* General Theory, page 219. See alse however the passage on page 203
already quoted.
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Investment opportunities are said to have become

The drying-up scarcer, as compared with the nineteenth century,

of inpestment because of the less rapid growth of population;

opportunities. the cessation of migtration 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 institutional and political character. More

precarious assumptions are also made—for instance, that capital-

consuming technical inventions are less likely to be made in the
futare than in the past.

On the other hand, reasons are given which make it unlikely
that the volume of saving will decrease, and it is stressed that
important changes in the structure of the supply of saving have
occurred which impede their smooth absorption into the available
investment channels : savings are increasingly made by institutions
such as life insurance and social insutance companies, which are,
in most countries, prevented from investing in equities. In
other words, capital has become less venturesome, more timid
than it used to be in the heydays of capitalism, This tendency
creates & situation of scarcity amidst plenty in the capital market
and eliminates a number of important outlets for investment.

These speculations about secular tendencies and developments
are necessarily vague and are easily coloured by the subjective’
attitade of the particular writer and the surrounding conditions.
Their persuasiveness often depends less on the logical force of the
argument than on the way in which relevant facts are selected.
Tempotary hitches in the flow of investment, 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 ovetlooked or not
clearly stated : for example, it is often not realised that either
money-wages and prices must be rigid against downward pressures,
or else, if they are allowed to fall gradually under the pressure of
competition, it must be assumed that people are will.ing to hoard
unlimited amounts of money.

However, the clear realisation of all the necessary qualifications
of these theoties cannot definitely disprove their validity, although
it may reduce their persuasivencss. Only the careful scrutiny of
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a mass of expetience and the study of historical processes can
make the hypothesis more or less probable.

§ 6. STATIC VERSUS DYNAMIC THEORIES :
SOME METHODOLOGICAY, O'BSERVA'I’IO_NS

We may properly terminate 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 in the first chapter. '

On an earlier occasion, we characterised
General versus Mr. Keynes® Geseral Thory as 2 general inter-
partial  dependence (equilibrivm) theory in macro-cconomic
eguilibrium. terms. The theory is a gemeral interdependence
* theoty in the sense that it explicitly embraces the
economic system as a whole and represents it by means of 2 limited
number of magnitudes interrelated by a few easily comprehensible
telationships. This explicit generality distinguishes Mr. Kevwzs’
system favourably from many business-cycle theories which give
only a partial picture, confining themseives, consciously or
unconsciously, to exhibiting only some particular relationships,
which are supposed to be the crucial ones, and leaving the rest
hidden, so that it is left to the reader to supply from general
economic theory the missing relationships which are necessary to
make the system determinate.

1 The most balanced and best considered statement is to be found in
Professer Hansen's Full Recovery or Slagnation, New York, 1938,
“passim, and in his paper, “ Economic Progress and Declining Population
Growth *, American Economic Review, March 1939, A very good but
rather unqua.hﬁed statement is to be found in 4n Economic Program foy
Americanw Democvacy by Paul M. Sweezv, R. V. Gilbert and others, New
York, 1938. Compare also Gerhard Colm and Fritz ‘Lehman, Economic
Consequences of Recent American Tax Policy, Supplement I to Social
Research, New York, 1938 ; and G. Haberler, * Interest Rate and Capital
Formation ", in Capital Formation and its Elements, ed, by the National
Industrial Conference Board, New York, 1939.
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Mr. Keynes' system is conceived in terms of

Macroseopic macro-economic concepts, inasmuch as its fun-

versus  damental data consist of complex magnitudes which
microscopic  telate to society as a whole, such as national income,
analysis.. savings, investment, volome of production of
producers’ or consumers’ goods, effective aggregate
demand, ptice levels, etc. Its mactoscopic nature Mr. KEYNES®
theory has in common with most business-cycle theories. If a
theory which aims at representing the economic process as a whole
is to be manageable, it cannot avoid using broad averages and
aggregates of 2 collective nature. It is very well to preach a
microscopic approach and to urge the investigator to go back to
the individual units (households and firms), 1t is true, of coutse,
that direct and indirect observations of individual behaviour and
happenings are the only source of information 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 in terms of
aggregates and averages.?

‘The broader these aggregates, the smaller their number, the
more easily manageable (theoretically and statistically) the resulting
system. Unfortunately, however, it is usually not possible to find
between very hroad aggregates significant relationships which can
be relied upon to be borne out by the facts. If so, the aggregates

L * Final * in a relative sense.

* Professor Frisch {* Propagation and Impulse Problems ™, in Eco-
womic Essays in Homouy of Gusitav Cassel, London, 1933, a.ge 172)
uses the term “ macro-analysis ” in the sense of genera.l ¥ (embracing
the economic process as a whole) and “ micro-analysis ** in the sense ot
* partial equilibrium analysis . He points out that a gemeral inter-
dependence theory can be given in all detail (in our terminclogy : in micro-
scopic terms) only “ if we confine curselves to a purely formal theory.
Indeed, it is 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 mumber of equations is
equal t0 the number of variables, Such a theery, however, would have
only a rather limited interest, In such a theory it would bhardly 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
is always the danger that the internal structure of these aggregates
(in other words, the relationships between their subdivisions) may
prove to be significant; this would force the econoinist 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 is 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 is decisively
influenced by small details, and the passion, on the other hand, for
constructing sweeping theories with a few bold strokes of the pen.
The stony path of the economist working in this field leads con-
stantly between the Scylla of 2 maze of individual cases of an
unmanageable casuistry and the Charybdis of ingenious and
clean-cut but lofty and half-true theoties.
Mr. KeynNes’ theory has still another character-
Static versus istic which distinguishes it from all business-cycle
dyramic  theories : it is essentially static. By a static theoty,
theories.  we meap a theory where all the variables (magnitudes
to be explained) relating to a certain point or period
of time are explained by data relating to the same point or period
of time.l Such a theory can never explain a movement in time.
It can only answer the question : Given certzin data at a certain
moment, what will be the result at that moment? True, if the
data change in time, then the results will also change, But a
change in data cannot be explained. (If it could, then the data
would cease to be data and become variables.) They must be
given (or assumed) anew for each successive point in time. This
method of dealing with economic change is frequently called
“ comparative statics o

L Cf., for example, Frisch, loe, cif, and J. Tinbergen, “ Suggestions -
on Qmantitative Business-cycle Theory ”, Econometrica, Vol. 3, 1933,
page 241. .

* Usnally, the assumption is made that, after a change in the data has
occurred, a certain period of time must elapse bhefore a new equilibrinm
emerges. Comparative statics in the strict sense confines itsef to de-
scribing the two equilibria, the starting-point and the destination of the
economic systern. Any aftempt, on the other hand, at analysing in



z50. . Anabsis of Theories Part 1

To explain the business cycle, or aﬁy change of the economic
system over time, we need either a law about a {cyclical) change in

~ certain data or a dynamic theory. In the first case, we speak of

an “ exogenous 7’ theory of the cycle. (See Chapter 1.) The
paradigma is the weather theory of the cycle. But explanations
of this sort can be discarded at once as insufficient. _

By a dynamic theoty, we mean “ a theory that explains how one
situation grows out of the foregoing. In this type of analysis, we
consider not only a set of magnitudes in a given point of time and
study the interrelations between them, but we consider the magni-
tudes of certain variables in different points of time, and we
introduce cettain equations which embrace at the same time several
of these magnitudes belonging to different instants.”  We may
also say that a theoty is dynamie, if a magnitude is explained by
another relating to an -earlier (or, more generally, to another)
point of time. In still other words : if there are lags in the causal
nexus. If we say, for instance, that the volume of production (of
2 patticular commodity or of commodities in general) is 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 is a dynamic relationship : investment
is explained by a previous change in demand for the product.
The “ multiplier relationship ” may be formulated dynamically, by
allowing a time-lag between investment and the resulting increase

in consumption démand.  (In Mr. KeYNes’ systemn, it will be

recalled, it is a timeless terminological rule; only incidentally are
some remarks made about the probable change of the value of

detail the process of transition from one equilibrium to the other {e.g.,
in Marshallian manner, by distinguishing between short- and long-
period effects) marks the first step towards a “ dynamisation " of static
theory. For it leads Inevitably to the recognition of the fact that, as the
result of certain reactions, the process of transition, and hence the final
equilibrium, may be different. It also suggests that, after 4 given 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, _

t Frisch, foc. c¢if., page 171. Tinbergen formulates : * A theory [is
cailed] ¢ dynamie ' when variables relating to different moments appear
in one equatiom ™ {foc. cit., page 2471).
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the multiplier, or of the marginal propensity to consume, over
time.1

Such a dynamic theory is mdagman.r in. charactcr. 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 (short-run equilibria) are interconnected
like the links of 2 chain. Hence, in order to explain a movement
(cyclical or otherwise), we need not assume a cotresponding
change in the data;? we need be given only the first position or
an initial change in data, at the beginning of the process.

The skeleton of Mr. Keynns® theory, as it is represented precisely
in diagrammatic form by Professor LANGE,3 is essentially static.
Thete are no time-lags, and all the data and variables relate to
the same point of time. There are, however, many allusions
to dypamic relationships in incidental remarks and’ illustrative
observations which are thrown out in great number all over the
book. Moteover, dynamic theories can be grafted upon (or, as it is
more cotrect to say, may be expressed in terms of) Mr. KEyNEs’
system. This has been done, for example, by Mr. Harrob,*
who introduced the dynamic acceleration principle (and seems
to interpret the multiplier dynamically). Another example is
Mr. M. Kaieckr's theory,’ which introduces a lag between
investment decisions as determined by the current situation and
the actual volume of investment.?

1 Professor Tinbergen, loc, eit., has enumerated many different dynamic
relationships which have been used at one time or another in business-
cycle theory,

* This was the definition of an endogenous theory. Cf. Chapber: pageg.

* Economica, February 1938, Mr. Keynes has accepted this exposition
as correct. See also J. E. Meade : = A Simplified Model of Mr, Keynes'’
System ", in the Revisw of Economic Studies, VoI, IV, 1936/37, page ¢8.

s The Trade Cycle, Oxford, 1936.

* * A Theory of the Business Cycle “, in Review of Economic Studizs,
Vol. IV, February 1937, pages 77 ¢! seq., reprinted in Essays in the Theory
of Ecomomic Fluctuations, London, 1939.

¢ These theories, although inspired by Mr. Keynes' General Theory,
can be and have been expressed in a more classical terminology.-
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Thete is, however, one feature about Mr, KEynns’
Are system which bhas given the impression to many
expectations readers that the General Theory of Employment is a

a dymawic dynamic theory—namely, the fact that, following

tlement ¢ the lead of Swedish writers such as MyrpAr

and LiNDaHL, it runs in terms of expectations.
Almost every concept is defined in terms of expectations :
“ agpregate demand function 7, “ supply function »*, “ effective
derand 7, * marginal efficiency of capital ”, etc., are defined
with the help of such concepts as “ the prospective yield of
capital , “ proceeds which entrepreneurs expect to receive *,
etc.: Now, in a sense it is true that the explicit introduction
of expectations fendr to make a theory truly dynamic. In the
sense, namely, that the introduction of expectations into the causal
nexus is essentially an incomplete idea which requires, in order to
become at all useful, a complement which makes the theory
dynamic : if we confine ourselves to saying that it is not actual
(current) prices, costs, profits, etc., but expected prices, costs,
profits which induce an entrepreneur to produce and to invest,
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
expetience, is of very little value; for such a theory would still be
static, and it is almost impossible to determine expectations as
such.? Ounly if it is possible to give some hypotheses about how
expectations are formed on the basis of past experience (prices,
state of demand, costs, profits, etc.) can a really useful and verifiable
theory be evolved. And such a theory is evidently dynamic in the
sense explained above, for it links the past with the present : past

v Gengral Theory, pages 24, 25, 46 ef seq., 141, 147 ¢f seg. Compare
also what has been said earlier in this book in Chapter 6, § 2, on the rdla
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 guestionable procedure,
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prices, costs and profits via the state of expectation with present
production, consumption and investment.?

Mr. Keyngs has, of course, much to say on the formation of
expectations and the difficulties and limitations confronting
any theory on this subject, But all this is contained in the wealth
of remarks, observations and obiter dicta which—elaborating,
supporting, illustrating and, at timnes, contradicting and blurring-—
surround the main outline of his theory : the dynamic aspects do
not penetrate the heart of his theory.

Professor RosEirson’s “ period analysis », on the other hand.
is & clear step in the right direction of a truly dynamic analysis,
Similarly, a number of Swedish writess, especially Dt. Eric
LunpserG in his Studies in the Theory of Ecomomic Expansion,®
have visualised the problem cleatly. Dr. LunDBERG characterises
the method as “* sequence analysis ”” and has constructed a number of
miacroscopic dynamic models—“model sequences” as he calls them.?

Dr. LunNDBERG’S models are theoretical —that

Theoretizal is to say, the figures are assumed (not found statisti-
versws  cally); the relationships postulated, although assumed
statistical and selected so as to be not impossible on a priori
models. - grounds, are too simple and too few in number to

t From a strictly logical point of view, the psychological link between
the past and the present congisting of expectations may bedropped and the
theory stated in terms of a direct relationship between observable pheno-
mena at different points of time. Psychologically it may, however, be
useful to retain the word “ expectations ", or a similar concept, as a link,
because it reminds us of the fact that those dynamic * laws * (relation-
ships) are nothing but hypotheses ; that they can hardly ever be stated very
precisely in 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 in suecessive periods of

time means a more radical departure from equilibrium-theories than the
dynamisation claimed by Myrdal, and later by Keynes, when paying atten-
tion to the independent réle of expectations and anticipations, .
The introduction of expectations can, in a way, besmdtoma.rkthe
stepping-gtone to dynamic analysis, becanse they express the connection
linking present plans and activities with futare events. However,
economists have indulged in too much purely formal exercise with this
term. . . . Itdis sensible tolink actions with éxpectations, only if 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 life.!
Professor TINBERGEN, on the other hand, in a number of pioneeting
studies, has tried to evaluate statistically a great number of dynamic
relations for particular countties and to construct conctete models
which give at least a rough quantitative approximation of the
principal economic magnitudes and of the dynamic laws by which
they are interrelated.?

A dynamic theory of the business cycle, if fully elaborated in
precise terms, so as to do sotme justice to the enotmous complexity
of the real world, tequites a highly complicated mathematical
technique and presents formidable problems from the purely
formal logical point of view.?

Total lack of correlation here would mean the complete liquidation of
economics as a science. . . . In every processof economic reasoning,
we. . . ., have to make certain assumptions, often not specified,
concerning the refation between expectations, on the one hand, and
current or past prices, profits, etc,, on the other ” {loe. cit., page 175).

t Dr. Lundberg is, of course, well aware of these limitations.

* See, for example, An Ecomomic Approach fo Business-cycle Problems
and the companion volume, Les Fondements Mathdmatiques de la Stabilis
sation du Mougement des Aflaives, Paris, 1937 and 1938, For a detailed
discussion of thé statistical methods and measurements involved, compare
Professor Tinbergen's memoranda published by the Economic Intelli-

. gence Service of the League of Nations, Geneva, 1939, in the series :
Statistical Testing of Business-Cycle Theovies,

* 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 is complete unanimity among economists

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

and economic depression and the cognate problem of

“ Depression ", acute economic or financial ctises cannot fruitfully

be discussed in isolation from the major problem

of which they form part—viz., the problem of the business or

trade cycle ; by which is meant, a wavelike movement affecting

the economic system as a whole. It is therefore with the major
problem that this study is concerned.

To define * depression *, we must also define * prosperity » :
for the two are correlated concepts, since each is the negative of
the other.,

Before we try, however, to define more precisely these two
concepts, it may be well to say 2 word about the meaning of the
two related terms “ crisis” and “ depression . They are fre-
quently used indiscriminately. Throughout this paper, they will
be sharply distinguished,

“ Depression > will be used to mean a process or a continuous
state of afhirs of more or less extensive duration, which will be
described and defined in following sections of this chapter.

The term * crisis ** has two meanings. In the technical sense
of business cycle theory, it means the taming-point which marks
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the passage from prosperity to depression. In the ordinary sense
of everyday language, in which it is used also by the financial
Press and frequently in economic writings, it means a state of
acute financial stringency, panic, rans on the banks, drain of gold,
bankruptcies, ‘etc. A “crisis” in the technical sense—i.e., a
turn from prosperity to depression—is usually (but not always)
accompanied by an acute “ crisis »* in the ordinary sense. On the
other hand, an acute financial crisis may, and occasionally does,
occur at a time when there is no “ crisis »* in the technical sense; in
other words, it does not always mark the turn from a period of
prosperity to a period of depression, but occurs sometimes during
a depression of even during a prospetity period without turning
the latter into a depression.?

§ 2. DEFINITION OF PROSPERITY AND DEPRESSION
IN THE GFEMNERAT SEXNSE

Depiession and prosperity may exist in the case
A closed  of a branch of industty, a region, a whole country
ecomonry. ot the whole wotld.

The international aspects and complications of
the cyclical movement will be considered in Chapter 11 below.
In the earlier chapters, the reference will always be to the case of
a closed economy—by which is meant, not a completely isolated
country, but a country in possession of all the attributes which
we shall find necessary for the full development of the trade cycle.
We may therefore have occasion to allow for outside influences on
our * closed ” country, even before we turn in extenso to all the
complications and qualifications in the argument necessitated
by the fact that in the real world we are concerned, not with a
number of independent economic systems, but with a system of
interdependent and interrelated countries,

* But, as has been touched npon in connection with the discussion of
the * psychological *' theories, the “ detonation ™ of a financial crisis is
likely to detericrate the general situation, even if it does not bring about
an actual turn from prosperity to depression.
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Depression means a state of affairs in which real

Alsernative income consvmed or volume of consumption per

eriteria.  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 thete are idle resources and
unused - capacity, especially unvsed 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 wotkers, or very few of either. _

Depression and prospetity differ in degree rather than in kind.
Tt is not so much a question of a sharp line of demarcation between
the two, as of a scale of more or less depressed or more or less
prosperous conditions, ranging from deep depression to high
prospetity and from severe unemployment to full employment of
all the factors of production.

Real income consumed, real income produced, rate of employ-
ment—the three are comparatively precise concepts and even to
some extent measurable quantities. ‘There is little to be gained
by looking deepet, though it is always possible to regard each of
the three as in one way or another an index or a measure of a more
fundamental magnitude, 7.z., of economic welfare. But “economic
welfare * is 2 vague expression which itself calls for definition in
terms of more precise and measurable magnitudes—and, as such,
- real income consumed, real income produced and rate of employ-
ment are at once indicated. For all practical purposes, therefore,

1 Professor Fisher, in his various writings, defines © national income ™
as volume of consumption (see his Nature of Capital and Incoms, New
York, 1912, his Theory of Inlevest; New York, 1930, and his article “ Der
Einkemmensbegriff im Lichte der Erfahrung  in Die Wirtschaftstheorie
der Gegemwar!, Vol. TI1, Viemna, 1028, page 28). It has, however,
become more and more usual to define national income as consumption
plus net investment—that is, for a closed ecomomy, the same as what
we have called above * national income produced " or “ volume of
production . Since investment can be negative (disinvestment, dissav-
ing, capital consumption), the volume of consumption may exceed the
natipnal income. In Chapter 1o, we shall have to come back to these
questions of definition. (Cf., e.g., Eric Lindhal : *“ The Concept of

Income ™ in Economic Essays in Honowr of Gustay Cassel, l.ondon, 1933,
pages 399 e seq., and the statistical literature which has sprung up in
recent years.}
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‘prosperity and depression are sufficiently precisely defined in
terms of one or the other or all three of these magnitudes.
In recent years, unemployment has frequently

“ Employ- been taken as the sole criterion of the economic

ment>  sitvation of a country. ~ It must not be forgotten

eriterion.  in this connection that a certain amount of unem--

ployment is always present (frictional tncmploy-

ment), and that there is a seasonal fluctuation of employment in
many trades and countries. Even if these two factors are dis-
regarded, the fact remains that in some countries unemployment
rerains on a high level over long periods—e.g., in England or
Austria after the wat. In such a case, we speak of a chronic
depression : but this does not mean that cyclical fluctuations are
absent. They are merely supcnmposed on the mass of *‘structural™
unemployment.

Even with all these qua.hﬁcatlons—whjch ate equally applicable
incidentally to the two other factors of real income consumed and
real income produced—the employment index cannot be regarded
as an unfailing criterion in all cases. In agricultural countries,
for example, depressions, whether due to crop fmlures or to

! The precise definition of the three variables—real income consumed,
real income produced and rate of employment—and the method of measur-
ing them open up, of course, the possibility of infinite discussion and raise
2 host of intricate problems. The whole literature on the construction
of index-numbers of the price-level and volume of production and the
cognate problems which they raise, has its relevance in this connection.
It need not, fortunately, detain us at this point, since {(as we shall see)
the fluctuations with which we are concerned are so marked as to be
visible, whichever of the current definitions and methods of measurement
of the fundamental magnitudes is adopted. Exceptional cases are -
conceivable where reference to other criteria is indicated—ior example,
where adverse iniluences on the real income consumed or the real income
produced are offset by harder work, In such a case, though the real
incomeé consumed and real income produced are unchanged, we are
compelled to record a deterioration of the position, because the economic
welfare is reduced.. The additional criterion which must be introduced
in this case is the length of the working-day. An alternative would be
to define real income in such a way as to cover the quantum of leisure
achieved and to malee allowance in some manuner for the toil and trouble
involved, The statistics, however, afford no ground for supposing that
such exceptional cases are of any considerable practical importance.
Hence we may refrain from going into the matter in greater detail,
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low prices, are not commonly accompanied by unemployment.
The farmers and agricultural workers indeed may even work
harder, and more people may be called in to wotk—wives and
children, for example—in bad times than in good. The same
may be true, to a certain extent, in countries such as Japan or
Yugoslavia where industrial labour is not completely divorced
from the soil. Bven in'a purely industrial country, if wages were
perfectly plastic, unemployment could possibly—although this is
an open question—be reduced to a very low point. On the other
hand, there are cases where unemployment is due to rapid techno-
logical progress : in such cases one can hardly speak of depression
or deterioration of the situation in spite of the high or rising level
of unemployment.!

In such cases, we fall back on the two other criteria above
mentioned—namely, real income consumed and real income
produced.? The difference between the two consists in the fact

t No reference is made in this connection to statistical difficulties in
the measurement of unemployment—a frequent source of spurious
changes in unemployment figures. The introduction of schemss of
unemployment relief or insurance and alterations in existing relief schemes
always involve changes in the number of registered unemployed, for the
reason that numbers of persons previously not registered are included
in the registration, while numbers of persons previously registered are
excluled. Changes in the situation in regard to unemployment relief
-are also bound to influence the real volume of wnemployment owing to
changes in wage-rates-and the willingness of the workers to accept work
at the prevailing rates, '

' It may be urged that, in manufacturing industries, which are not
dependent upon the weather, a divergence between volume of production
and rate of employment is impossible in the shart run.  But this is not the
case-—even apart from the destruction caused by earthquakes, fires, explo-
sions and thelike. Where there is no reduction in the labeur strength,
a fall in the volume of output is conceivable, if less capitaiistic methods
of production are employed. There are theorists who maintain that
this actually happens during the depression. Quantitatively speaking,
however, in the absence of nnemployment, fluctuations in production
would certainly be reduced to relatively small proportions.

Professor F. Machlup says : “If wages were perfectly flexible, there
would perhaps be no sharp fluctuations in employment, but there would
be fluctuations in wage-rates instead™ (“Professor Knight and the
Period of Production” in Journal of Political Economy, Vol. 43, Octaber
1935, page 624). See also ]. Robinson on “Disguised Unemployment™
in Economic Journal, June 1936, reprinted in Essays in the Theory of
Empioyment, London, 1937, pages 82 & seq.
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that real income consumed is confined to consumers’ goods and
services—that is to say, is equivalent to “ volume of consump-
tion™ or, if we disregard changes in stocks of consumers’ goods,
to “flow of goods and services ready for consumption”,!
while real income produced inclades also additions to the stock
of goods of a higher order (producess” goods, raw materials, etc.).
If wages or incomes in general are flexible, and
“Consumption” unemployment is avoided more or less completely
criferion. by a fall in wages rapid enough to offset the detetio-
ration in the economic situation, the deterioration
will take the form of a fall in the real income consumed by the
community. In the case mentioned above of an agricultural
country, the rate of employment and the volume of production
may even rise in spite of the prevailing depression, if the foreign
demand for the product of the country has fallen as a result,
¢.g.; of a depression in certain foreign countries or the ¢xpansion
of a competitive source of supply® The criterion of the
deterioration is then a fall in the real income consumed represented
by a reduction of the consumption of imported goods due to the
fall in price of home-produced exports.
In a closed economy, the situation is usually less
“Production” involved. But even here the movements of the
eriterion.  volume of consumption and real income produced
may diverge. It is cénceivable that the volume of
consumption should remain constant or even rise while the volume
of production falls-—¢.g., in the case of a community living on its
capital. Obviously, in such a case, the volume of production and

i Tt is convenient to regard durable consumers’ goods (such as motor-
cars or dwelling-houses) as goods of a higher order, and their services
as the fnished product, Professor Irving Fisher’s Nature of Capital
and Income {New York, 1912) would seem to contain the most satis-
factory discussion of the various accounting problems which arise in
this connection,

* It is worth pointing owut that the term “volume. of production”
may be defined as meaning, not the volume of home production, but the
final cutcome or result of the national labour, including (that is) the volume
of goods obtained for that part of the product which is exported to foreign
countries. Volume of production == amount produced at home — axports
+imports. If we adopt this definition, the discrepancy in this case
between volume of production and real income consamed is avoided.
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the rate of employment have to be taken as criteria rather than the
volume of cou.umption?

On the other hand, if a community 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 arises, to a greater or smaller extent,
when business is recovering from a deep depression. The
production of producers’ goods rises and additions are made to
the capitai stock; but the flow of consumers” goods and services
usvally rises only to a lesser extent.

We may conclude that a combination of the three

Conclusion.  indices—(1) employment, (2) real income consumed

and {3) real income produced—can be regarded as
the ctitetion of the existence, and measure of the degree, of
prosperity and depression and changes in the same. If all three
indices point in the same direction, the situation is clear, If they
diverge, it is as a rule possible to arrive at some indication on the
basis of the considerations above set forth.

We shall see that the fluctuations are usually so marked that the
doubtful cases are of no practical importance. But, hefore we
proceed to statistical examples, we may discuss briefly two other
criteria which are often used in the literature on the subject.

Fluctuations in profits (and losses) are frequently

Ozher  regarded as the essential characteristic of the
criteria.  business cycle : but it would not seem advisable to
rank them with the three fundamental elements

‘indicated above. The term “ profit ” is vague and misleading,.
What are recorded statistically as “ profits™ (e.g., profits of cor-
porations) do not consist purely of profits in the sense in which
economic theory uses the term : they are, rather, a mixture of
interest, rent, monopoly gains, etc. Profits in the sense in which
economic theory uses the term ate part of the national income

1 Volume of consumption can be taken as the criterion, if the time
element is introduced. A community living on its capital is prosperous
for the time being: but the prosperity cannot last.
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and, as such, are included in * real income ™, The abrenee of
profits—or losses—in this, the strict, sense of the word is the very
essence of perfect equilibrium of the economic system; and a state
of perfect economic equilibrium, with full employment of all
available resources, is surely a state of high prosperity.

The term * loss ** also lacks precision.  An individual, commer-
cial loss need not be a loss to the community. The invention of a
new productive process, for example, may involve losses on the
fized plant used in the process supplanted : but such losses do not
constitute a deterioration in the economic situation of the
community. Profit-and-loss statistics are no doubt a valuable
symptom of the business cycle in the technical sense : but they
are not an unfailing criterion of the business cycle in the general
sense (§ 3).

Our employment- and production—crite:ion seems to express
precisely what is meant by * economic activity ”, which is
frequently used, more or less loosely, a8 criterion of prosperity
and depression. Evidently, if it is to be at all useful as such a
criterion, the concept must be capable of quantification, and if we
ask ourselves how the degree or intensity of economic activity is
to be measured, the answer will be in terms either of input or
output, in terms, that is to say, of the effort applied or the result
achieved. This is doubtless equivalent to measuring it in terms
of employment (not necessarily of the available Jabour factor
only) or of production.

§3. THE BUSINESS C'fCLE IN THE GENERAL SENSE AND
IN THE TECHNICAL SENSE

The business cycle in the general sense may be defined as an
alternation of periods of prosperity and depression, of good and
bad trade, - This definition is, however, provisional, for it is
obviously too wide. It covers more than the business cycle in
the technical sense of business-cycle theoty. That the general
cconomic situation is subject to fluctuations, that the volume of
production, national income and level of employmeat should
sometimes be above and sometimes below the average or trend
is not indeed surprising. An alternation of periods of depression
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and ptosperity is what we should normally expect. What calls
for explanation is, in the first place, the duration and wide amplitude
of the fluctuations—particularly those in the negative direction,
since the upward movement, the approach to full employment,
might be explained as a natural consequence of the inherent
tendency of the economic system towards equilibrium. Why do
we not find short irregular oscillations around a trend, but long
swings in both directions ?

It is not merely, however, the magnitude of the fluctuations,
but their peculiar nature, which constitutes the problem of the
cycle, What that nature is can be indicated at this point only
in negative terms.” With the positive explanation of these fluc-
tuations, the whole of the rest of this study is concerned. The
mysterions thing about them is that they cannot be accounted
for by such ** external  causes as bad harvests due to weather condi-
tions, diseases, general strikes, lock-outs, earthquakes, the sudden
obstruction of international trade channels and the like. Severe
decreases in the volume of production, real income or level
of employment as a result of crop failures, wars, earthquakes
and similar physical disturbances of the productive processes
rarely affect the economic system as a whole, and certainly do not
constitute depressions in the technical sense of business-cycle
theory.! By depression in the technical sense we mean those
prolonged and conspicuous falls in the volume of production,
real income and employment which can only be explained by the
opetation of factors originating ‘within the eccnomic system
itself, and .jn the first instance by an insufficiency of monetary
demand and the absence of a sufficient margin between price and
cost.

If external disturbances of the kind referred to have a causal
relation to the occurrence of depressions in the technical sense-«—
which is unquestionably the case—it is not so much the material
obstruction of the production process that accounts for the fall

' ‘This by no means exciudes the possibility of such external disturh-
ances baving an indirect influence on the business cycle in the technical
sense. OUn the contrary, we shall see that those disturbances play their
rble by starting or reversing, retarding. or accelerating, internal processes
of expansion and contraction of output and employment.
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GENERAL INDICES OF CveLical MOVEMENT IN VARIOUS COUNTRIES

For explanations, see Appendix I, page 509.
The principal crises are indicated by arrows,
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GENERAL INDICES OF CYCLICAL MOVEMENT IN VARIOUS COUNTRIES

For explanations, see Appendix I, page 509,
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 is materially perfectly possible.
The necessary capital equipment is there; so is the labour-power :
so are the raw matetials and semi-finished products.  Yet somehow
a large part of the factors of production cannot be put to wotk;
the economic machine does not function smoothly : the price
system is out of equilibrium. '

§ 4. BASIC FACTS ABOUT THE BUSINESS CYCLE

In any attempt to apply our fundamental criteria

Four phases of prosperity and deptession in ordet to locate and

of the cycle. measure in exact form, over any considerable length

of time, the phenomenon which is 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 in the nineteenth century, are very inadequate, Indices of
national income and employment (ot unemployment) are very
unreliable, and in the case of a number of countries do not exist
at all. Indices of the volume of production are also far from
being complete or sufficiently representative.

The fluctuations with which we are concerned are, however, so
marked and extend over such a wide range of phenomena that it
is possible to identify them with a high degree of accuracy on the
basis of the existing material, even in periods for which the latter
is not so complete. We begin with the attempt to determine
the length of the successive periods of prospetity and depression in
the case of a number of countries by fixing as exactly as possible
the turning-points from boom to slump and slump to boom. The
whole cycle is divided into four phases or parts :

{1r) The upswing (prosperity phase, expansion);

1 This is clearly revealed by the fact that external disturbances, such
a& a war or an rarthquake, 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 preduction.
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(2) The downswing (depression phase, contraction);!

(3) The upper turning-point—that is, the turn from prosperity
to depression (down-turn, crisis in the technical sense);®
{4) Thelower turning-point—that is, the turmn from depressien

to prosperity (up-turn, revival).

This distinction of four phases, or rather two phases and two
turning-points, should not be taken to imply more than is actually
said. It is not suggested that the duration of cycles should
necessatily be counted either from trough to trough (from revival
to revival) or from peak to peak (from crisis to crisis), It is not
maintained that each cycle (whether counted this way ot that way)
is to be regarded as (so to say) an individual unit or an indivisible
whole, so that it must be explained by a single principle, or, again,
that one phase grows out of the previous one and must be explained
with reference to it.  Such statements may have a definite meaning
and value at the end, or in a later stage, of a study such as the
present one. At this carly stage, we shall do no more than
register certain basic facts®

In the preceding pgraphs, the cyclical movement

Varions it a number of countries is reptesented by various
indices  indices, a desctiption of which is given in Appen-~
recording  dix 1. An inspection of the diagrams shows an
the ¢yele,  almost perfect concordance in the movements of diffe-
rent curves, ‘There are sometimes slight deviations;

put they seldom exceed one year. They can often be explained

* The terms “expansion”™ and “ contraction” are sometimes used
in the purely monetary sense of expansion and contraction of credit
or money. We shall use them, where no other meaning is implied by
the context, to denote the complex phenomenon—expansion and centrac-
tion of production and employment plis expansion and contraction of
the circulating medium. For the purely monetary aspect, we shall
usually employ the terms “infiation” and “deflation™.

' See page 257.

* Various writers have elaborated different typical cycle patterns,
The Harvard Economic Service, e.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 fluctnations.
They imply generalisations which do not fit all cases. Therefore they
cannoi serve as starting-points, but are the resuit of the analysis.
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by inaccuracies in the figures ot in the description in. the annals,
The conventions which have been adopted for the graphical repre-
sentation of the “Annals™ mrust be kept in mind, if a misleading
impression is to be avoided. Only 2 few gradations of prosperity
and depression are distinguished, so that neither the amplitude of
fluctuations nor the speed of recovery and decline at various
points can be adequately indicated. Both the high and the low
conjunctures tend to be represented by horizontal straight lines
masking the turning-points which come either in the latter part
of the last yeat of the horizontal ot in the first part of the
following year.

It must also be remembered that, whereas the production
indices show a pronounced trend movement, on which the cyclical
fluctuations are superimposed, in the employment series—except
in the case of thé United States of America—and the Reference
Cycle Curve, the trend is eliminated by the method of their
construction.

These curves represent the business cycle in the general sense—
that is to say, they record the changes in production and employ-
ment irrespective of the cause. But there is no doubt that, with a
very few exceptions, the ups and downs of production in 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 production and amploymcnt
figures relate to industry alone.

Since relisble direct measurements of our fundamental criteria—
employment and volume of production——ate not always available,
it is necessary to have recourse to other statistical series, which are
either themselves constituent parts of the index of production,
ot are empirically so closely related that they can be taken as highly
symptomatic for the direction of the movement or magnitude of
fluctuations in the fundamental variable. Such “ auziliary ” or
“ symptomatic ” series, as. they may be called, are bank clearings,
bank deposits, other monetary senes, ptice series, transportation
ﬁgures, banktuptcles, etc,
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§ 5. THE SECULAR TREND

The economic cycle ip which we are primarily
Varions  interested s that alternation of relatively prosperous
components- of and depressed times, together with all the concomit-

Hme-series. ant changes in all parts of the economic system,

which extends over the period of three to twelve
years. This movement we call the business cycle proper.

Besides (1) the business cycle propet, we find other movements
reflected in the time-series of important economic magnitudes-—
pamely, (z) a secular trend, (3) seasonal variations within the
span of one year, (4) octasional disturbances attributable to erratic
forces from outside the economic system in the strict sense, and
(5) the so-called “long waves” coveting periods of fifty years
of mote.

The secular trend relates to the continuous rise

The meaning in volume of production, real income, production

of the trend  of particular commodities, real wages, etc., which

in different  has taken place, with relatively short setbacks, during

 series.  the nineteenth and twentieth centuries. Such a

tendency of the fundamental magnitudes to grow
is the criterion of a progressive economy. As we usuaily think
of societies as progressive, we assume—and have hitherto been
lucky enough to find—upward-sloping trend curves for produc-
tion and consumption. But it is by no means necessary that the
secular change should take place at a constant rate, or that it
should always slope upward along a smooth curve which can
confidently be extrapolated into the future. Nor is it excluded
that the forces which create the trend may tend to operate
spasmodically ot cyclically.

Furthermore, it is evident that the sccular trend may have
quite a different significance according to the economic magni-
tude concerned. A gradual rise of the total volume of pro-
duction and consumption is the natural consequence of growth
of population. An upward-sloping trend of physical quantities
of production and consumption per head of the population is the
essence of material progress due to the accumulation of capital
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and the increasing stock of technical knowledge. Obviously, the
situation is quite different in the case of money prices and money
values. Rising prices and money values are not an essential
characteristic of material progress. It is quite conceivable that,
because of the peculiar working of the money-profit-price
mechanism in an individualistic economy, a certain trend of prices
is required to ensure the smooth, uninterrupted working of the
productive apparatus, and to make possible the complete and
rapid realisation of all the benefits of technological progress.
But this is only a hypothesis, as to which there is 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 is the most beneficial for the
working of the economic machine. In any case, it scems to be
clear that a ptice ttend—if there is one—should be interpreted
in quite a different way from a trend in the physical quaatities of
production. .

At this stage, being primarily interested in cyclical movements of
the order of magnitede of three to twelve years, we are concerned
not so much with the * secular trend ” as with the departures
from it which our series exhibit, As for the other movements
in the wvarious economic magnitudes, the seasonal fluctuations
~not shown in the annual data—do not constitute a serious
theoretical problem, not do the itregular changes or disturbances,
such, for example, as the general strike in the United Kingdom
in 1g926.

§ 6. BUSINESS CYCLES AND LONG WAVES

A wotd 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, -
Woyrrinskr and others) show themseives quite clearly in a number
of long seties such as those of production, wages and prices.
These long waves ot trend cycles extend over a period of fifty to
sixty years; and the short cycles, for which we reserve the expres-
sion “ business or trade cycle”, are superimposed on them (in
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mach the same way as the seasonal fluctuations are supetimposed
on the business cycle). _
Avoiding figurative language and leaving aside
Facts abowt all speculations and dubious hypotheses, the broad
the lomg  facts about these long waves seem to be as follows.
waves. It is possible to distingnish during the nineteeath
and twentieth centuries alternating petriods in
which depression years and prosperity years respectively predo-
minate. These periods extend from twenty to thirty yeats, and
each of them comptises two to five complete business cycles of the
short type. These periods are, according to Professor SprETHOFF,
for Western Europe (1) 1822-1842, (2) 1843-1873, (3) 1874-1804,
"(4) 1895-1913.1 The firs# of these periods contains two business
cycles in which the depression phase was much longer than the
prosperity phase. In this whole period, Professor SpIRTHOFF
counts nine prosperous and twelve depressed years. In the
second period (1843-1873) prosperous times prevail. In three and
a-half business cycles there are twenty-one prosperous and ten
depressed years, depressions being short and mild. The shird
petiod (1874-1894) begins with the prolonged and extremely
severe depression of the seventies. It contains two and a-half
cycles, and Professor SPIETHOFF counts six prosperous and fifteen
deptessed years, ‘This gloomy period is followed by a fowr#h
period (1895~19013) which is overwhelmingly prosperous. It
contains two and a-half cycles, the last one being interrupted by
the wotld war. Ounly four depression years stand against fifteen
years of prosperity, deptessions being short and mild.
We do not deny that there is an interesting
Necessity phenomenon in the  long waves * which calls for
for previous explanation. Some prima facie plausible hypotheses
analysis of have been put forward to this end. There are
short 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

t According to other investigators,' the dates are approximately the
same,
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innovations (equipment of a country with railroads) or newly
discovered countries.! These forces may conceivably produce
a long wave in production and prices. But is not that a purely
fortuitous phenomenon ?  Is each of these long cycles the result
of the same type of force ? Is there the slightest probability
that a cycle of fifty years or so will always be produced ? Are
we at all justified in extrapolating these waves ? Is there any sense
in such statements as that the depression of the nineteeni-thirties was
s0 severe because we were not only in the downgrade of a short, but
also of a long, wave ? Why is it that periods which ate under the
spell of one of these long-range forces are themselves divided into
shorter periods of prosperity and depression ? It would seem
that all these and other sceptical questions about the nature of the
long waves can be answered only after a fairly full insight into
the mechanism of the short cycles has been attained. " For the
forces which are said to produce the long waves do not work
independently of, and alternatively to, those that produce the
short cycle. ‘They work through the latter-—e.g., by tending to
increase continuously the supply of money (gold production),
or by continual creation of new investment opportunities (¢.g.,
railway development of a country or rapid growth of its population).
Unti} 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 fitst of all the problem of the
business cycle. :

§ 7. IS A GENFRAL THEORY OF THE CYCLE POSSIBLE ?

Until now we have discussed the essential charac-

Euach ¢ycle  texistics of the business cycle—that s, those qualities
an historical in the absence of which the phenomenon “ business
individual., cycle” does not exist. Besides these, there is an
endless variety of changes in all spheres of economic

and sceial life which, without being essential features of the cycle,
are more or less regular concomitants of its progress. These
concomitant changes furnish the material which we have to seek

t This is Professor Schumpeter’s hypothesis about the long waves.
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cut and analyse in order to find such clues to the causation of the
cycle as will enable us to verify or reject the explanatory hypo-
theses (theories of the cycle) which we find in the literature.

Most of these changes do not appear regulatly in all cycles.
Close inspection .of the facts reveals very many irregularities and
far-reaching differences between the characteristics of the various
cycles—over and above the differences in the length and amplitude
of the cycles {as defined in terms of our fundamental criteria).
Each cycle, each period of prosperity or depression, has its special
features which are not present in any, or not in many, others.
In a sense, each cycle is an historical individual : each is embedded
in- a social-economic structure of its own. Technological
knowledge, methods of production, degree of capital-intensity,
number, quality and age-disttibution of the population, habits and
preferences of consumers, social institutions in the widest sense
including the legal framework of society, practice in the matter
of interventions of the State and other public bodies in the economic
sphere, habits of payment, banking practices and so forth-—all
these factors change continuously, and ate not exactly the same
in any two cases. It is therefore not at all surptising to find great
dissimilarities between cycles in different countries and different
periods. On the whole, it may be said that the differences and
dissimilarities between different cycles are much greater than
many cycle theorzists seem to assume,

This point with regard to the dissimilarities be-

A gemgral  tween different cycles raises the question whether it
theory possible. is 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 in the industrial countries
of Western Europe and the United States and for those in the
agricultural countries of Eastern Europe and overseas. (*“Cycle”
is here used in the techaical sense as defined previously, disregard-
ing those changes in volume of production, employment, etc.,
which can be attributed to the diree influence of the inter-
raption or obstruction of the productive process by external
disturbances.)
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The question cannot be answeted 4 priori. Logically, it is
quite conceivable that, under different social and economic
conditions, periods of prosperity and depression should be
produced by entirely different sets of causes, so that for different
groups of cycles separate theoties would have to be devised.

We believe, however, that this is not the case, We believe,
on the contrary, that a very general theory of the most important
aspects of the cycle can be evolved, which will not on the one hand
be so formal as to be useless for practical purposes, while, on the
other hand, it will have a very wide field of application. The
precise conditions of its applicability will be discussed in the
following pages. They relate to monetary and banking arrange-
ments, the wage-price system and some elementary technological
facts—all deeply rooted in our present individualistic money-ptice
€CoOnomy.

1t should be noted that the mere fact that each cycle is an his-
torical individual is not a sufficient argument against a general
theory. Ate there two men who are in all respects alike ? Does
-this dissimilarity in many respects destroy the possibility and prac-
tical usefulness of anatomy, physiology, etc.? That each cycle
is vnique in many respects does not prevent 2ll cycles from being
similar in other respects, over and above those similarities which
constitute the fundamental elements of the cycle. These latter
do not constitute causes of the cycle any more than paspresé is the
cause of poverty. In other words, that each upswing shows a rise
in production and employment and each downswing exhibits a
fall of the same is not susprising, since that is how we have defined
the cycle. But, if there are other similarities, they may, as.symp-
toms, throw light on the causes.

It will be shown that any economy organised on

Order of the such lines is liable to cumulative, self-reinforcing
argument. processes of expansion and conttaction. The first
thing to prove is that these processes are self-
reinforcing-—that is to say that, once expansion or contraction
has started (for whatever reason), forces are released which make
for further expansion or contraction. In other words, certain
deviations from the equilibriom ate not corrected automatically,
but lead the system farther away from equilibrium, (This is, of



Chap. o Definition of the Cyele 277

course, figurative language, Its purpose is not to prove a propo-
sition, but to convey a general meaning, It will presently be
replaced by precise analysis.)

‘The next step will then be to discuss why these processes of
expansion and contraction -always come to an end. Must they
come toanend 7 Cannot they go on indefinitely ? Why does
cxpansion not lead to stable equilibtium ? Are periods of
expansion interrupted and reversed by accidental disturbances,
‘or do they necessarily give tise to maladjustments ?

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

The guiding principle of our approach is to proceed cautiously
step by step. We do not assume from the outset that thete is a
cycle in the sense that prospetity must necessarily be followed by
depression and wice persa, 'That may be the final conclusion of
such a study as the present; but it cannot be assumed from the
beginning. Therefore we start with the most general aspects of
the problem, which do not yet imply the existence of a cycle in the
strict sense just indicated, and then proceed to less and less general
features, whete the conclusions depend to an increasing extent
on the particular social-economic environment. This procedure
has the advantage that it does not close the door to more ambitious
theoretical constructions, But it would seem that such construc-
tions cannot be safely undertaken except on the basis of such

preparatory analyses.
§8. TWO REGULAR FEATURES OF THE CYCLE

There atre two featutes which we can obsetve in

Parallelism  every cycle, probably without exception, although
of production they are not implied by our definition of the cycle.
and monetary They ate therefore of the utmost suggestive value
demand. and must be kept in mind from the beginning.
The one is the fact that the cyclical ups and downs

of production and employment are accornpanied by a parallel
movement of the money value of production and transactions;
the second is the fact that the cyclical fluctuations are more marked
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in connection with the production of producers’ goods than in
connection with the production of consumers’ goods.

The first of these facts is so indubitable that it hardly calls for
special statistical verification at this point. It is only neccessary
to recall that production tises in the upswing, falls in the downswing,
while prices in general (including factor prices, especially money
wages and prices of real estate and property rights) rise or remain
constant? in the upswing and fall in the downswing. It follows
that the money value of production and of transactions rises and’
falls. In other words, the volume of work which the mediun of
exchange has to perform expands and contracts with the rise and fal
of the business cycle. MV, the quantity of money X velocity of
circulation—i.e., the flow of money against goods or the aggregate
demand for goods in terms of money per unit of titne—grows
dunng prosperity and sheinks during -depression. - This propo-
sition is certainly true of the money value of production and the
money value of transactions rclatmg to goods—of the “ industrial
circulation ™, to use an expression of Mr. Keynes, It may not
always be true—-or at any rate irregular fluctuations may occur—
if stock-exchange transactions (that is, the * financial circulation ”
in Mr. KEYNES’ terminology) aré included.

It should be noted that these propositions do not follow from
the definition of prosperity and depression, and are by no means

self-evident.3 Tt is not a logical necessity that fluctuations in thy
material volume of production should always be accompanied be
parallel changes in its money valge. Fluctuation in real income
need. not show itself by fluctuation in money income. Prices
might conceivably fall during the upswing and rise during the
downswing.® That the contrary is true, that a higher national

' The best-known case of constant or even falling prices is that of the
1926-1929 boom in America. Even in this case it was only true of
commodity prices : factor prices and stock-exchange prices rose,

* This has, £.g., clearly been overlooked by Mr. R. F. Kahn, in his
Rejoinder to my Comments on his review of the first edition of this book.
(Economic Journal, Vol. 48, June 1938, page 335, last sentence of aeccm.d
paragraph.)

* Where the fall in the volume of produoction is due to a physical
obstruction of the process of production, unaccompanied by changes on
the money side, that is what one would expect.
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income in terms of goods always appears as higher money income,
. is a highly significant additional fact which calls for explanation;
and its explanation is almost bound to afford clues to the under-
standing of the business cycle.t
It would be rash to conclude from the fact that the monetary
circulation (in the sense of MV”) rises and falls with the general
movement of the cycle that money—or rather monetary forces in
the sense of monetary policy (7.e., action on the part of the monetary
authorities)—is the impelling cause of the cyclical expansion and
contraction of production and employment. We shall come back
to this point later. At this stage, we cannot answer the question
definitely; we must confine ourselves to pointing out that money
may conceivably play a réle of minor importance. It is possible
that in some, or even in all circumstances it adjusts itself to changes
in production without exerting an active influence.
' We pass to the second regular feature of the cycle,
Specially  a less self-evident feature—namely, the fact that the
wids production of producers’ goods fluctuates much
flsctnations mote violently than the production of consumers’
in producers’ poods. As may be seen from the following
goods.  graphs, this is true in a relative, and in many cases
also in an absolute, sense. If we measure the
amplitude of the cycle either by changes in the total volume
of production or by changes in the total number of unemployed
~or employed workers, we often find that the changes in the
volume of production of producers’ goods (goods of higher order)
and changes in the number of unemployed in these industries
contribute more to the change of the total than do changes in the
volume of production of consumers’ goods and in the number of
workers cmployed thereon. Historically speaking, with the
accumulation of capital, the producers’ goods industries have
grown relatively to the consumers’ goods industries, till to-day
they are in many countties approaching or outstripping the latter
in importance, as measured, £g., by the number of workets
employed in both branches. It may happen, however, in countties

' Mr. R. F. Harrod, in his book, The Trade Cycle {London, 1936}, has
also found it worth while to lay special stress on this fact.




280 Nature and Canses of the Cyele Past 1I

PrRODUCTION AN ENMPLOYMENT BY GROUPS OF INDUSTRIES,
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ProDUCTION AND EMPLOYMENT BY GROUPS OF INDUSTRIES.
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ot semi-closed economies where the producers’ goods industties
are relatively undeveloped, that the absolute magnitude of these
fluctuations in production is greater in the cofsumers’ goods
industries. .But in almost all cases it will be found that the
amplitude of the floctuations measured with reference to
* normal ” producton (ie., the relative fluctuations) is greater
in the producers’ goods industries. Moreover, not only is their
amplitude greater, but the fluctuations in these industries are
much mote regulax, and conform much more closely with the
business cycle in general, than the fluctuations in the. consumers’
goods industries. :

When we speak of consumers’ goods, we mean penshablc
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.



CHAPTER 10

THE PROCESS OF EXPANSION AND CONTRACTION

§ 1. INTRODUCTION

In this chapter, the mechanism of the expaasion
The pra&!mr and contraction processes will be amalysed. We
stated.  assume that the process of expansjon (or contraction)
' has been started in one manner or another and we
investigate what is meant by saying that the process is cumulative
and self-reinforcing, and on what factors this cumulative quality
depends. How such a process can be started, how in fact it is
 normally started, whethér it can or cannot go on indefinitely,
how it can be, and how it is in fact, interrupted, whether it is
automatically bronght to an end—all these questions will be taken
up ir extenso in the next chapter, although it will be impossible
to avoid all reference to them in the present chapter, if only by
‘way of implication or illustration.
On the whole, it may be said that the problems considered in
. this chapter are less controversial than those which form the
- subject of Chapter 11. If there is anything like common ground
in modern business cycle theory, we are likely to find it here.

A, The Hpmim Process

§ 2. GENERAL DESCRIFTION OF THE MECHANISM UNDER THE
ASSUMPIION THAT THERE ARE UNEMPLOYED PRODUCTIVE RESOURCES

_ We begin our analysis of the process of expansion
Elasticity - at its starting-point-—viz.,, at the bottom of the
of supply. depression. This means in effect that we start

' with 2 situation where there are unemployed

productive rescurces. The analysis of an expaansion which has
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started with, ot has advanced to the attainment of, a state of full
employment is more difficult : it will be attempted in § 3.2

If there is much unemployment, the supply of labour is com-
pletely or almost completely elastic in the upward direction—that
is to say, an increasing demand can be satisfied at the same or
-only a slightly higher wage. The supply of other means of
production is also elastic, since there are stocks of raw materials,
under-employed capital equipment, etc. In sucha situation, there
are no technical reasons why production should not be increased
at short notice all along the line in altmost all stages and branches
of industry.

Suppose, now, expansion has been started for any reason
whatsoever—e.g., because new investment opportunities have
been opened up and large sums are being invested over a
considerable period of time at some point in the cconormc
system (to build, say, a new railway line).

! It has often been argued——e.g., by Professor Hayek—that an analysis
of the cycle must start from an eqguilibrinm with full employment. One
cannot assume unemployment from the beginning, it is said, because it
is the thing which has to be explained, But surely it must be possible
and legitimate to investigate what bappens when business has begun to
expand after a depression which has created rauch unemployment and
over-capacity, without first explaining how the depression has been
brought about. This latter question we shall take up later. The order
in which the various problems connected with the cycle are considered is
a matter of exposition rather than of logical necessity. Furthermore,
the question whether an expansion can start from a situation of full
employment, and what it looks like and how it develops when it does,
is not neglected, but only postponed.

It should be noted that the equilibrinm concept of theoretical economics
by no means implies full eraployment of afl the factors of production.
There are, first, apparent exceptions which really turn on the proper
definition of unemployment. (Cf. A. C. Pigou, The Theory of Unem-
plovment, London, 1933. Part I, Chapter 1.) In any economy, there are
means of production which could be used but are not used becanse it
does not pay—submarginal land, nnemployable workers, etc. Secondly,
voluntary unemployment does not count.  1f, 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 (.., wages) are
kept too high by a trade union, by State intervention, by tradition or for
any other reason, there maybe some unemployment {unused factors)consis-
tently with perfect equilibrium. In a sense, this kind of nnemployment,
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

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

stimulation effective circulation of money, The funds for the

of investment investment are not withdrawn from other uses,
and but consist of money newly created by the banking
comsamption. system, or come out of hoards of unused purchasing
power, The monetary details will be discussed in
§ 4. Here it is enough to assume that, in one way or another, the
aggregate demand for goods in terms of money increases. Wor-
kers are hired; raw matetials, semi-finished goods and implements,
etc., are bought or ordered. Note that there is no sort of guarantee
that all the money thus injected will remain in circulation. On
the contrary, there will be numerous leakages (which need not be
discussed here in detail)? through which a smaller or larger
proportion of the new purchasing powet will be withdrawn from
the active circulation and so sterilised. Assume, however, that
a patt of the new money goes on circulating —that is to say, is spent
by the successive recipients. It is easy to see how it will stimulare
other branches of industry and spread the expansion to all parts of
the economic system.

The producers of materials and implements will increase their
production.? ‘They may draw on idle funds at their disposal, or
" borrow from the banks, or float 2 new issue in the market, in

ordet to hite 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

1 The point 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 supplies may be available, even of those raw materials
which are of agricultural origin, if guantities bave been held in store
during the depression. Whether the production of fixed capital rises
at once of with a lag will depend on the existence of excess capacity at the
moment when revival starts, on the * accumulation of investment
‘opportunities ” during tha preceding depression, and a number of other
factors which will be discussed at various points in the following pages.
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of goods is further increased, which generates income. The
process is likely to proceed slowly at the beginning and then
to gather momentum. At first, it may easily be 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 in terms of money per unit of time becomes
greater. Adverse influences which tend to decrease the flow of
money against goods will now only be able to decrease the rate
of increase in the flow of money and to slow down the general
expansion, whereas in the early stage of the upswing they would
have nipped the expansion in the bud. This is what is meant
by saying that “ the process has gathered momentum ”; it has
become strong enough to overcome obstacles of lesser magnitude.
There are other factors which are likely to come
Rise i#  into play after a while and to reinforce expansion.
prices, costs A sustained and rapid increase in output due to,
and profits, or accompanied by, an increase in the flow of money
will certainly lead to 2 rise in production costs and
commaodity prices at various points, even if the labour supply is,
for the time being, perfectly elastic. (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 rise in demand, coupled with rising
Investment in prices and profits, is bound to create in the business
Jixed capital world a more optimistic outlook in general and in
. stimulated. particular an expectation—no matter whether justi-
fied or not—of & further rise of prices. 'This will
induce entrepreneurs to embark on more ambitious schemes of
investment in fixed capital and either borrow more freely from the
money or capital market or use idle funds at their disposal for the
purpose. There will always be technological improvements
waiting to be made, especially at the end of a depression during
which investment has been at a standstill—improvements which
necessitate the installation of additional machinery (fixed capital)
and are profitable only at a certain ratio between price and
cost. Given the profitability at the existing price-cost ratio, the
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investment will be undertaken only if the profitable price-cost ratio
is expected to last long enough to permit the amortisation of the
invested capital, and there are no other disturbing factors such as
State interventions, revolutions, curtency inflation, etc., to prevent
the reaping of the expected profit. Naturally, the more durable
the investment projected the mote important the expectation factor,

Thus the expansion proceeds in a progressive and comulative
fashion. As it advances, restraining forces come mote and mote
into play. These will be analysed in the section on the uppet
turning-point.

The above analysis of the expansion proc::ss can be put in more
technical language. If we describe the inital expansion as being
due to 2 divergence between the natural or equilibrinm rate of
interest, on the one hand, and the money or market rate of interest,
on the other, the cumulative continuation of the expansion has to
be ascribed to the fact that the price rise (and profit rise) induced
by the initial divergence forces the equilibtivm rate up, with the
result that the gap between the two rates is widened—which in
turn intensifies the rise in prices and profits, etc.

There are other terminological alternatives,’ and terminological
as well as analytical niceties, which need not detain us here : the
non-technical desctiption of the expansion process as given above
is for the time being clear and precise enough. We shall come
back to the monetary details in § 4.

53. THE MECHANISM OQF EXPANSION UNDER THE ASSUMPTION
OF FULL OR ALMOST FULL EMPLOYMENMNT

In what sense can the expansion continue beyond .

Can full the point of full employment? How can if start
employment from a situation of full employment of all factors
be astained? of production? These questions are not intended
to suggest that the upswing is always, or generally,

carried to the point of full employment. On the contrary, it

1} The reader will observe that the reactions so far analysed have to
be described in Mr. Keynes' terminoclogy as a shift to the right of the
schedule of marginal efficiency of capital coupled with an elastic liquidity-
preference schedule.
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will be shown that the economic system becomes increasingly
vulnerable when it approaches full employment, and that there is
a consequent possibility that the full employment 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 in so far as improved methods of production are
introduced, the wotking population grows, and additions are
made to the capital stock.

Monetary expansion can of coutse go on, just as before; but
the consequences will not be the same,

As more and more unemployed factots of produc-
From rise in tion are drawn into employment, the supply of
owtpat to riss factors of production and of goods in general
in pricss. becomes more and mote inelastic, and & constant
expansion in terms of money will lead to a smaller
and smaller increase in output and to a larger and larger rise in
factor and commoedity prices. In other words, at the beginning of
the expansion, a large part of the increase in monetary circulation
will have been absotbed by a rise in the output and turnover of
goods, and a smaller part by increasing prices. When full
employment is being gradually approached, this necessarily
changes.

So long as the supply of factors of production is plentiful and
elastic, output can be increased all along the line at the same time,
For reasons which will be discussed in § , the output of producers’
goods and durable goods rises much faster than the output of
consumers’ goods. When one category of factors after the other
is becoming scarce—the transition to full employment is of course
gradual and not sudden—it becomes more and more difficult to
expand at various points at the same time. If one industry
increases its demand for means of production and succeeds in
attracting labourers by offering higher wages, it lures them away
from other industries. The same holds true of raw materials and
semi-finished products. The expansion of the industry is possible
only at the expense of a contraction somewhere else.
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If the monetary expansion through the creation of new money
by the banks for productive purposes goes on, there will be a
tendency for producers’ goods industties to expand at the expense
of consurmers’ goods industties, the former drawing away factors of
- production from the Iatter. We shall see that this process is not
very likely to continue for long—if it has a chance to start at all |
But for some time it may continue; and thus the expansion may-
go beyond, or start from, the level of full employment.

Having sketched the process of expansion in general, we may
go on to consider variops points in detail. This will be done
in §§ 4-6.

: §4. THE MONETARY ANALYSIS OF THE PROCESS OF EXPANSION

An expansion of the monetary circulation, in the
Importance of sense that the money value of the volume of produc-
total demand. tion and total demand for goods in terms of money
per unit of time increases, is (as we have seen) a
regular feature and, we may add, an indispensable condition for a
rapid expansion of production after a slump, If the monetary
circulation could not somehow be expanded, prices of goods
and productive services, especially money wages, would have to
fall pari passu with the rise of employment and production. We
need not pause to explin why in that case re-employment and
recovery would come very slowly, if they came at all. Certainly
such a fall in prices is the contrary to what actually happens during
" a recovery after a slump, _
We have seen (Chapters 2 and 3 above) that the
The market expansion may be described in technical language
for investible as being due to a discrepancy beiween the money
fumds.  or market rate of interest, on the one hand, and the
natural or equilibrinm rate of interest, on the other,
If the former is below the latter, 2 camulative process of expansion
(a « Wicksellian process ” as it is called) sets in. Since it is
difficult to define the natural ot equilibtium rate,! it seems advisable

1 Different interprétations have been given of the term * natural”
rate. By some it has been defined as that rate (in terms of goods) which
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to adopt a slightly different approach to the problem, more in
accordance with the modern method of marginal analysis.

We may conceive a market for investible funds which is divided
into a demand side and a supply side. This is not quite the same .
thing as those sections of the demand and supply which actually
appear in the market for loans or credit, because abstraction is
made of the contractual element in the debtor-creditor relationship.
Entrepreneuts or corporations, for example, who invest their own
money appear both on the demand and on the supply side of the
market : they advance investible funds to themselves.!

would obtain in a barter economy where capital is lent out in nwatura.
This definition raises a host of difficalties which need not be discussed here.
By others the “natural™ rate is defined as the equilibrinm rate. But
what are we to understand by *equilibrium” ? Four or five different
possible interpretations at once suggest themselves. "Which one is best
calculated to preserve stability of output and employment ? The rate
which, in given circumstances, tends to keep the price level—in one or
the other sense of this ambiguous term—stable ? The rate which tends
to stabilise aggrepate income, income per head, the price level of the
factors of production, MV, etc. ? Every one of these alternatives has
been, at one time or another, proposed as the right criterion. Our
discussion has, however, already made—and will malke it abundantly
clear that it is very doubtful whether—-is possible at all, by mere mani-
pulation of the interest rate, to iron out short-term fluctuations in any
one of these magnitudes. In any case, it would require drastic and
rapid changes of the rate which in themselves would probably become
a de-stabilising factor. ) ) )

These difficulties need not—fortunately—be discussed here. Tt will
be sufficient to say that it is premature and inadvisable at the beginning
of the analysis to come to a decision as to what interest rate is best
calculated to preserve the economic equilibrium. Tt is not proposed,
therefore, in the present study to make any use of the terms *natural™
or "equilibrium” rate ; and it is hoped that the theoretical terminology
which is developed in the text will make it possible to express clearly
and correctly all that is indicated by these terms in trade-cycle literature,

» Since we assume as a first approximation a perfectly smoothly
working market for investible funds with only a single rate of interest,
the problem of self-financing does not present special difficulties. It is
assumed that it makes no difference whether the money imvested is
borrowed or not, The opportunity cost is in all cases the market rate of
interest. Tn other words, the entrepreneur who invests his own money
must put on the debit side of his account the interest which he could
earn if he lent out the money in the market for investible funds.

This assumption is of course regarded by many writers as incorrect,
It is alleged that seif-financing leads easily to “ over-investment”,
because people are not so careful when investing their own money in
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Investible funds are supplied, and demanded, at a price which
we shall call the interest rate. For the moment, we may ignore
differences in the type and quality of investible funds, and
speak as if there was 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 in the familiar Marshallian manner. Along the
horizontal axis of 2 system of rectangular co-ordinates we measure
amounts of investible funds, and along the vertical axis the price
of investible funds—i.e., the rate of interest. For each amount
we suppose the demand price—that is, the rate of interest at
which this amount would be taken up by entrepreneurs for invest-
ment purposes—to be determined. If we join these points
together, we get the demand curve for investible funds. 'We shall
have occasion to make various hypotheses about the elasticity
of this curve. In general, we may assume that it slopes downward
from the left to the right, to represent the fact that at lower interest
rates larger quantities are demanded and invested for productive
purposes. Similarly, for cach amount the supply price is deter-
mined; and by jolning these points together the supply cutve of
investible funds is obtained. It may be horizontal for a certzin
range——in which case the supply is said to be perfectly elastic over
that range; that is frequently Mr. Keyxes® assumption. It may be
vertical-—in which case the supply is said to be perfectly inelastic.
We may assume that, generally, it slopes upward from the left to the
‘right——that is to say, that investors exact higher rates of interest
when they are called upon to provide larger amounts of investible
funds.

It should be remembered that a system of these curves refers
always to a point of time ot a short petiod of time. We shall

their own enterprise. ' In other cases there may be a separation of
ownership and disposition. = It is frequently the director of the corpora-
tion who decides how much of the corporate income is to be * ploughed
back *into the business, and not the owner—viz., the shareholder. These
complications have been discussed to some extent in Chapters 3 and 5
above in 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 * is closely connected with the problem’ on
hand. - . ' :
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scon have to speak of shifts of these curves in time—that is,
between successive points or short periods of tirne.

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

The demand curve for investible funds bears

The demand a close relationship to the curve of the marginal

eurve for  profit rate. By profit rate we understand the rate
inpestible  of profit in terms of money which an entrepreneur
Sunds,  expects to derive from a concrete piece of invest-
ment. We may conceive the varibus investment
oppottunities existing at a given moment of time as being arranged
in order of decreasing profitability, and construet a schedule or
curve sloping down from left to right. If, now, we suppose that
all the risks of investment are borne by the suppliers of investible
funds—and it is convenient to allocate all risks to one or the other
side of the market-—this schedule is identical with the demand
schedule for investible funds and the lowest or marginal profit rate
for a given amount of investment is identical with the demand-
interest rate for that amount of investible funds.?

The reader will have noticed that this description of the capital
market is substantially the same as Professor OnLIN'S and Professor
RoserTson’s market for credit or loans which was discussed in
Chapter 8, § 2,above(pages 177¢£ s¢4.). Theonly difference between
Professor OHLINS scheme (as represented by the graph on page 185)
and ours is that we choose to take on the demand side only demand
for purposes 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 obtaining in a -
country. Naturally, for different investment plans difierent profit rates
are expected, We speak of the marginal profit rate and we do aot say
that there is a difference (or equality) between the interest rate and the
profit rate, but we say that the interest rate iz equal to the wmarginag!
profit rate.

‘An alternative way of dealing with the risk factor would he to define
the profit rate so as to include the risk. There are further complications
about the risk, The same risk may be counted twice over, by the
borrower and lender, or it may not be counted at all. These complica-
tions we ignore for the time being. Compare, however, footnote * on
page 328 below.
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(for hoarding purposes)—we prefer to deduct from the supply
curve instead of adding it to the demand curve.! But the reader
can easily make the slight adjustment, if he prefers Professor
OuLR’s scheme. - ,

It may furthermore be observed that we need not exclude short
time-lags between the floating of a loan in the market for investibie
funds and the actual expenditure for the purchase of material,
equipment, labour, etc., of the money raised.?

There is another point to be cleated up. Do we

“Net™ countas investment only “ net ” {or “ new ”) invest-
nvestment  ment or “total ” (or “ gross 7} investment ?  The
and * gross . difference between the two is reinvestment or
investment.  replacement requirement.  Gross investment = net
investment + reinvestment. Gross investment is

roughly the same as production of producers’ goods, the only
difference being production of consumers’ goods which ate not
consumed, but stored up in the shape of stocks, or of durable
consumers’ goods (motor-cars, houses) : but the latter are better
~ regarded as producers’ goods producing consumable services. If
we define investrment as net investment, we must consider the
possibility of its becoming negative (although this coatingency
will not arise so long as we deal with the expansion process).
¥, namely, gross investment does not cover replacement require-
ments, the difference between the two is negative investment :
disinvestment, capital consumption. Since we are concerned with
what actually happens in the market and “ negative demand ™
for investible funds is a difficult concept, we had better refrain
at this point from using the concept * negative investment ™.

1 Hence our demand for investible funds is more nearly equivalent to
Mr. Keynes' schedule of marginal efficiency of capltal than Professor

Ohlin’s demand for credif.
1 That would seemn to be the most * natural  use of the terms, that is,

the one which follows most closely their everyday meaning.. But there
are alternative constructions (terminologies) available and it 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 is a slight deviation from Professor Robertson’s
definitions.
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Hence, in some contexts, we may elect to interpret investment as
gross investment.! There are other reasons which would justify this
decision. First, the definition of the concept * net investment »
presents great difficulties, because it implies definition of what is
meant by “ keeping the capital stock intact *.? Secondly, since
we assume that people act rationally, it should really make no
difference whether a certain sum which is spent by an entre-
preneur for productive purposes represents new investment o
reinvestment. In the latter case, too, the prospective yield of
this investment should be compared with what can be obtained
from the same sum if lent out in the market for investible
funds or if kept in liquid form (hoarded).? '

In thus defining investment on the demand side as including
reinvestment, we must be cateful to apply a correspondingly
broad definition on the supply side, to the discussion of which we
pow turn.

The supply of investible funds may be said to

Supply  fow from three sources—from amortisation quotas,

of investible from new savings and from “inflation ™ in 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

items, which we may lump together as * gross saving ”, leave

the total demand for goods (M17) constant. Inflation implies

an increase in total demand for goods, a rise in M andjor
in V.

! We may put the matter also this way : Gross investment is what
actually is imvested. It is always a positive figure.  Replacement
requirement is a calculated magnitude—viz., that amount which will
have to be invested if the existing capital stock is to be maintained,

* Compare on the subject of these difficnlt points : Hayek, * Main-
tenance of Capital , in Economica, August 1035, pages 247 ef seq. ; Pigou,
Erconomics of Welfare, Part I, Chapter V { What is meant by maintaining
Capital intact "), and Economic Journal, June 1935, page 225 ; Keynes,
The General Theory of Employment, Interest and Money, pages 38 af seq.

» There may be psychological, and (in the case of corporations) insti-
tutional, differences between new investment and reinvestment, similar
to those mentioned above in connection with self-financing, But we
shall ignore them for the moment.
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This statement requires elucidation in various respects.!  First,
a word of justification must be said about the inclusion of amorti-
sation quotas. This cotresponds to the inclusion of replacement
under investment on the demand side. For the individual firm,
the setting-aside of amortisation quotas out of total receipts and
their expenditure for replacement of outwarn equipment do not
always coincide in time. Amortisation will usually—though not
necessatily—be a continuous process, whereas the replacement of
durable means of production is usuvally discontinuous. For the
economy as a whole, both processes are more continuous and run
parallel. During any period of time, a number of firms use their
_amortisation quotas to accumulate balanees or to repay loans, thus
adding to the supply of iavestible funds in the market, while others
draw on their balances or bortow from the market in order to
 replace their equipment. The reason why it seems advisable to
include replacement on the demand side and amortisation quotas
on the supply side has been given above. Since, however, during
the process of expansion with which we are now concerned net
additions to the capital stock are supposed to be made (whatever
the exact definition of this magnitude may be), we may deduct

! Compare also Chapter 8, § z, V must not be interpreted for our
purposes as “ transaction velocity . I have not outrightly defined
it as income. velocity, because of the difficulties connected with the
definition (not to speak of those connected with the measurement) of
set income. As Mr. Hawtrey points out (see his review of the first
edition of thi$ book, Economica, Vol. V {New Series), February 1938,
page 94), the use of the concept of “ trade velocity > also presents certain
difficulties for our purposes, because * MV 30 defined includes all pur-
chases of goods by one trader from another. But such purchases, whether
for the purpose of use as materials in manufacture or for simple resale, do
not take the goods off the market. The goods continue to be offered
for sale ». Mr. Hawirey would prefer a * final-purchases velocity ",
and would include the purchase of new investment goods {e.g., of a
machine) in the volume of final purchases. But what is the relevant
difierence between the purchase of raw material (say coal) for manu-
facture which will eventually be sold in the shape of output s, say, pig-
iron and the purchase of a not very durable machine which wWill also be
sold in the shape of its services which enter the ountput ? Mr, Hawlrey
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 MY precisely those changes in 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 risk of obtaining a negative figure for invest-
ment and consequently for demand for investible funds. There-
fote, so long as we are dealing with the expansion, investment
may be interpreted as net investment.! If we adopt this procedure
in otder to simplify the further discussion, we have to distinguish
only two soutces of supply—viz., saving and inflation.
The statement that the supply of investible funds
Savingr and which would be forthcoming at a given point of
inflation.  time or during a short period of time at vatious
hypothetical rates of interest may be made up partly
by current saving and partly by inflation implies that actual invest-
ment need not be equal to saving. During an expansion process,
the volume of investment is normally larger than the volume of
savings, the excess being financed by inflation. In other words,
demand for investible funds is so large that it cannot be
satisfied by current saving, so that inflationary sources of supply
are tapped.
As we have seen in Chapter 8, § 2, this convenient langnage,

which has been used by many writers, has given rise to intricate
- terminological difficultics. We need not again go over the

controversies discussed there. Suffice it to say that the definition

of saving to be given presently is identical with that of Professor

Ronerrson.? The reader who has read Chapter 8 will have no

difficulties in translating, if he so desires, what will be said in the

following pages into other terminologies—e.g., the Keynesian,

which avoids speaking of differences between saving and
investment,

By saving we understand—as everybody does—in-

Supply  come minusexpenditure for consumption. But itis

of saving. necessary to introduce the time factor. We must

distinguish between currently earned income, which

is sitoply the money value of the net output of the economic

t This we may do, even if we refrain from giving a perfectly exact
definition of net investment.

1 See, however, the slight qualification alluded to in footnote * on
page 293 above,
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community, and income currently available for consumption.  This
distinction rests upon the fact that, in the real world, income
earned is distributed, not continuously, but periodically. Wages
are paid weekly, salaries monthly, dividends quarterly, half-yearly
ot yearly : rents are paid at similar intervals; while farmers®
incomes also come in to a considerable extent annually, ‘There
are, of course, exceptions to this rule, particularly in small-scale
trade and handicraft where entreprencurial withdrawals may take
place practically continucusly ; but the exceptions are of so
little practical significance that they may be neglected in consi-
deration of the immense analytical advantage of such a simpli-
-fication,

The fact that incomes are earned continuously, expended
continaously, and distributed petiodically has the consequence of
creating a time-lag between the moment when a given sum is
earned and the moment when it becomes available for expenditure
on consumption. On the average, wages are available for expen-
diture half a week after the moment of eamning, salaries half a
month later, dividends (assuming six-monthly payments) a few
weeks to almost a year Jater, and so on. Of all the income
eatned at a given moment, part will become available for
expenditure almost immediately, and other parts at various
intetvals up to (say) a year.

This distinction between eatned income and available in-
come is of considerable importance in the description of the
process of change in investment and in total demand, through
If in any short period chosen as a unit of time
Supply from the income currently earned (that is, the sum of

inflationary consumption expenditure and investment) exceeds

sources.  the income available for expenditure, the excess

must be financed out of inflationary sources, That

is to say, the hoards of individuals and the reserve proportions of

banks must—in the absence of State inflation-—be diminished in
comparison with the previous period.

Thus the money invested to-day is financed partly by savings out
of income earned yesterday and becoming available to-day, and
partly by inflation.  But all that is invested to-day, inclusive of the
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part financed by inflation, becomes to-day’s earned income? and
to-morrow’s available income. If, then, a part of the latter
is saved to-morrow, it constitutes again current saving, although
it is historically of inflationaty otigin. (The influence which
changes in the rate of saving are likely to have on the development
of the expansion process will be discussed below in § 6.)

Having discussed savings and inflation as two separate sources
of the supply of investible funds and the implied inequality of
saving and investment, we have now a few observations to make
in regard to the shape of the supply curve at a given point or
during a short period of time.

We shall have to make further assumptions as

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

of the supply times very elastic, so that a higher demand can be

curve. satisfied at slightly higher interest rates. At other

times it is inelastic, so that a rise in demand is

calculated to lead tp a fise in intetest 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 is furnished by saving from
curtent income. It is very probable that, ceferis paribas, the
amount of saving becoming available for investment does aot
react strongly to changes in the interest rate, If there is a reaction
at all, its ditection is not clear. When the rate of interest rises,
people may just as well save mote and spend less on consumption
or save less and spend more of their income,

On the other hand, the elasticity of saving in respect to magni-
tudes and factors other thaa the rate of interest is probably great.
Itis, e.g., generally assumed that the rate of saving rises with rising

1 A reservation must be made as to that part of the invested money
which does not at once become intome, but becomes amortisation
quota, If we work with gross investment on the one hand and gross
saving on the other (as, strictly speaking, we should), this qualification
becomes superfluous. In this case, income which is a “net quantity™ is
replaced by the corresponding * gross quantity "—viz., net income plus
amortisation for fixed and working capital.
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income. 1t is not unlikely that it vaties, not only with the [evel
of income, but also with the rate of change of income. There are
yet other factors which make it probable that the rate of saving
exhibits a systematic movement duting the course of the cycle.
We shall come back to this point later? Here, where we are
concerned with the shape of the supply curve at a given point or
during a short period of time, we may in all probability regard
the supply of savings as a constant magnitude, insensitive to changes
in the intetest rate. In technical parlance, the supply of saving
is, at least in the short run, inelastic in respect to changes in the
interest rate. Hence the asserted elasticity in the total supply
must depend on the elasticity of that part of the total which is
furnished by * inflation .

We shall have to discuss the factors which determine the degree
of elasticity of supply of investible funds from inflationary sources
at various points in our analysis. -Hete a few introductory remartks
will suffice. There are various inflationary sources of supply—-
the central bank, the commercial banks and, last but not least,
liquid reserves of purchasing power (hoards) in the hands of
business firms and individuals, - _

The concept of elasticity of supply from the first two sources
does not present analytical difficuities, and we know approximately
what the factors are on which it depends, how far the banks are
willing at any given moment to vary the supply of investible funds
in the fa.e of variations in demand and in the rate of interest which
they can obtain.

In the case of the third spurce—hoards of firms and individuals
~—the situation is more Involved. All the considerations which -
have been put forward in recent times under the head of “liquidity
preferences , “ liquidity motives ” and * propensity to hoard or
dishoard” and the like are rclevant here. In a general way, we
may assume that, ceferis paribus, the higher the rate of interest
the greater the temptation to dishoard—that is, the larger
the supply of investible funds coming on the matket from this
source, :

! Compare Chapter B, § 3, and this chapter,’§ 6, below.
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The clause ceferis paribus calls to mind the limi-
Movements tations of our clasticity concept. If we say that
along, and  the supply has a certain elasticity, this refers to a
movements of, point or short period of time. But what we want
the curves. is an analysis in time; we have to compare what
happens in successive periods of time. This we
can accomplish with our apparatus of demand and supply curves
by introducing movements of these curves in time. We substi-
tute, so to say, a ciné-camera for a simple snapshot camera : that
is, we take pictures of our demand and supply schedule at succes-
sive points of time and watch the movements of the curves. This
will become clearer when we proceed to put our simple analytical
instrurnent to work. It is hoped that it will epable us to describe
tore precisely and simply the processes and relationships which
have been analysed in the literature in terms of differences between
the money or market rate of interest on the one hand and the natural
or equilibrium rate on the other. It is hoped, furthermore, that
it will be possible with the help of our method to cleat up a number
of difficulties and paradoxes which have not been adequately
explained so far. '
It should, however, be kept in mind that there
Swubdivisions are other difficulties which ate not removed by our
of the capital treatment of the matter. We speak of fbe rate of
market.  interest for investible funds, whereas there are in
reality a multitude of rates with complicated inter-
relations—shost-term and long-term rates with intermediate rates
and a great variety of gradation according to the standing of the
borrower, the nature of his business, the possibilities of fumishing
security, the risk involved, etc. The assumption of a homo-
geneous capital market is a drastic simplification. For the time
being, we try to overcome this difficulty by interpreting the market
rate of which we speak as somehow 2 propetly weighted average
or composite of the existing rates. If we say the fate has risen
ot fallen, we mean the complex of the rates which we find in the
market.

1 Campare especially R, M. Bissel : "“The Interest Rate " in dmerican
Economic Review, Supplement to Vol, XXVIII, 1938, pages 23 ef seq.
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Let us now put our apparatus to wotk and try to analyse the
monetary side of the expansion process which: was indicated in
outline in §§ 2z and 3.

It has been assumed that, in one way or another,

Cumulative the expansion has been started. The various

expanrion  initiating forces or * starters  will be discussed in

process.  detail in the section on the revival Here we
assume by way of illustration that new investment
opportunities have appeared and that a certain number of people
are prepared accordingly to borrow new money, or to utilise their
own reserves hitherto lying idle, on a larger scale. This can be
expressed by saying that the demand curve for money has shifted
to the right to such a degree that more than the current flow of
savings is taken up and inflationary sources are being tapped. The
total demand for goods in terms of money increases, and the
- cumulative continuation of the process may be described, in terms
. of our analytical scheme, by the statement that this increase of the
demand for goods causes the demand curve for investible funds
to shift further to the right. If the flow of current savings does
not suddenly rise to an extent sufficient to satisfy the growing
demand—which would seem very unlikely—and if the supply of
investible funds from inflationaty sources is not inelastic, the resnit
will be a further inflow of new money, which in tutn will tend
to force the demand curve further to the right, and so on.
' The force of the expansion is usually further
Repercussions intensified by a change on the supply side which is,
on supply  in itself, a consequence of the expansion. The
of funds.  supply is likely to become more plentiful-that is
to say, the supply curve is likely to shift to the right
—because of a tendency to dishoard on the part of the public
and the banks. When production increases and prices rise, not
only the entrepreneurs—i.¢., the borrowers—but also the lenders,
banks and investing public are likely to take a more optimistic
view. During the contraction, a series of bankruptcies and
failures will have made them mote 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.
Prozen credits begin to thaw, and fear of compulsory conversions
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and currency instability recedes. All this tends to make lenders
willing to lend at lower interest rates funds which they had kept
in cash or other liquid forms.
: It is impossible to generalise as to the time
Time  sequence of these various changes. The change
seguence.  on the supply side may precede the tevival in
demand and, once the process has started, one factor
tends to stimulate the others, If, with a rising demand, people are
induced to disgorge the content of their hoards on the capital
markets, it may very well happen that for 2 considetable time the
rising demand for credit and rising prices and production go
parallel with falling interest rates—a development which, super-
ficially regarded, might scem to contradict all accepted principles
of economic theory.r The situation in the gold- and sterling-blor
countries in 1933 to 1936 seems to offer a good illustration.
In the sterling /e, continued recovery, tising transactions and
demand have been coupled with comparatively low or even
falling interest rates. In the gold countries, contraction and
liquidation have been accompanied by comparatweiy high interest
rates and a tight capital market.®
' It is extremely important to realise from the
Vaiatz!x{y 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 a2 new
invention or the destruction of instruments by wear and tear
or fire tending to move the demand curve to the right, which
is tantamount (loosely speaking) to increasing the demand for
fands—but .also by * psychological * factors (optimism and
pessimism), changes in demand for patticular goods, etc. Much

! This can be expressed in Keynesian terms by saying that the liquidity-
preference schedule shifts, or that the liquidity preference of the commu-
nity as a whole becomes weaker. The transaction motive to hold money
has become stronger ; but this is over-compensated by an opposite change
in the speculative motive ; M, increases; M, decreases, For details see
Chapter 4, § 3.

* This explains also the fact that sometimes increased borrowing by
the State for unproductive purposes {e.g., armaments) makes the money
and capital market more rather than less liquid.
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theorising in this field has been vitiated by the tacit assumption that
the demand curve for funds is mote or less fixed by technological
circumstances (viz., the superior productivity of longer roundabout
ways of production). If the demand cusve is considered as rela-
tively fixed, changes in the flow of investible funds must be
‘explined by shifts in the supply (in the other terminology, by
changes in the money rate of intetest rather than the equilibrinm
rate). This assumption cannot be reconciled with the facts, and
hence the conclusion is unavoidable that the demand for funds
is highly variable and sensitive to all kinds of influence.

An important corollary of this proposition is that M1/, the flow
of money or total demand for goods in terms of money, is also
highly changeable. Static economic theory for the most part
assumes a constant MJ/. It is very importint to recognise in
-ptinciple that this need not be, and rarely is, the case. In the
investigation of concrete cases such as the probable influence of
some measure of economic policy (e.g., imposition of a tariff,
devaluation of a curtency, public works, etc.), or of spontanecus
changes such as changes in the demand for particular commodities,
many perplexing consequences which ate quite inexplicable on a
rigid static analysis, which assumes MI” constant, can be cleared
up by taking into consideration changes in MV produced or
induced by the measure or event studied. We shall have many
occasions to recognise the fruitfulness of this principle.t

An expansion in the monetary circulation, in the

Forms of broad sense in which the term is here employed, may

monetary  originate in different ways. It remains to inves-

expansion. tigate the ways in which it can, and the ways in

: which it will usually or normally, be brought about.*

As a first step, we may say that a change in the money stream
may be due either to a change in M or in V/, in the quantity of
money outstanding or in its velocity of circulation. This does

: Thereis, of course, no intention to assert that this has been completely
overlooked. It is only suggested that the variability of MV bas not
been sufficiently stressed and that one of the disparities between business-
cycle theory and general equilibrium theory seems to bave its root here, -

s Statistical explorations in this field have recently been made by Pro-
fessor J. W. Angell. See his book, The Behavior of Money, New York,

1936.
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not, however, help very much, since neither M nor V7 is statisti-
cally ascertainable (except by way of complicated indirect estimates
which are not very teliable). We shall do better to start with
those magnitudes which are statistically measurable, viz. :

(4) Legal tender money, notes, coins;
(#) Bank deposits subject to cheque;
(¢) Velocity of circulation of (4).

These three items constitute, of course, only a fraction of the
total in which we are interested. We cannot readily measure the
velocity of (4). Furthermore, credit instruments (bills) frequently
function like money, and a number of transactions are settled by
direct offsetting without the use of money. (It is immaterial
whether one construes such ‘cases as implying changes in the
velocity of circulation of money proper ot in the quantity of money.
In any case—and this is the important thing—an increase or
decrease in the total demand for goods in terms of money can be
effected by such practices.)

§ 5. WHY DOES THE PRODUCTION OF PRODUCERS’ GOODS AND
DURABLE GQOODS RISE FASTER THAN THE_PRODUCTION OF
PERISHABLE CONSUMERS® GOODS P

Many writers have pointed out that, for technical

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

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

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

principle”. producers” goods. This is one of the most impor-

tant applications of the so-called principle of the

acceleration and magnification of derived demand which we have

stated and discussed, with all necessary qualificatiops, in an

eatlier part of this study (see Part I, pages 85 ¢ seq.). It remains

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

The essence of the acceleration principle can, as we have seen,
be summed up in the statement that, to enable the output to be
expanded, it may be necessary to make heavy immediate invest-
ments which will continue to bear fruit for some time into the
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future. The fact that capitalistic production utilises durable
instruments means that services or goods of a given sort cusrently
produced are in joint supply with services ot goods of the same
sort at various future dates. Thus, if demand is expected to rise
over a certain future period, the supply will be provided in a lemp
at the beginning and (as it were) stored up in the shape of stocks
and durable instruments.
Since consumers’ demand can be profoundly
Repercussions affected by changes in capital construction, it is
on dermand  illegitimate to presuppose 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 necessaty qualifi-
cations previously discussed—must be given its proper place within
the framework of a more elaborate theory of investment, in connec-
tion with which it 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, in order to avoid double reckoning, should be
measured as the sum of the value added to the product in successive
stages) is equal to the sum of new investment and replacement
or reinvestment. As has alteady been pointed out, it may be
convenient to speak of “total” or “ gross ” investment in dis-
tinction to “new > or “net ” investment (which may also be
negative). Gross investment is then another way of saying
production of producers’ goods plus changes in the stock of
consumables,

As we have seen, it is very difficult to give an exact definition
of new investment for the economy as 2 whole, since it involves
defining what is meant by maintaining the capital stock of society
intact. It is still more difficult to measure it statistically—that is,
to distinguish during a given period between replacement of
worn-out capital and additions to the capital stock. Fortunately
we do not need for many purposes to make the distinction. It
suffices to speak of production of producers’ goods.  But, roughly
speaking, the fact that production of producers’ goods fluctuates
more violently than the production of consumers’ goods—which
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is taken as an index for consumption'~—indicates that there is net
investment during the upswing and a drastic reduction of net
investment, or probably even net disinvestment, during the
downswing of the cycle.
The acceleration principle deals with one of
Réle of the factors which determine the volume of invest-
expectations. ment—namely, changes in demand for the finished
product. Obviously, demand must not be defined
in too narrow a fashion as actual demand.  What matters is, strictly
speaking, anticipated demand. The investor expects that demand for
his ptoduct will be forthcoming. But actual demand is certainly
one of the.most powerful factors in shaping the expectations
of business-men as to future demand. If actual demand rises,
and if the new level has been sustained for some time, or if the
rise has continued for a certain period of time, there is 2 good
chance that a continuation of the higher level or a further rise will
be anticipated. Thete is, however, no absolute certainty that
this will in every case be so ; many special reasons are conceivable
which might prevent these optimistic expectations from being
induced in the mind of the producers.?
Supposing, however, that a producer of a certain
Ratic  commodity has formed his conclusions as to the
of capital probable volume of the future demand and is
to labour. tresolved to act on his anticipation, and increase
production accordingly, then the acceleration prin-
ciple postulates a rigid relationship between the volume of
production of the finished product per unit of time and the
volume of investment. The relationship is determined by the
durability of the equipment and machines which are required
for the production of the commodity in question and by the

1 A reservation must be made regarding the fluctuations in stocks of
consumers’ goods. There is no consumption corresponding to that part
of the production of consumers’ goods which goes to stocks.

1 Strictly speaking, a whole scale of more or less optimistic anticipations
should be distinguished, ranging from the expectation that the increase
in demand is only temporary, via the expectation thatit will be maintained
to the expectation that it will go on rising at a constant or 'mcrea.sing
rate. In other words, there are various ways in which an actual increase
can be extrapola.ted into the future.
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importance of the machine services relative to other input items
(wotking capital and labour) in the production process—which is
as much as to say, roughly sp&akmg‘, by the degree of mechanisation.
Here an J.mportant qualification is called for. This relationship
is not rigid for various reasons. In the first place, surplus capacity
may—and at the beginning of the expansion after a more or less
severe depression usually does—exist. If there is unused or
under-employed machinery or equipment, production can be
increased by simply applying more labour and raw material to
the existing equipment. The acceleration principle will then come
into play only after production has been increased by so much’
that new machinery is thought to be deSirable, But the point
where it becomes desirable is not determined exactly by purely
technological considerations. -Usually the existing plant can be
wortked more or less intensively, although at rising cost. The
decision to increase the plant is influenced—apatt from the antici-
pations about fature demand—by the rate of interest and cettain
other factors which will be discussed presently,
Supposing, now, it has been decided in principle
Importance to extend the fixed equipment, it is then necessary
of rate of to determine how it should be done. As a rule
interest.  there is a choice between different methods of
production. More or less durable equipment can
be installed, the mote durable varieties involving as a rule higher
cost. In other words, methods of varying degrees of * round-
aboutness ”, involving investments of different magnitade, are
usually available, The magnification of detrived demand—that is,
the increase in investment induced by a given increase in the
demand for, and production of, a finished product—depends
accordingly on the choice between these available methods,
on the durability of the instruments (or, in other words, the
“ roundaboutness ” of the process chosen). And this. choice,
in tum, depends : (4) on the rate of interest, that is the terms
on which the necessary funds can be raised, (#) on the estima-
tion of the risk? involved and on the general outlook. The

1 Cf. M. Kalecki : * The Principle of Increasing Risk ", in Economica,
1937, page 440, reprinted in Essays in the Theory of Economic Fluctuations,
London, 1935.
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lower the rate of interest, the more durable the instrument,
the longer the roundabout way of production, the heavier the
investment and the larger the magnification of derived demand.
Furthermote, in an atmosphere of optimism and confidence in
an undisturbed development of economic life, people will he
mote inclined to undertake heavy investment by which they are
committed for a long period than in a state of uncertainty and
apprehension.
We are now in a position to formulate the contri-
Contribution bution of the acceleration principle to the explana-
of #he  tion of the mechanism of expansion, and especially
acceleration  of its cumulative nature, The technical fact that,
principle.  in order to produce certain finished goods ot services,
one must construct durable instruments, because
the finished goods cannot be produced otherwise or only at much
higher cost ot in inferior quality, operates as a powerful intensifier
" of the cumulative force of the expansion. If demand for such
goods and services riscs, investment becomes profitable. The
profit rate rises or, to formulate it correctly in terms of our demand
and supply schema, the demand curve for investible funds is
pushed to the right. If the supply of funds is elastic, more
money is drawn into circulation, with the result that demand for
the finished product is further augmented and the expansion
proceeds with accumulated force.
It should be noted that our argument applles also
Application to durable consumers’ goods. In their case, the
#0 durable finished product consists of the services which
consumers’  flow from the durable goods. If the demand for
goods.  apartments rises (or is expected to rise), the demand
for investible funds for the purpose of constructing
houses will rise. ‘The construction of the houses is usually under-
taken by entrepreneurs, not by the prospective dwellers. Thus
an increase in the annual demand for apartments may give rise to
investment many times the amount of the annual rent. The service
is being provided, so to speak, en blor for many years to come.
In the case of semi-durable consumers’ goods such as motor-cars,
furniture, radio sets and the like, there is the institutional difference
that these goods are usually bought by the consumer out of his
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own resoutces. But an instalment selling scheme may enable
consumers to extend their cusrent purchases beyond their current
income. Thus slight increases in current income may bring about
a much larger increase in demand in general.
We have here a factor which accelerates the
Inelastic  expansion of the total demand for goods in terms
sapply.  of money, and (if supply is still elastic in all
' branches and stages of industty) of production
and employment as well. The restraining forces whick gradually
make their appearance when full employment is being approached
will be discussed in the section on the upper turning-point. It
suffices here to point out that the acceleration principle cannot
work unobstructed when supply becomes less elastic.  Production
cannot then be expanded all along the line. It remains true,
however, that an increase in the demand for a commodity, the
production of which necessitates the installation of durable instru-
ments, may still, by increasing the price of these instruments,
increase the amount of money required to purchase them. The
physical quantlty of investment may remain unchanged, but its
money value increases, and the demand for funds rises likewise.t
' The question now arises how the increased pro-
Methods of duction of producers’ goods is financed. The
financing.  wotkers who are engaged in producing these durable
and non-durable means of production, and the
ownets of other factors of production which contribute thereto,
must be paid. . The answer has in fact already been given. The
necessary funds come partly from inflationary sources, partly out
of current savings.

! Consequently, if the supply of investible funds is perfectly elastic—
i.e., if the rate of interest does not change-~the increase in demand for
consumers’ goods, and the resulting price rise, will spread throughout
the whole structure of production, replacement demand in terms of money
rising parallel with or even faster than the demand for the product. If
consumers’ demand starts to rise from a given level, this will speedily
induce a proportionate or more than proportionate rise in the total demand
for goods in terms of money (including demand for intermediate goods
and replacement demand}. Since consumers’ demand is only a fraction
of total demand, a given increase in consumers’ demand gives rise to a
greater increase in total demand, In this sense, the acceleration principle
can still be said to be in operation,
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We have scen that the cumulative nature of expansion hinges
on the growth in the total monetary demand—.e., on the increase
in the flow of mioney. Therefore, the latget the proportion of
new investment financed by way of inflation (newly created bank
money or more intensive utilisation of existing funds) in preference
to voluntary saving, the more rapid the expansion—viz., the
expansion primarily of the circulating medium and in addition
(so long as the supply of factors of production of various kinds
is elastic) of employment and production.?

' 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 is to say, the flow of money against goods increases—
those who spend the new money atiract for their purposes goods which
would otherwise have accrued te somebody else. These other people,
whose purchasing power in real terms (real income) is now reduced,
because of the new entrants to the reservoir of goods, are said to be forced
to save. Forced saving is inflicted upon them. If total demand for
goods in terms of money had not gone up, prices would not have risen, or
they would have fallen ; and those members of society whose money
income has not been changed by the imflation could have consumed
more—i.e., their real income would have been greater,

This sounds quite unambiguous if we assume that (¢) the magnitude
of the total flow of goods {output) is 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 preblem becomes more complicated ;
but it is still possible to apply to these secondary additions or reductions
the same reasoning as to the first,

I, however, the magnitude of the total flow of goods is changed the
gituation becomes more involved. Suppose, s.g., that the increase in
the flow of money calls for an equal increase in the flow of goods—in
other words, that supply is perfectly elastic and, when the demand for
goods rises, production and swepply rise equally, so that prices remain
on the average unchanged. In this case, it is difficult to speak of forced
saving or a forced levy on particular persons. In practice, however,
petfect elasticity of supply is almost unthinkable, 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 is to say, some prices will rise or be prevented from falling ; and
therefore forced saving will be inflicted upon some persons to some extent,
although not necessarily to the extent indicated by the increase in the
money stream.
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But this raises the very important question of the rdle of saving
in, and the influence of changes in the rate of saving on, the
mechanism of cxpansmn This question, which has received
much attention in the recent literature on the trade cyclc, we must
now discuss svstc.matxcally

§6. SAVING AND THE EXPANSION PROCESS ... . .

Allusion has been made more than once in_ the
Importance course of the preceding argument to the actions. of
of savings. income-receivers with respect to spending and
saving. On page 283, it was noted as an- csscnnal
link in the cxpansion process that the increased earnings of the
workers due to increased investment would in 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
inflation in 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 chiange in the proportion .of
income saved by the public as 2 whole and, secondly, what are the
factors which, at the stage of the business cycle with which we
are now concerned, determine whether the proportion save:d wﬂl
be great or small, whether it will rise or decline ?
By the proportion of income saved J,s meant
Incoms  the average proporuon of income not spent on
not at once consumers’ goods in the income petiod in which it
disposabls. becomes available, The distinction between the
period in which income is earned and that in which
it is available to be spent or saved must be kept in mind. Ewven
if no saving whatever takes place, this does not mean that the
incomes are spent as soon as they are earned.  Allowance must be
made for the fact previously mentioned that incomes are paid
out periodically and spent in the course of the ensuing petiod.
Thus, even apart from saving in the sense here employed,
income carned at a given moment of time will be spent about
~a week later, if it takes the form of wages, 2 month later in the
case of salaries, and a few weeks to a year later in the case of
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Suppose, now, that an impulse (* starter ™) is
Expansion given to the recovery by some act of credit-expan-
with zero  sion on the part of the banks, or dishoarding on the
saving,  part of individuwals or the State, whereby goods and
services are bought and additional money income
created. How should we expect the expansion to proceed in the
absence of saving ? After a distributed time-lag, determined
{as explained above) by habits of payment and expenditure, the
entire additional income is spent on consumption goods.® ‘This
increase in demand for consumption goods does not evoke an
immediate and equivalent increase in their production. Time has
to be given for the merchants to order new stocks and for
the manufacturers to produce the goods. In the meantime, the
merchants’ stocks are reduced and the extra money receipts are
kept in easily available form. They may be added to the merchants’
bank balances, ot used to tepay a part of their debts to banks or
to their own suppliers. It is here assumed that any effect this
may have in increasing the supply of investment funds, and so
affecting investment, is negligible, Ultimately, if we assume that
merchants and manufacturers in the consumption-goods section
of industry desire at least to maintain their stocks and working
capital, the increased expenditure on consumption goods evokes
an equivalent rise in income, which, after a further lapse of time, is
again spent, and so on indefinitely, Thus, in the supposed circum-
stances of zero-saving, extra income, once created, will never
disappeat.

t It will be remembered that this assumption is not equivalent to a
marginal propensity to save of zero in Mr, Keynes' terminology, because
Mr. Keynes does not allow for time-lags, (See Chapter g, § 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 2 money economy, and that, in everyday language, when
one speaks of zero-saving one antomatically talkes these time-lags for
granted. The assumption that there are nosuchlags—the assumption, in
other words, that the money was spent and respent instantaneously—
would imply an infinite velocity of circulation of money, which would
be tantamount to assuming away the use of money altogether and assum-
ing instead a barter economy with a nwméraire but without a medium
of exchange (money). '
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While these time-lags between the earning and
Income  receiving of incomes, and again between the receiv-
velocity  ing and spending of them, are highly televant to
of mongy. the determination of the proportion of money
which the economic community will hold relative
to its money income, it is not possible to deduce the “ average
lag 7" between the primary and the secondary increases of income
direttly from the magnitude of the average “income-" or “ circuit-
velocity ” of the total stock of money, of vice verra.  In part, this is
because a certain portion of the community’s cash holding is
primarily a resecve store of value in no close connection with the
routine receipts and disbursements of firms and of individuals,
Only a part rises and falls regularly as receipts exceed and fall
short of disbursements as determined by the lags which have been
mentioned. But even if we proceed to exclude from consideration
~ that money which is locked up in hoards, a distinction must be
drawn between what may be called average and marginal time-lags
between receipts and disbursements. Our assumption that no
part of the income is saved excluded the possibility of a divergence
between average and marginal time-lags in the case of income-
receivers. But it is quite likely in the case of business firms that
extra receipts will take a longer or shorter time to be disbursed
than the average lag between all receipts and all disbursements.?
In a very interesting passage in his Ecomomies of Planning Public
Works,? Professor J. M. CLARK estimates that the margina/ period
of flow of purchasing power from ultimate income recipient to
ultimate income recipient (the length of the ““ cycle of secondary
effects ) in the United States of America is very much shorter
than the arerage period expressed in the “income-velocity of
money ".
After some time, the * braking ” influence of some of these
time-lags ‘will tend to disappear. Capitalists, at any rate, will
probably begin to anticipate the payment of their increased

1 This may, of conrse, also be expressed by saying that the average
time-lag or average income velocity is likely to be changed by new addi-
tions {o the income stream Tt is not safe, therefore, to regard it as a
comparatively stable magnitude,

* Washington, 1935, pages 87 and 88.
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incomes. Merchants and producers of consumption goods will
anticipate the rise in demand, and will create new incomes in
advance of demand. Even apart from further investment than is
involved in an increase in working capital cotresponding to the
increase in output, the fise in incomes will soon gather a terrific
momentum. Moreover, investment in fixed capital will pot in
fact ‘stand still : on the contrary, it will expand in the manner
analysed above to 4 much greater extent even than the production
of consumers’ goods. ‘The movement will gather momentum
continuously until checked by the appearance of a shortage of
factors of production and for of investible funds from inflationary
sources.
_ What difference now will saving make to this.
Immediats process? An act of saving is necessarily two-sided.
éffect of Tt means a fall in demand for consumers’ goods
saving.  in terms of money and a rise in the supply of invest-
o ible funds. If we look at saving only in its aspect
of a reduction of expenditure—for example, if we suppose that
money saved is simply destroyed or hoarded—it is obvious that,
even in the absence of money-scarcity, credit restrictions and a
rise in the rate of interest, a habit on the part of the public of saviag
a certain proportion of its income will tend to damp down, and
finally extinguish, this increase in money income, At each
revolution of the money stream, each time income is spent, it
will undergo a reduction. Obviously, continual additions by
way of investment will have to be made to the income stream
in order to counteract the deflationary pressure of saving. The
question then arises whether an act of saving in itself tends to
produce an act of investment. Answers to this question are
usually of an extreme natute. Some economists, of whom
Mr J. M. KevneEs is not the least eminent, reply that saving has no
immediate effect on investment and that its ultimate effect, owing
to the deflation which it induces, is to diminish the incentive to
invest.r Others? assume that in normal conditions saving will
give rise to an equivalent amount of investment.

T _Se;;, ﬂéﬁevc_r, Chapter 8, § 3, pages 217 éf seg, above,
* E.g., Professor Pigou, in his review of Mr. Keynes' General Theory
of Employment, Interest and Money in Economica, May 1936, page 125.
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The truth probably lies somewhere between these extremes.
The supply of investible funds from dishoarding, credit expansion,
etc., even where it is not completely elastic, is probably always
to some degree sensitive to the price of botrowing (7.e., the interest
rate). ' '

This is true at any rate for the stage of the trade
Saving  cycle which we are now considering, though it may
and cease to be true at a later point in the boom. The
boarding. lower the interest rates; the more money will be
withdrawn from entrepreneurs and hoarded in some
form. Anything which lowets or even prevents a rise in the
interest rate will increase the quantity of money withheld from
entrepreneurs and hoarded, or reduce the quantity of money which
would otherwise have been dishoarded and offered to entrepreneurs.
It is probable that the effect of savings will be to bring about a
reduction ot prevent 4 rise in the interest rate. 1f this does not
happen, there can only be two possible explanations. Either
the savings have been completely hoatrded in the first instance, ot
the entrepreneurial demand for investible funds is petfectly elastic
over a range equal to the amount of savings which is offered for
investment. As for the first alternative, if even a part of the
savings is hoarded, it is obvious that they cannot give tise to an
increase in demand for producers’ goods equivalent to the
reduction of demind for consumers’ goods which they occasion.
In order to produce this compensating increase in investment,
all the savings must be invested. But, even if the savers should
in the first instance seek to invest all their savings, this will not
increase actual investment to an equivalent extent unless the
demand for investible funds is such that entrepreneurs can
absorb the supply as increased by the full amount of the savings,
at the same rate of interest as that at which they might have
absorbed the same supply minss the savings. If they are unable
to do this, the saving will be in part sterilised by hoarding,
or a reduction in dishoarding, due to reduction of the rate of
interest, or to its failure to tise; and the net effect will be
deflationary.

We may suppose that, in the case of an increment of saving which

is not expected and which entrepreneurs have made no plans to
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meet,! the demand for investment funds will show very lirtle
elasticity and investment will scarcely increase at all. On the
other hand, whete investment projects, which (consciously or
otherwise) rely on such an increase in saving, have been conceived
in advance, the fall in the interest rate will be much slighter and
the relative deflation less severe. But always and in all circum-
stances—short of a complete insensitiveness of banks and capitalists
to the rate of interest in their decisions to hoard and dishoatd—
saving must tend to reduce the total demand for goods in terms
of money. The compatison, it must be noted, lies not between
the state of affairs 4f%r the saving and defore it, but between the
state of affairs at a given time with the saving, and what it would
have been had there been no saving. Tt may well be that the
extra saving is fully counteracted by an increase in investment ;
but, unless this investment would not have taken place in the
absence of such saving, it remains true to say that the saving has
a relatively deflationary effect.

An increase of saving, we have found, normally

Consequences exercises a deflationary effect at the moment of its

of continwed appearance. The amount of dishoarding is dimin-

saving,  ished, and the community’s currently- eatned income

tises less fast than it otherwise would have done.

If we pursue the consequences of this saving in subsequent periods,

we find the deflationary effect is, as it were, cumulated. A relative

fall in demand now leads to a relative fall in investment later, this
to a further fall in demand and so on.

If the increase in saving is repeated in subsequent periods, it
may not merely slow down the expansion but even prevent it
from reaching the height it would otherwise attain, and finally
turn it into a decline. This can be easily demonstrated on
somewhat abstract assumptions. The higher the proportion of
income saved, the less will the income level requite to rise in ordet
that 2 given rate of saving may be attained. On the other hand,
according to the acceleration principle, the rate of investment will

t Cf, €. Bresciani-Turrouni, * The Theory of Saving” in Eeconomica,
Vol. 11T {New Series}, 1936.
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be greater or less according as incomes aze tising more or less fast,
and, since the greater the proportion of income saved the slower
will be the expansion of incomes, it follows that the higher the
proportion of income saved the less will be the rate of investment

- at any given income level. But the expansion will cease when
saving catches up with investrnent, 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 is that saving
which is in progress during an expansion process tends to slow down
the expansion. Celeris paribur, the roore people save the slower
the expansion, and the less they save the rmore rapid the expansion.

It must, however, be kept in mind, if serious
Qaali-  misunderstanding is to be avoided, that our analysis
fications,  is limited at this point to the peculiar economic
circumstances which are supposed to prevail duting
a typical upswing, We assume that a credit expansion is under
way and that the supply of investible funds from inflationary
sources 15 to some degree elastic.  If that is so, then an increase in
the rate of saving leads to a slowing-down of the inflow of new
money {inflation), and a decrease in the rate of saving to an accel-
cration of the inflow of new money. If the money supply is
completely inelastic, the situation is different; for in that case
we cannot assume that a deficiency in the supply of investible
funds caused by a decrease in the rate of saving will be automatically
made up, wholly or partly, by inflation, This is, however, not
the typical situation duting the upswing, which is, on the contrary,
characterised by an elastic money supply from inflationary sources.
But, since (as will be shown in detail at a later point) this elasticity
in the money supply is likely to diminish with the progress of
the boom, the deflationary effect of saving is likely to become less
and less pronounced.

! 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 multiplier ) in The Tvade Cysle, London, 1936, Chapter =.



318 Nature and Canses of the Cyele Part IL

Furthermore, exceptions to our rule are concetv-
Institutional able in special institutional circumstances. Take,
complications. for instance, the following situation. Hitherto
we have assumed a homogenous capital market
with a homogeneous object of transactions—viz,, investible
funds. In reality, however, there are subdivisions in this market,
and the different types of investible funds which are marketed in
these subdivisions are not perfect substitutes, We are thinking
here primarily of the distinction between long- dand shori-term
credit—that is, between the capital and money matket. Now, it
may be that the inflationary sources of supply {e.g., bank credit)
serve mainly the money market, while the capital market is fed
chiefly by saving. It is true that in the real wotld this separation
is not complete. The soutces from which the demand for long-
term credit is satisfied include inflationary sources. Banks, for
example, invest, not only in commercial paper, but also in securities;
money hoards of individuals and corporations go into long-term
investment and play a large réle during the first phase of the
upswing. On the other hand, to a certain extent, shott- and
long-term ctedit are also substitutable on the demand side.  Invest-
ment in fixed capital may be financed by means of shott-term credits .
which ate continuously renewed! But the substitutability is
certainly not perfect either on the demand or on the supply side.
I that is the case to a considerable extent, if (that is to say) the money
market and the capital market are separated in the sense indicated
above and short- and long-term credit are not substitutable for
the entrepreneur, then the progress of the expansion may be
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 it requires long-term financing, will be reduced.
To the extent that different kinds of investment ate complementary
so that long- and short-term funds are in joint demand, the inflow
of new money through inflationary faucets into the money market

¥ On this, compare M, Breit : “Ein Beitrag zur Theorie des Geld- und
Kapitalmarktes” in Zeitschrift fiir Nationaldkonomie, Band VI, Heit 3,
1935, pages 632 &f s2q.
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will be impeded. In order to appraise this possibility correctly,
it should be remembered that money flowing from an inflationary
source, after it has become income and is saved, has to be counted
as saving. It has been assumed by many wrtiters—e.g., by
Mr. Hawrney—that profits which have been brought about by
an inflationary rise in demand are the most important source of
supply of investible funds during the upswing of the cycle.

But, even if such exceptions are deemed unimportant and our
rule that savings during the expansion slow down the latter remains
substantially unimpaired, it does not by any means follow that, fot
the purpose of obtaining the maximum Jong-ran productivity, 2
low rate of saving during the upswing of the cycle is desirable.
We are not yet in a position to give a definite answer to this question.
‘There can, however, be no doubt that good reasons can be adduced
for the proposition that an expansion which develops slowly
will Iast longer and give rise to less serious maladjustment than
one which progresses very rapidly.

We tutn now to the second problem pre-

Saving during sented at the beginning of this section. What

the early proportions of available incomes are likely to

expansion, be saved as the expansion develops? Atre there

: any reasons for believing that the proportion of

income saved by the economic community vares at different
points in the cycle?

Unfortunately, for lack of statistical data, there is no possibility
of measuring directly how savings behave during different phases
 of the cycle? We have to rely on very general considerations
which cannot provide a precise answer to the above questions.

So far as the wage-earning section of the community is concetned,
there are various considerations which do not all point in the
same direction. The real incotnes of those who wete employed
dunng the slump probably fall during at least the {irst part of the
upswing. The proportion of income saved by such people will
probably tend to diminish, particulazly as the danger of unemploy-
ment recedes. On the other hand, as the unemployed of the
slamp are re-employed, they obtain a saveable surplus, and in some

s Cf. America’s Capacity to Coﬂsum'é, passim.
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cases may have a strong incentive to save for the purpose of
repaying debts to tradesmen which they have contracted. Since
the real income of the working-class as a whole probably rises
during an upswing—especially in post-war cycles—it is possible
that the tendencies to increased saving prevail, but it seems unlikely
that the increase in saving from this soutce can be of much
importance.

Among the propertied classes, the fluctuations in the proportion
of income saved are probably much more important, because their
incomes fluctuate more widely. They skim the cteam off the
boom and bear the brunt of the depression. Considering that
their standard of living is much less flexible than their incomes, it
appears plausible that they should even dissave during the shump
and save considerably during the upswing and boom. ‘This is
likely to be accentuated by the fact that they are, to some extent
at least, cycle-conscious. During good times, they save not
only for old age, children’s education and inheritance, calamity,
etc,, but also to some extent against the eventoality of a slump,
Business corporations pursue a policy of * dividend-stabilisation
by accumulating reserves out of net revenue in good times to
disbutse them in bad.

Tt is true that the bond-holding section of the propertied class
is to some extent in a position analogous to that of wage-earners
who find their real incomes diminishing duting the upswing.
This, however, is not likely to be important in the earlier stages
of an expansion; and if we take capitalist-entreptreneurs, holders
of equity shares and holders of industrial bonds in the mass, there
can be no doubt that their real incomes greatly increase during the
expansion. Where there is a big national debt, the situation is a
little different, Here it is conceivable that the transference of
real income from taxpayers {poot and tich) to rentiers (mainly
rich} will be considerably diminished during the upswing, and
this will counteract the redistribution of income in favour of the
tich which will otherwise take place at that timme, and to some
extent limit saving.

Consideration of public finance in a wide sense (including social
insurance institutions), however, brings in a further element which
decisively tips the balance in favour of increased saving, During
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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 into budget deficits which we
may tegard as dissaving. During the upswing, these deficits
disappear and may even be succeeded by budget surpluses,
The considerations set forth above are applicable
Saving during to the expansion in its beginnings and in its heyday :
the lzter  but, as the boom reaches its height, they may lose
expassion. some of their force. There are reasons for the
view that, in the later stages of an expansion, people
begin to spend once again a larger proportion of their available
incomes. _

Workers, farmers, and business-men alike will probably have
accumulated a certain amount of debt during the depression,
which represents a psychological burden and a threat to their
security out of proportion to the actual money burden of interest.
Any additional income coming theit way during the expansion
will be used to a considerable extent to repay these debts. Once
this is accomplished, however, it is very unlikely that the same
rate of saving will be maintained merely with the object of adding
to capital. A larger proportion of incomes received will tend
to be spent; and the consumers’ goods trades will receive a fillip
thereby, which will transmit itself, if there is still a sufficiency
of unemployed funds and physical resources, to the investment-
goods trades,  The new éar which will thus be given to the
expansion will provoke a further fall in the proportion of income
saved, because the business wotld will be aware that bigger profits
are being.made and bigger dividends will in due course be dis-
tributed, so that a spirit of confidence will spread, which is very
favourable to spending.

Another influence may make its appearance which will have
more or less effect according to the social anid economic structure
of the country concemed. Rising business profits, and the
anticipation of a continuance of rising profits, will bring about a
tecovery of equity values on the stock exchange. As time goes
on, this boom may interest z larger and larger numbet of people
in 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 is so high, the future is well
provided for and they can afford to do less saving out of current
available Income.

When the boom arrives at the stage where

Saving  shortage of materials and men develops and prices

at the  rise rather than production, it is probable that the

Deak.  tendency to greater spending is increased. Wages

in the latter stages of a boom no longer show the

same ** stickiness 7, workers” organisations become more and more

active, and wages rise as fast as profits. Further, it is probable

that the farmers and other producets of taw materials succeed in

getting a bigger shate than before in the total income : and,

since they are on the average much pooter than the industrial

population, they will probably spend a larger proportion of their
incomes. '

In this way, the position envisaged by the monetary over-
investment theorists at the end of the boom may possibly arise.
The proportion of spending to saving tends to increase. The
consumption-goods trades may draw labour away from the
investment-goods trades and so create difficulties for them.
Suppose now that, before the shortage of material means of
production becomes a factor of much importance, the liquidity
of the monetary system declines to such an extent that banks are
unwilling to expand credit or individuals to dishoard to any
considerable degree, even though interest rates rise very high, In
such circumstances, increased saving will only be slightly defla-
tionary, and a fall in saving only slightly inflationary. If, as has
been asserted, the proportion of expenditure to income tends to
inctease at the later stages of the boom, the stimulating effect
will be reduced to a minimum by the inelasticity of the supply of
ctedit. The money added to the demand for consumers® goods
will in latge 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. CENERAL DESCRIPTION OF THE MECHANISM

The process of conttaction, like the process of
Réle of expansion, is comulative and self-réinforcing. Once
deflation.  started, no matter how, there is a tendency for it to
" go on, even if the force by which it was provoked

has in the meantime ceased to operate.

The contraction may start from a state of full employment or
partial employment ; and the mechanism is, in principle, the same
in both cases. : '

Deflation in the sense of a gradual dectease in the total demand
for goods in terms of money plays an essential réle in the contrac-
tion process. * Deflation must not, however, be interpreted in the
‘narrow sense of a deliberate act or policy on the part of the
monetary authorities or commercial banks, A deflation in this
natrow sense may, of course, act as a starter to the process, and it
usually comes in sooner or later as an intensifying element ; but,
‘when the process has once got under way, 2 sort of automatic
deflation or self-deflation of the economic system (in contradistine-
tion to a deflation imposed on it by the monetary authorities) is
just as much an effect as a cause?

* Writers on the subject have frequently used the term “secondary™
deflation. Their attention has been concentrated mainly on the malad-
justment which, they maintain, is the cause of the crisis. They conceive
of the depression, not as a cumulative self-reinforcing process, but as a
period of adaptation during which the economic system reverts to equili-
brium and eliminates the maladjustments which have developed during
the preceding upswing and have been brought to light in the crisis,
The deflation is regarded as an unfortupate accident. .

More recent writers have, however, come to realise increasingly that
the above view is a misconception, that what it treats as an accidental
phenomenon is in fact the mes* important element in the depression, that
the deflation may continue long after the maladjustment by which it
was started has been removed, that it may be started by purely monetary
forces without anvthing being wrong with the structure of production,
and that it does not revert directly to equilibrium, but, on the contrary,
casties the economic system a long way away from equilibrium.
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In many respects, the contraction is the exact counterpart of
the expansion, so that large parts of the analysis of the latter can
be adapted to explain the former.

Suppose contraction has been started for any

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

deflation.  scheme which wasunder way has had to be interrupted
owing to inability to raise the necessary funds for
financing it). Demand for construction materials and implements
falls off, and production in the industries which provide those
things is curtailed. We might equally well take the case where
an act of deliberate deflation by the monetary authorities (which
again may be due to a great variety of reasons or motives) starts
the ball rolling. In the section on the down-tmurn (etisis), the
question of the possible or usual statteérs will be taken up, Here
we simply assume that a #z# contraction has been produced, and
that the total demand for goods in 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 curtatled and workers
will be dismissed. ‘This reduces income. When incomes fall,
the demand for all kinds of goods is further reduced and deptression
spreads to other parts of the system.

Like the expansion process, the contraction process will probably
proceed slowly at the beginning and then gather momentum.?
At first, when demand has fallen off in the case of only a few com-
modities, the contraction may easily be stopped or reversed
by favourable influences elsewhere. Later on, when the demand
for a greater number of goods has fallen for some tme and
contraction has spread to many parts of the system, expansionaty
influences, which in 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 matk
the turn from prosperity to depression should not be allowed to obscure
the fact that the downward movement of production and trade usually
takes time to get under way. This was, e.g., the case after the crisis of
1929. Cf. Slichter in Review of Economic Stafistics, February 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 in the financial sphere.
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longer be sufficient to reverse the downward movement, but will
merely slow it down. This is what is meant when we say that
* the process has gathered momentum .

After the process has continued for a while,

Intensifying intensifying 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:
items cannot readily be reduced. There will be a strong tendency
to reduce stocks and to curtail ordets and purchases by more than
the amount by which sales have gone down. A sustained fall
in demand and prices is bound to create in the business world a
mote pessimistic outlook in general and an expectation, whether
justificd 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 investtment; and this will
intensify the tendency to reduce commeodity stocks and to increase
money stocks, that is to hoard—the counterpart of the tendency
to dishoard during expansion. _ '

It is important to note that such a contraction process can
happen even in a pute cash economy with constant quantity of
money {(M). In a modem banking and credit economy, powetful
intensifying factors come in. If a large part of the circulating
medium consists of bank money (demand deposits subject to
cheque) and if the banking system as a whole or a number of indivi-
dual banks get into difficulties, the banks will testrict 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 is to say, depositors want to change their deposits into
notes—the deflation becomes still more setious. The same may
happen in the intetnational sphere. There may be a run on the
central bank in order to exchange notes for coins and foreign
money—that is to say, gold hoarding may develop or a flight of
capital may intensify the deflation, '

Owing to the rigidity of a number of cost items, each decrease in
the total demand for goods in terms of money is followed by a
certain shrinkage in production, and any reduction in the produc-
tion of finished goods tends to be transmitted with 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 in 2 long and
painful process.

This general description of the contraction process may probably
be taken as a cortect description of the common opinion on the
matter, The most important thing to remember is that the depth
to which the contraction develops depends on a number of
circumstances, partly of an institutional nature, of which many
are—ot, at any rate, may be——quite independent of the factor
which first initiated the contraction or even of the intensity of the
preceding boom. The circumstances which are responsible for
the cumulative nature of the contraction process we must now

“analyse in detail,

§8. MONETARY ANALYSIS OF THE CONTRACTION PROCESS

The monetaty manifestation of the cumulative

Fall in total process of contraction is the prolonged fall in M1~
demand.  —i.s., in the total demand? for goods in terms of
money. If M1/ did not fall, there would be no such

rapid deterioration of the economic situation, no such swift fall
in production and employment, as-is in fact exhibited in the
coutse of cyclical depressions,? In this sense, one may call the
conttaction a monetary phenomenon. But the description is
wrong, if it is taken (as it frequently is) to imply that the respon-
sible factor for the shrinkage in M1 is always a deflationary policy
pursued by the banking system, or that the monetary authorities
can always effectively prevent a fall in M1 if they refrain from
contracting credit, or if they expand credit, by the ordinary

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

1 Tt shonld be noted that thia is not a tautological statement following
from the definition of depression. We have defined the latfer, not in
monetary terms, not in ferms 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 faliin MV, This will imply
a rapid rise in wages and prices. Something like that seems to bave
happened during the last phase of the German post-war inflation. But
this is surely not the typical picture of a cyclical depression.
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measures of credit policy. Within the limits set by existing
monetaty organisation and banking practice, the monetary
authorities can regulate the supply of money. But, in order
to arrcst a fall in MV durng a contraction, it will frequently
be necessary to regulate and stimulate demand as well as supply;
and this may require very drastic interventions, which are hardly
possible without far-reaching changes in the present institutional
framework.

: We shall now analyse the contraction process

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

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

investment. is gained thereby; but, as the analysis recapitulates

the essence of the theories which explain the slump

by an excess of the market rate of interest aver the equilibrinm or

profit rate, it may serve as an introduction to a more realistic
treatment of the matter.

When the demand for goods in general falis and production
shrinks, the demand for investible funds falls too—i.e., the
demand curve shifts to the left. Assuming that the supply
curve -is unchanged, and is fairly elastic over the given
range, the new point of intersection will be to the left of the
old one—i.e., the amount of investment is reduced. But we
cannot assumne that the supply of savings is as elastic as the
supply of investible funds. ‘This means that part of the supply
of investible funds which is not taken up by the demand will
be diverted, not into expenditure on consumption goods, but
into hoards—i.e., it will be withdrawn from circulation. Hence
the total demand for goods in terms of money falls further,
prices fall still lower and production and employment are
reduced. This provides a further dmoouxagement to the demand
for investible funds, and the demand curve is shifted furthcr to
. the left.

On the other hand, the contracton process is

Drying-4p bound to give rise to unfavourable reactions on the

of supply  supply side. Losses arc made everywhere : defaults

of furds. and bankruptcies threaten or actually occur. The
effect is to make the banks and the investing public
cautious and pessimistic. The risk of lending rises and the
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supply of investible funds decreases. In technical patlance, the
supply curve, too, shifts to the left. The interest rates are thereby
pushed up or are prevented from falling, in spite of the falling
demand, which intensifies the deflation. As Mr. Krynes and
Mr. M. Brerr have both pointed out, the same risk factor may be
counted twice over, on the demand and the supply side, by the
lender and the borrower, thus widening the gap between demand
and supply.? _

For a mote detailed stndy of the monetary aspects of the
contraction process, especially a study which lends itself to statistical
vetification, it will be useful to start with the following considera-
tions, M1/, the total demand for goods in terms of money, shrinks

v See Keynes : The General Theory of Emplovinent, Intevest and Money,
pages I44 and 145, Mr. Breit {* Ein Beitrag zur Theorie des Geld-
und Kapitalmarktes », in Zeitschrift fily Nationaldhonomie, Band VI,
Heift 5, page 654, footnote) describes five possible ways in which lender
and borrower may anticipate the sharing between them of the risk
“invoived in a-given investment. Each may believe that he will have to
bear the weight of the possible losses—in this case there is a double
reckoning of risks. Both may regard the risk as falling on the creditor
alone, or on the debtor alone. 1In either case there is a single reckoning
of the risk. Each may regard the other as the risk-bearer, and in this
case 1o allowance for risk is made by eitber party. Lastly, extrernes
may be avoided and a single reckoning achieved where both estimate
that the risk will be shared in a given way between the two parties,
Mr. Breit, however, believes that the first possibility, that of the double
reckoning, is less unrealistic than the other possibilities. It might
perhaps be added that the question of the sharing of risk hetween lender
and borrower cannot be considered without reference ta the wealth of
the borrower, and also to the probable distribution of returns expected
from the investment. If the risk consists in a considerable possibility
of a small loss, there is more likelihond that the creditor will ignore the
risk factor than if it consists in a slight possibility of a very large loss,
which the borrower could not possibly make good. In the course of a
deflation, the money value of the wealth of the debtor islikely to diminish,
the entire probability curve of returns is reduced, and, in consequence,
the range of possible losses which the debtor could not make good increases.
The debtor finds that a greater part of risk consists, not in the danger
of having to sell part of his property in order £o pay his debt, but in having
to- go through bankruptcy courts. The creditor finds that he stands in
greater danger of not being able to recover his money. TIn those circum-
stances there is a greater likelihood of a double-counting of the risk. A
particular application of this principle occurs where the debt is secured
on specific assets, The deflation reduces the amount of cover that
borrewers can offer, and in consequence increases the risk premium they
have to pay on their borrowings,
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this may be due to a shrinkage in the quantity of money and for
to a decrease in its velocity of circulation. It must be possible to
demonstrate that (1) a part of the monetary circulation is destroyed
or leaves the country, and Jor (2) money does not change hands so
frequently against goods, because it is hoarded or used for other
purposes. {3) In addition to the factors mentioned here as
effecting a reduction in MV, or the flow of money against goads,
it is conceivable that a deflationary influence may be exerted by
another development which does not affect the flow of money,
but adds to the wotk which money has to do—and that is an
increase in the turnover of goods. Goods in genetal will in this
case change hands for money more frequently in the course of
their journey from the primary producer to the consumer. There
is, however, no reason to believe that this disintegration of the
structure of production is a characteristic or necessary feature of”
the downswing.* (4) Financial transactions may immobilise a
larger part of the circulating medium, and’demand for goods falls.
We have now to answer the questions : At what
Forms of point does the money leak out of the circulation ?
deflationary Whete is it held wp? Who hoards it? In what
pressure.  shape is the money hoarded 7 How is it destroyed ?
It is possible to enumerate 2 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 festures of
every cyclical depression. The attermpt is here made to arrange
them approximately in decreasing otder of regularity and
conspicuousness.
Deflation by the central bank is a straightforward
Outright  case which does not require much comment. A te-
deflation by striction by the central monetaty authotitics of the
the central  circulation of gold coins, notes and short-term lia-
bank.  bilitics (central-bank money) means a decrease in the
flow of purchasing power—unless counteracted by
other forces : e.g, the substitution of bank credit for centralbank

! See Hayek : Prices and Production, 2nd ed., pages 3118 &f seq.
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money or an increase in the wvelocity of circulation which will
take place if the money flowing into the central bank comes out
of hoards. This happens sometimes on a large scale after a
period of panic which has led to a great drain of cash out of the
banking system-—e¢.g., in the United States after the bank suspen-
sion in 1933.

Active deflation on the part of the central bank is nowadays
almost always the consequence of a disequilibrium in the interna-
tional balance of payments of a country, which may be due to the
withdrawal of foreign credits, the cessation of the inflow of capital,
a flight of domestic capital or a deficit in the balance of payments
on current account because of a telatively high price and income
structure (over-valuation of the currency).

An outright reduction of central-bank money is, however, not
an invariable feature of every depression : at least, it is usually not
pursued right through the whole course of the depression.- It
is a common experience at the beginning of the depression, or
during the finapcial crisis which usually marks the turning-point,
or in some later financial crisis in the course of the depression, to
observe a sharp increase in the note circulation accompanied by a
decrease in the total demand for goods. This is proof that, at
some other point in the economic system, money is being hoarded,
and that the central bank is providing the cash in order to avoid
a collapse of private banks and firms and to mitigate the drain on
the industsial circulation. _

This again is a clear case of deflation. In the

Hoarding of first case, gold is sought from the banks by the
gold and bank public in exchange for notes so long as the latter
rotes by  are redeemable in gold. The circulation is thereby
private rteduced and pressute is brought upon the bank of
individuals. issue to contract further in order to improve the
reserve ratio. In the second case, rotés which

othetwise would have been spent on goods are hoarded, or bank
deposits are turned into notes; and so pressure is brought to bear
on the commercial banks to contract credit in order to preserve
their cash reserves. It should be noted that the amount of money
an individual ean hoard is not limited to the magnitude of
his current money income. He may sell other assets such as
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securities, real estate and comnmodities of all sorts against cash, and
hoard the proceeds of the sales. This has a double effect. On
the one hand, money is withdrawn from circulation (exeept in
so far as the buyer of the assets manages to pay without decreasing
his other expenditure—eg., if securities ate taken up by banks
which create deposits against them), and the demand for goods
falls off at some point, On the other hand, the price of the assets
in question is depressed, which may have serious repercussions.
To this extremely important aspect we shall retumn later,

Clearly, hoarding of gold and bank notes by the public is not
a feature of every cyclical depression. It happens only in excep-
tionally severe depressmns and under special circumstances—e.g.,
when, the banking system is in bad shape, as in the United States of
America in 1933, or when a flight into foreign currencies takes
place, as in many European States duting recent years. If
money hoarding by the public develops, natarally it brings
with it a severe intensification of the deflation.

This probably has been, until now, an invariable

Contraction feature of any contraction in an economy with a

of eredit by fairly developed banking system. It is one of the

the commercial best known and most fully analysed aspects of the
banks.  depression and need not long detain us.

Since bank deposits ate, under modetn banking
otganisation, 2 means of payment (bank money), a liquidation of
bank loans and deposits is a clear case of deflation. This process
may proceed in a slow and orderly fashion without spectacular
bank failures, or tapidly 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 its deposits.
Whether such complications arise or not and whether in conse-
guence the contraction of credit goes a long way or not depends,
not merely on the seriousness of the distutbance by which the
contraction process was fitst set afoot, but also—and presumably
in many cases to a larger extent—on institutional and psychological
circumstances, on the policy pursued by the monetary authorities,
on the international complications, on the methods of financing
production (short-term or long-term credit, equities or fixed- .
interest-beating bonds), etc. By way of example, the habit of
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indirect investment through the banks may be mentioned as a
factor which tends to accentuate the deflationary possibilities of
the economic system. The public, instead of holding securities
directly, holds bank deposits (savings deposits or time-deposits)
and the banks in turn hold securities, or loans backed by securities,?
If and when—possibly as a result of a fall in security values which
weakens the position of the banks—-the public loses confidence
in the bank deposits and desites to turn them into cash, the banks
are forced to sell securities in order to find the money. This
precipitates a further headlong fall in security values, which of
course raises the real rate of interest at which business can raise
long-term capital. It may be objected that, if the public which
converts its deposits into cash does not use the money to buy up
securities as fast as the banks unload them on the market, this
shows that it prefers holding money to holding securities at the
cutrent price, the effect of which—even in the absence of indirect
investment through banks-—must be to force the price of secuti-
ties down to the same extent. This objection probably assurhes
too much “ rationality ” on the part of investors. It is likely that
people who have bought securities at a high price will hold on to
thern when the market is low, even where they would no longer be
willing to buy the same securities at the same price. Moteover, the
very fact that the banks hold secutities may lead—as a result of the
doubts which it engenders as to their ability to meet their obliga-
tions and the * runs ” which it provokes—to a contraction of
commercial credit which will be even more deflationary than the
effect on secutity prices.

Even though an active policy of credit contraction on the part
of the commercial banks is in practice—though not of logical
necessity—an almost invariable feature in one phase or another
of every depression, it does riot follow that it always continues to
the very end of the depression as the sole or principal deflationary

1 For an indication of the importance of the movement towards
indirect investment through the holding of bank deposits, especially in
Central-Eurcpean countries since the inflation and in the United States
of America since the war, and for a discussion of the consequences
involved, see Commercial Banks 1925-1933, Leagne of Nations, Geneva,
1934. C/f. also Ripke : Crises and Cysles, pages 126 and 127,
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factor. On the contraty, the contraction of credit may persist
even after the banks have stopped pressing for the repayment
of loans, the reason being that there are other, more subtle,
forms of deflation than those so far discussed. 'To these we
now turn.

Industrial and commercial enterprises tend, like

Hoarding by the banks, during a general contraction to increase

industrial and their liquidity : that Is, they endeavour to strengthen

commercial their cash treserves and to teduce their debts with

firms.  the banks, (The liquidation of other than bank

debts, which is not so closely connected with the

extinction of purchasing power as the liquidation of bank debts,

will be discussed below in connection with cettain aspects of the
liquidation of debts in general.}

There is atwofold motive behind this attempt toincrease liquidity,
Thete is, firs?, the uncertainty as to the possibility of raising funds
when they ate needed to meet Habilities falling due. During 2
petiod of contraction, especially in its initial phase, it is difficult to
get credit from the banks or from the suppliers of raw matesial
and other means of production. There is the danger that such
credits may be difficult to renew. In addition, one is not sutre of
being paid punctually by one’s own debtors. All this makes
increased Iiquidity seem advisable. Secondly, there is the fact that,
when prices fall and losses are made and further losses ate expected,
- the replacement of fixed and wotking capital (reinvestment), as
well as new investment which may have been contemplated before
the sitnation became too bad, is postponed or suspedded for
the time being. It does not pay to invest or reinvest; aad,
instead, idle balances ate accumulated, or bank loans repaid even
when the banks are no longer pressing for repayment. (In
extreme cases, of couirse, the hoarding may be effected in the
form of bank notes or gold rather than through the accumulation
of idle bank balances and the repayment of bank loans.)

The immediate effect is in all cases the same, whatever may be
the motives for, and the form of, the pursuit of liquidity. Demand
for goods shrinks, prices fall, production is curtailed and the
general situation is aggravated. So the initial achievement of -
greater liquidity creates a need for further steps to maintain
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liquidity, and makes things worse than they were. Gradually,
however, with the fall in prices and wages and the curtailment of
production, funds are liberated and—it may be, not till after
a succession of setbacks and relapses—Iliquidity increases all
round. :

Needless to say, the policy of the central and commercial banks
is a decisive factor. By supplying ot 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 liquidity policy of industrial and commercial
firms on the other hand—interact in a complicated way. But it
is nevertheless important to realise that the policy of the latter—
i.., the hoarding by private business firms—is an indepen-
dent factor which may make itself felt and provoke a general
contraction, even in a pute cash cconomy with no bank money
at all. :
Quite apart from bank debts, 2 strong deflationary

Lignidation effect is probably exercised, at least in the first

of nom-bank stages of the cyclical contraction, by the liquida-

debts,  tion of inter-personal and inter-business debts.

But the connection between the liquidation of

debt in general and the decrease in the flow of money against

goods is more complicated and indirect than in the case of bank
debts.

The debts of a bank to its customers (that is, its deposits) ate
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 failutes or
through a contraction of bank credit diminishes purchasing power
and demand for goods. Other debts may, of course, perform the
same function. A bill may circulate as money ; and its settlement
has then the same effect as the liquidation of a deposit. 'These cases,
however, we may safely regard as quantitatively unimportant
under our present monetary and banking arrangements (aithough
economic history can show instances whete they have been impor-
tant), Usually it is in a less direct way - that the liquidation of
debts—orx, if we prefer to take it from the opposite angle, credits
~—exerts its deflationary influence. '
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But, even if debts (credits) other than bank debts (credits) do not
circulate as money, they may be highly liquid assets—the degree of
liquidity depending on the standing of the debtor and the situation
of the market. Thercfore, such debts are used as liquidity
reserves; and when during a process of general contraction
they diminish in quantity or lose their saleability, they can
no longer adequately fulfil this function and must be replaced
by money, bank deposiis or central bank money. The demand
for money increases, its velocity of circulation tends to fall,
and total demand shrinks according to the process previously
described.

The liquidatien of debts in general has, however,

Forced sales yet another aspect, which is of great significance.

of assets When a debtor is pressed to repay a loan, he is

#o repay not always in a position to meet his obligation

debts.  out of his current receipts, Ordinarily, he will be

forced to sell assets in order to raise the fund for

the discharge of his debt. He may sell securities, real estate, or

commodities of different descriptions. ‘These forced sales must

have a depressing influence on the price of the assets, with deflation-
Ary CONSequEnces. '

It is important to realise clearly why it is that such forced sales
and the consequent price-falls produce or intensify deflation. It
might be argued that these transactions themselves (f.z., the sales
and purchases of such assets) absorb money, temporarily at least,
and withdraw it from other uses. Purchasing power which
otherwise would have been spent for new investment or for
consumption is now spent for old securities and other assets which
are thrown on the market by harassed debtors, In the terminology
of Mr. Keywgs® Treatise on Mongy, we may say that * the financial
circulation is stealing money from the industrial circulation ”.
It would seem, however, -that this temporary absorption of pusr-
chasing power in the actual transference of assets is a compara-
tively unimportant factor in the general scheme. A much more
important factor is the indirect influence of the fall in the prices
of the assets in question. If the price of securities falls, this is
equivalent to a rise in the interest rate; and this must obstruct the
financing of new investment through the issue of securities (bonds
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or shares), Bank loans are frequently granted on securities; and,
if the latter fall in price, this will certainly not promote the willing-
ness and ability of the banks to lend. If the price of real goods
—=t.g., houses—falls, the production of these goods loses its
profitability and will be curtailed

We must not, however, forget the other side of the medal.
What does the creditor do with the money ? If he buys the
asscts which the debtor sells, it is difficult to see why their 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 it, at
least tempotatily, in liquid form. If that happens, then of course
the whole procedure is highly deflationary. But the villains of
the piece are in such case the hoarders who try to accumulate
cash by calling in loans, and not the debtors who are forced to sell
assets. Given the decision of the creditor to hoatd (in other
words, to increase his liquidity by turning debts into cash), the
effect is deflationary, even if the debtor is able to refrain from
selling assets and to meet his obligations by cutting down his
expenditure on copsumption or, if he is a producer, on producers’
goads (investment and reinvestment},

-Before leaving the question of debts, we may pause to point
out that the indirectly deflationaty effects of default on debts are
probably much more serious than the directly deflationagy effects
which may follow from their payment, since defaults are bound
to spread apprehension and to stimulate the liquidation of debts
and the hoarding of cash.

A special variety of this case has been discussed

Salesof by Mr. Kevynes and Mr. DureiN?  They assume
securities, that somebody saves, that the demand for con-
efv., ¥0  sumers’ goods decreases, and that the producers of
cover losses. these consumers® goods make losses and cover them
by selling ““ old ” securities in their possession (as
distinguished from new issues) in exchange for the savings which

v J. M, Keynes : A Treatise on Mongy, Vol, I, pages 173 and 174 ;
Durbin : The Problem of Credif Policy, pages 95 ef seq.
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have brought about the losses. We need not pause to discuss
the likelihood of this rather artificial case. We may consider
instead the more general case where losses, however brought about,
are covered by the sales of assets.

This case is very similar to the previous one but rather more
general. The idea is that a producer who is making losses does
not cut down his expenditure (whether the expenditute for his
personal consumption or his disbursements for labour, raw
materials, semi-finished products, etc.) to a corresponding extent,
but keeps them up by selling assets to somebody else. His sales
in such case will certainly have an indirect deflationary influence
(as was pointed out in connection with the previous case} by
depressing the price of the assets in question. But it is difficult
to sece how any more direct deflationaty effect is produced.?
Money is transferred from a saver to the entrepteneur who
ex hypothesi spends it in various ways. Hence the demand for
goods does not fall (except in so far as these transactions themselves
absorb money temporarily), We may describe the process by
saying that the savings of a part of the public are compensated by
dissaving on the part of enttepreneurs. Savings are wasted to
cover losses. 'The situation is one which cannot of course continue
for long ; but at any rate the procedure is not directly deflationaty.?

! This was pointed out by Professor F. A, Hayek : * Reflections on
the Pure Theory of Money of Mr. J. M. Keynes *. Part Il in Economica,
February 193z, page 29.

t There may be in this respect a slight difference between the case
envisaged by Mr. Keynes and Mr. Durbin (where an increase in the rate
of saving is the cause of the losses) and the otlier case (where the losses
have other canses). In the former case, it might be argued that the
path which the money has to travel from the moment when it becomes
income in the hands of the saver until it constitutes demand for goods is
lengthened, inasmuch as, before people decide to save, the money is
spent by them directly for consumers’ goods. After they have decided
to save, it goes first through the capital market buying old securities
before it reaches the kands of the producers of consumption goods. Its
arrival at the final stage may be delayed en route—which is equivalent
to a hold-up in the flow of money against goods. In the other case,
where the losses are independent from the fact that somebody saves who
bas not saved before, no turnover of money is interpolated, since the
soms saved have in any case to pass through the capital market before
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Tt is even conceivable that the direct effect is rather inflationary
than deflationary. If the assets sold to cover losses are taken up
by the banks and new deposits ate created against them, or if
somebody else is tempted to dishoard in otder to buy them, the
flow of money may be increased rather than decreased,

We are left with the conclusion that we have here no new form
of deflation. It is the losses which tend to bting 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.,
tetrenchment of expenditure—is certainly in its immediate effect
in a higher degree deflationary.

If the sales of securities and other assets are

Sales of  induced, not by the necessity for repaying debts
seexrities, ot covering losses, but by the speculative motive-—
ete., for fear that is, by the expectation that prices will fall, or in
of a fall in other words that the value of money will rise—we
their price. have a deflationary move pure and simple. It is,
however, important to note that what makes for

deflation is not the demand for money for the purpose of these
transactions, but the tendency to hoard—i.e., to change less liquid
assets into more liquid assets and to keep the latter unspent. It
does not matter much whether the seller performs the act of
hoarding after having "disposed of the assets at a low price ot
whether the price of the assets falls without any transaction’s
having taken place. When everybody is equally pessimistic
about the future trend of secutity prices, prices will quickly fall
all round without any securities changing hand at all. On the
stock exchange, this is a well-known phenomenon. Prices are
““ talked down ” on a bear market, if there is a consensus of opinion,
If there are actual transactions, that is because the consensus of
opinion is not complete, those who buy being less pessimistic

being spent on real goods. Whether they buy old securities and cover
losses or mew securities and finance new investment, they reach the
commedity market at the same time,

It is unlikely, however, that this difference is of much practical impor-
tance.
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than those who sell. To be sure, the degree of pessimism will
never be uniform; but the deflationary effect in no way depends
on there being differences of opinion and therefore actual transac-
tions. (If the pessimistic expectations of one part of the public
are offset by the optimistic expectations of another part, the
situation is of course different. Our present case is, however,
only one of differences in the degree of pessimism.)
Some writers have ttied to devise a general
liguidity rmula for the motives which lie behind the vatrious
*  forms of hoarding that take place during a cyclical

depression. They say that * lquidity preferenices ™ in general rise
Bapks, business enterprises and ptivate individuals tend to
increase their liquidity~—that is; they wish to hold a larger part
of their wealth in cash or in more liquid forms than before.
The attempt has sometimes been made to set up typical © scales of
liquidity "-~i.e., to arrange the various types of assets in the
order of their liquidity. If we start from the most liquid assets
and proceed to less and less liquid ones, we atrive approximately
at the following scheme : gold, bank-notes, bank deposits, short- -
term credits, long-term credits, bonds, shares, real goods.? It is,
bowever, impossible to tegard such a scheme as invariable. . The
order will differ in different circumstances, and all kinds of anoma-
lies may arise. In 'a state of high inflation, for instance, shares
will rank above bonds, real property above bank deposits, and
so on.? -

It does not seem that such generalisations can add much to
what is revealed by a detailed analysis such as has been attempted
in the previous pages. ' '

Scales of fo

1 Cf. J. M. Keynes : The General Theory of Employmens, Interest and
Money and the various comments which this book has evoked, especially
from Professor J. Vicer, * Mr, Keynes on the Causes of Unemploy-
ment. A Review ", in Quarierly Jouwrnal of Economics, Vol. 51, October
1936, pages 147-168 passim. : _ .

* Cf., e.g.. Professor J. R. Hicks : * Gleichgewicht und Konjunktur ",
in Zeitschrift fir Nationaldkonomie, Vol. IV, 1933, page 441.

' CfE. F. M. Durbin : The Problem of Credit 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 ratio of durable means of produc-

The operation tion (machines) to labour and raw material (working

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

acceleration  output to be rigidly fixed (within a certain range

principle of output) by technological considerations——an

in the  assumption which would seem to be 2 good approxi-

contraction, mation in the short run—the acceleration principle!

readily explains why demand for, and consequently

production of, durable producers® goods and the various materials

required for their production falls mote rapidly than the demand
for, and production of, the finished product.

When in the upward phase of the cycle all branches of the
economic system are expanding and production and employment
are increasing in all industries, the producers’ goods industries
and especially the durable-goods industries experience a particularly
rapid growth, When the system stops expanding or even curtails
output, people naturally stop adding to their fixed equipment.
It is not at all paradoxical that no new investments should be made
when the existing equipment is insufficiently employed owing
to the fall in the demand for the product. The production of
durable means of production is reduced to the replacement required
for the maintenance of capacity and, in many lines of industry,
virtually no replacement may be needed for some time in view
of the fact that, during the preceding boom, the equipment has
to a large extent been renewed, presumably on the most up-to-date
lines. If the depression is particularly severe and long-drawn-out,
it is possible that even replacernent will be neglected and capacity
allowed to shrink,

We may put the matter in a different way.  Suppose consumers’
demand falls to 2 certain level and production is curtailed so as
to bring the output down to the level strictly required by the new

1 Compare § 5 of this chapter and §§ 17-24 of Chapter 3.
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(lower) level of * consumer-taking ” (to usc an expression coined
by Professor Friscr), Then the production of those goods and
services of which there ate excessive stocks (excessive in 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’ goodsl—can be conceived of as
a stock or bundle of services available at successive points of time.
Such “stocks* are usually more considerable than the actual
stocks of petishable goods?
For these reasons, we should expect a sharper
The possi-  decline in the production of producers’ and durable
bility of goods than of consumers’ and perishable goods—
postponing  and that, even where the decline in consumers’
" expenditure is quite. cvenly distzibuted over all
acquisition  types of finished goods and services. But this need
of durable not and probably will not be the case. Consumers
goods,  will cut down expenditure for different goods to a
varying degree, and changes in income distribution
will lead to different reductions in demand for different types of
finished output. It is difficult, however, to generalise about the

1 Assuming some arbitrary line of separation so that, e.g., an apart-
ment-hourse or an automobile is held to be a consumers’ good and an
electrical power plant a producers’ good.

* There is furthermore this difference. If there are large stocks of
transient goods--say sugar or coal—they can be “ forced * upon the
consumers and into 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 its services in a short
time, even if its price (or the price of its services) is 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 is only by
selling them and using them up for scrap that they can be eliminated
outright. But this could only happen when their price had fallen so
low that reproduction, net to speak of adding to capacity, was out of
the question It is, of course, another question whether a general
reduction in prices could not revive production and investment ajl
around. We are, however, here concerned with another problem : Why
is it that, given a decline in production and activity in general, the produc-
tion of durable goods and producers’ goods declines more than the
production of transient and consumers’ goods ?



342 Nature and Casuser of the Cyele Part II

nature of the * marginal ” expenditure, whethet of the individual
ot the community. One may characterise those goods which are
the first to be sacrificed when income shrinks as “ luxuries”. But
it is not clear why durable means of production should enter into
the production of luzuries to a particulatly large extent. This has,
however, frequently been implied by those who say that the pro-
duction of durable goods falls more rapidly, because it is easiet to
“ do without them ”, to postpone their purchase {or the purchase
of their services), than it is in the case of perishable goods. Tt
is easier to go without a new motor-car or any car at all than to
go without food, To a certain extent, it may be true that durable
goods and their services ate at the margin of consumers” expendi-
ture and will therefore be especially severely hit by any fall in
consumers’ outlay : but this feason for the comparatively rapid
fall in the production of durable goods would seem to be less
important and less inherent in the nature of the case than the
reasont given previously.!
This description of the place and operation of
The rile of the acceleration principle in the mechanism of
expectations, contraction must be supplemented and modified
much as was the description of the operation of
the principle in the expansion process.® Strictly speaking, It is
not actual but expected future demand for the product which
gives rise to the demand for equipment. The present level or
recent movement (that is, in our present case, the recently

1 If applied to producers’ goods, the argument is more plausible and
does not really differ from what has been already said, It is frequently
possible within a certain range to vary the methods of production, In
particular, more or less durable, and more or less up-to-date, machinery
can be used. But-as soon as it is durable, expectations as to the future
development-of, demand for, and prices of, the product become relevant ;
and, if these expéctations are pessimistic, machinery will not be installed
or replaced, even though it may be profitable on the basis of the pregent
cost and output situation—that is, assuming that the present level of
output and prices will persist, Producers will “ do without "—that
is to say, they will work existing equipment beyond the * optimum
point {optimum, of coursc, only from the longer-run point of view).
It is obviously in most cases impossible to vary in this way the require-
ments for working capital, nor is there the same motive for doing so.

' Cf. above, § 5 of this chapter.
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experienced falf) of demand (and /or prices) may be extrapolated
in different ways into the future. We may arrange a whole scale
of possible expectations, ranging from the more “optimistic
down to more and more “ pessimistic” vatrieties. It may be
assumed that the recent fall in demand is only temporary and will
be followed by a rise, ot that the new low level will persist or that
the downward movement will continue at the same, or at an
accelerated, rate.  If we say, for instance, that a gloomy outlook
is bound to be created by a prolonged contraction, what we mean
is that people become more and more inclined to expect that a fall
in demand which they have experienced in the recent past will
continue (at the same or at an accelerated rate).®

Thus, logically speaking, the door is open for all kinds of
reactions; and it is only a question of fact which one is the most
frequent and typical. The supposition which underlies the rigid
application of the acceleration principle is that the present level
of demand is assumed to rule in the future also. Now, it is very
doubtful whether it is possible to generalise as to the exact behaviour
of producers in this respect. Fortunately for the broad result,
however, it is sufficient to indicate 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
necessarily indefinitely, but for a while—if the low level of demand
reached at any point of time during the downswing is expected to
persist, or if more pessimistic expectations prevail, the more
optimistic ones being regarded as on the whole unlikely.? This

-+ Professor J. R. Hicks has tried to systematise the various possible
reactions. Heintroduced the concept “elasticity of expectations™ which.
he defines ““as the ratio of the proportional rise in expected future prices

. . to the propoﬁ:lonal rise in {the} current price . Thus the
ela.stmtty of expectations is unity, if a change in current prices will change
expected prices in the same direction and proportion. (Cf. Vaelus and
Caprital, Oxford, 1939, page zo05.) He also expresses 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 give rise
to cumulative processes, if expectations move in the same direction as
the current price—that is to say, if the elasticity of expectation is at least
unity, ({(Cf. Hicks, loc. cif., pages 251-252).

* Tt is sufficient if this is the case in the majority of industries, Occa-
sional exceptions would not alter the result.
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would seem to be a faitly plausible assumption and perhaps it
may even be somewhat relaxed without any fundamental change
in the result, :

‘The result is the cumulative process of contraction through the
interaction of consumers’ and producers’ spending, through
the operation of the acceleration principle and the dependence of
consumets’ purchasing power on gross investment (production of
producers’ goods).l Expenditure on consumers’ goods falls off.
This in turn reacts violently on the production of producers’
goods (acceleration principle). Demand for investible funds
shrinks. M7/ is reduced in one way or the other as described
in § 8 above. Income and expenditure on consumption are further
curtailed, and so on.?

! This description of the dependence of consumers’ purchasing power,
and through it of the activity in consumption industries, on investment

‘is analytically somewhat different from the use of the *“Multiplier”

concept by Kahn, Keynes and Harrod. But, substantially, the same
thing is referred to in both cases, and it can be said that the idea of the
multiplier is more or less explicitly implied in any description of the
' Wicksellian process *,

* How long this process will last before it is finally brought to an end
will be discussed below in Chapter 11, section B.



CHAPTER 11

THE TURNING-POINTS. CRISIS AND REVIVAL

§ 1. INTRODUCTION

In the preceding sections, we have discussed the

The problem. reasons why out economic system is subject to

cumulative processes of expansion and contraction.

We have shown why, once started, such processes are cumulative

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

started, how they actually or usually are started, and how they can
be, and usually or actually are, brought to an end.

The problem falls into two parts.

A, How can an expansion be, and how is it in the normal
course of events, brought to an end ? Why does it not go on
indefinitely ? Why does it not lead up to 2 position of stable
equilibrium instead of being always followed by a more or less
severe contraction 7 The problem is closely connected-—it is
indeed almost identical—with the problem of how a contraction
process is started. We therefore call it the problem of the upper
tumning-point or crisis.?

B. How can a contraction be terminated, and how is it usually
reversed P The problem is identical with that of the initiating
causes of the expansion. We call it therefore the problem of the
lower turning-point. or revival,

1 See remarks on pages 257 and 258,
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In both cases, we can distinguish between two
“Accidental” types of disrupting or mitigating forces-—viz.,
and  organic™ those which arise quite independently of the process
restraining  of expansion or contraction which they interrpt
Jorces.  and those which are usually or necessarily brought
about by the process of expansion or contraction
itself, 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
itself), spontaneous shifts in demand, etc., ot it may on the other
hand itself give rise to maladjustments in the economic system
(counter-forces) which tend to check and reverse the very process
(#.¢., the expansion or contraction) by which they were brought
about. These maladjustments or counter-forces may be very
various : they may be of 2 monetaty or non-monetary charactet :
they may be treated as the inevitable consequence of any expansion
or contraction, or as dependent on circumstances not necessarily
to be found in every expansion and contraction.

Most cycle theorists have tried to prove that the second type
of restraining forces is all-important. Indeed, they usually accept
the existence of such fotces as a dogma, at least so far as the
expansion is concetned. 1If this can be definitely established, the
cyclical movement is in-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 hypothesis can
be proved to be correct—if, that is to say, a process of expansion
or contraction cannot go on for ever because it generates forces
which will counteract and ultimately reverse it—it is none the
less important to show that it may be brought to an end by cettain
accidental factors, before those forces come into operation. An
analogy will make this clear. It is true that every man must die

t The term “cycle” carries with it the suggestion that it is a coherent
whole in the sense that one phase necessarily grows out of the other.
‘We have used the term in the less ambitious meaning of a mere alternation
of prosperity and depression, leaving it open whether one phase is the
inevitable outcome of the preceding one, or whether the connection
between the successive phases hag to be conceived as less rigid.
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sooner or later of old age : but it is none the less true—and deserv-
ing of attention—that many die earlier because they catch an
infection or are victims of an accident.

The importance of this consideration lies in the fact that (as has
already been indicated and will be shown in detail) an expansion
becomes more sensitive to accidental distutbances, after it has
reached 2 certain stage, and similarly a contraction can be more
easily stopped and teversed by some stimulating factor, after it
has progressed for some time. Therefore, even if we were not
in a position to ptove rigorously that expansion generates contrac-
tion and contraction generates expansion, a faitly regular succession
of periods of prosperity and depression, of expansion and contrac-
tion, might be explained by accidental shocks distributed in a
random fashion over time,

A.  The Deown-turn @ Crisis

§ 2, THE METHOD OF PROCEDURE

It has already been pointed out, by way of illus-
Thres stages teation, that a deliberate policy of deflation, pursued
of the  for whatevet reason by the monetary authorities,
argument. ot the interruption of an ambitious construction
scheme tmay start a process of contraction. We

shall now consider how this wotks out in detail and what other
events or factors must be held in mind. As a first step (§3),
we shall suppose that such disturbances occut, and enquire how
they exert their depressing infloence and, in particular, how an
" expansion may be interrupted and a general contraction be started
by a factor which directly affects only 4 more or less restricted part
of the economic system. At first we assume such disturbances
to occur independently of the cycle. That is to say, they may
atise in any phase of the cycle, duting the contraction phase just as
well as during the expansion. I they occur when a general
contraction is golng on, the contraction will be intensified. If
they oocur during a general expansion, the expansion may be
slowed down or, if the shock is violent enough, cut short.
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As a second step (§ 4), we shall show why the system becomes
mote and more sensitive to disturbances after the expansion has
progressed for a while, so that such disturbances are likely to
have much more serious consequences i they arise in the later
phase of the upswing than in its eatlier part,

The third step (§5) consists in discussing those unfavourable
influences or maladjustments which are likely to arise during the
course of the upswing, or which are inevitably brought about
by the expansion.

§ 3. THE PROXIMATE GAUSES OF CONTRACTION

An outright and deliberate contraction of the

Contraction circulating medium may be the proximate cause of
s aggregate  the down-tum. Then we have at once a decrease in
demand  the total demand for goods; and it is comparatively
versas sectional easy, as has been shown in the preceding sections, to
disturbances. explain the further development of the contraction,
It is much more difficuilt, however, to explain how

a disturbance which does not in itself consist of a decrease in
aggregate demand and which affects directly only a patt of the
economic system—as, for example, a particular branch of industry—
can lead to a decline in aggregate demand rather than to a mere
shift in demand from one commodity or group of commaodities to

! 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 vur scheme is, however,
an indispensable preliminary to the third. Even if we are able to demon-
strate that the expansion process creates maladjustments in the structure
of production, it remains to show how difficulties which affect a part of
the industrial system are generalised and spread over the whole economy
80 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 serfous.)

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 thecretical structure which will do justice to the manifold complexities
we meet with in real life.
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another. If we have explained how it brings about a decrease in
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 beginning a decrease in the aggregate demand for goods due
to a decrease in the supply of investible funds.

If a Government decides to deflate (that is, to
Deflation by tetain a part of its revenue from taxafion or other
Governments sources), the situation is quite clear; but this occurs
or banks, only in very exceptional circumstances. A case
of greater practical importance is that of a restrictive
credit policy undertaken by the central bank of a country, It is
not difficult to find examples in financial history. The motive is
usually to stop an internal drain on reserves or.to restore external
equilibrium, The Jatter may be threatened by a great variety of
causes. Prices in general may be too high in respect to prices
abtoad, because of an expansion at home or a devaluation or
deflation abroad. A flight of capital or a cessation in the inflow of
capital may have occurred. The loss of foreign markets due to a
rise in tariffs or to some other reason (e.g., the rise of a foreign
competitor) may have rendered the international balance of
payments unfavourable. A bad harvest in an important crop may
reduce exports or necessitate increased imports.

Without being forced either by the external situation or an
internal drain on its cash resources, the central bank may contract
credit because it fears the consequences of a prolonged expansion,
no matter whether these apprehensions ate justified or not.

The commercial banks may contract credit for similar reasons
on their own initiative without being forced or watned by the
central bank,

The catalogue of possible cases might be lengthened. Each of
the cases mentioned might be analysed in greater detail and minor
variations might be distinguished. But, at this stage, it may
be sufficient to say what is true of all cases equally—namely, that a
tightening of the supply of funds by the moenetary authoritics
has a depressing influence and is capable, if strong enough, of
interrupting an expansion 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 tutned into a
‘contraction in a particular country at a particular point of time,
Itis not, however, a sufficient answer in all cases—other interrupting
forces will be discussed presently—and, even if in a particular
case a restriction of the money supply can be shown to have
brought an expansion to an end, it does not follow that the expan-
sion could have continued very long had the restrictive measures
not been taken. 'This point will be discussed in § 5.
All these cases turn on a tightening of the supply of funds.
The proximate cause of the contraction is a decrease in the supply
of funds, while, in the cases to be analysed next, the demand for
investible funds falls and ushers in a camulative process of contrac-
tion. (As socn as this process has once got under way, contraction
of demand and of supply interact and reinforce one another in a
cumulative fashion as already shown.)
- We have now to discuss whether a disturbance
Conseguences occurring in a partienlar branch of industry can give
of @ partial ftisc to a general contraction and, if so, how. Sup-
breakdown. pose that, in an individual industry (say motor-car
production}, a number of firms are forced to curtail

output or to cease operating altogether.

The causes and attendant circumstances of such a partial
breakdown of an industry may be very different in different cases,
so that it is impossible, without a number of specific assumptions,
to say anything definite as to its probable consequences. ‘The
causes of the breakdown may be such as to exetcise stimulating
influences in some other ditection in addition to the immediate
depressing influences to which they give rise, so that the two
tendencies may conceivably cancel out. This would be the case,
¢.g., if the breakdowri was caused by an unexpected shift in demand.
Then we might have an inctease in demand for commodity A and
a decrease in demand for B, That which depresses industry B
stimulates industry A. Even in this case it does not necessarily
follow that the two influences offset one another in so far as the
effect on total demand is concernedl Moreovet, in other cases

! See Chapter 3, § 24, above.



Chap, 11 The Down-turn : Crisix 351

arising from different causes, there is no such instantaneous and
automatic increase in demand at all, as we shall see presently.

We shall discuss first the probable influences on total demand
of such a partial breakdown under different circumstances irrespec-
tive of automatic counter-influences set up by the cause which
brought about the breakdown. Afterwards we shall enquire
about the latter.

A reduction in 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 in the demand for
wage goods. If sales go on for a while in the process of liquidating
stocks, the proceeds may be used for repaying bank loans and
other debts instead of being reinvested in the purchase of labour,
materials, 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 in output occurs unexpectedly than if it has been
forescen, If the industry in question has been expanding for
some time and a further expansion has been anticipated, a corre-
sponding expansion in the subsidiary industty may come to a
sudden end and the repercussions may be very serious, The
conditions may vaty in detail, international complications may
come into the pictute—e.g., the industries furnishing raw materials
and other means of production may be located in another country
than the industtes using them—and thus many cases with
quantitatively different reactions and repercussions ate conceivable,
In any case, howevet, thete is a clear tendency towards a reduction
in the flow of money, a fall in total demand.

This tendency will be intensified if the firms involved happen
to be heavily indebted to the banks. If 2 bank gets into difficulties
and proceeds to contract credit, we have a clear deflationary
move ; we may refer to what has been said on earlier pages for
an explanation of the consequences. But, even if no bank is so
seriously involved that it is forced to liquidate credit, difficulties
of an zmportant industry or of particular big firms may be taken
as 2 warning signal for caution and may make the banks more
teluctant to grant or renew loans.
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_ So much for the consequences of such a partial
Possible  breakdown irrespective of the canses by which it
commter-  was brought about. Now we turn to the latter

tendencies, and consider whether they are likely to set up

stimulating counter-tendencies.

The curtailment in output of a particular industry may be due
cither to a decrease in demand or to an increase in cost. If a
decrease in demand is the consequence of a deflationary move, we
obviously cannot expect to find an offsetting increase in demand
elsewhere. There is then no opposing force to the deflationary
influences spreading from the breakdowsn in the industry concerned.
But this case is ruled out in the present instance, because what we
are seeking to explain is how a reduction in the total flow of
purchasing power can be brought about by a disturbance which
neither in itself involves nor results from such a reduction. If
contraction is already under way, it is (as we have seen)
comparatively easy to explain how it develops further.

If 2 decrease in demand for commodity A is due to a shift in
demand to commodity B, then we have a decrease and an increase
at the same time, and it depends on a number of circumstances
which have been discussed in connection with the acceleration
ptinciple of derived demand? whether on balance it works out as
an increase or decrease in total demand.  In the absence of further
indications, we may classify this case as neutral,

Suppose, however, that a fall in production has been brought
about by the producers’ being disappointed in their expectations
- aboutdemand. Production has been begun or expanded in antici-
pation of a certain increase in demand. If this demand is not
forthcoming, or if the expectations are revised in a2 downwatd
ditrection, a resulting fall in production will not—except by
chanice-—be offset in its influence on the flow of money by a
simultaneous increase in demand somewhere else. This would
seem to be a very important case ! it will be specially apt to arise
duting the upswing of the cycle, when production is being carried
. in various directions into unknown tetritory.

L See Chapter 3, § 24, above,
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It may be argued that a decrease of investment
Delayed  in a number of branches of industry will liberate
reaction of investment funds, reduce the rate of interest, and
invesiment. thus provide an incentive to invest the funds some-
where else.  But this is unlikely to happen allat once.
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 hoatd is produced, there will usually be a
delay between the new funds’ becoming available and their use for
new investment. Investment plans are not always prepared in
advance, so that they can be put into operation at short notice
when the situation changes. They must be planned; and, even
when they are planned, a certain amount of preparatory work is
usually required before otdets ate given and the money is actually
spent. Therefore, a temporary hold-up in the flow of money is
an eminently probable contingency,
The same is true where a shift in dernand is such that the increase
is to the advantage of foreign goods, while the decrease is to the
“disadvantage of home industties.
We turn now to the case where the curtailment
Rire in cost of output is due to an increase in cost items. If the
as cause  capital cost. that is the rate of interest, rises because
of a partial the banks are forced to restrict credit or because
breakdown, capital goes abroad, the sitwation is clear. Here
the rise in cost is the modus sperands of a contraction
in the supply of funds and the reduction in output caused thereby
will intensify the contraction, There are, ins this case, no automatic
and instantaneous offsets provided by the ctircumstance (viz.,
the rise in cost) which is responsible for the freduction in output.
Nor, again, is there any direct offset in the important case where
the increase in cost is due to public intervention or to the monopo-
listic action of the owners or producers of one of the means of
production. Suppose that wages are being raised by trade-union
action or by Government decree and that this rise in cost leads
to a reduction in output. In this case, no offset is provided against
- the deflationary influences set up by the reduction in outpat,
The same will usually be true where the price of a raw material or
semi-finished good is raised by the producers” monopolistic action.
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A somewhat different situation arises where the rise in cost of
industry A is due to increased competition for the means of
production by other industries. Then a compensatory change is
ptovided in the shape of the increased production of the other
industries.

This discussion leaves os with the conclusion

Conclusign. that a breakdown in an individual industry may

very well cause at least a temporary fall in total
demand below the level at which it would otherwise stand,
Whether this will start a cumulative process of contraction ot not
depends, first, on the magnitude of the disturbance and secondly
on the general sitnation,  If a general expansion is going on which
has not yet exhausted its force, such a disturbance may be overcome,
provided it is not too strong. If, however, the expansion has
already lost its i, the economic system will be vulnerable and
may easily be plunged into a process of general contraction, This
point we propose to consider in 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
cumulative events on the basis of static equilibrium theory.
Precess.  According to the latter, a reduction of output and
employment in 2 particolar industry libetates.
forces which tend to restore equilibrium : wages should fall, and
this should make for re-employment of the dismissed workers, Of
course, wages may be kept up and the mobility of the workers may
be defective—in which case unemployment may persist for a long
time. But this need not cause a general contraction. On the
other hand, if the process of investment in a particular industry is
interrupted or scaled down, because expectations about the future
demand have been revised in a downward ditection (for any reason
whatever), funds which otherwise would have been invested in the
industry in question are set free : the rate of interest should fall,
and this should induce investment somewhere clse,

The tacit assumption underlying this reasoning, in so far as it
applies to 2 monetary economy at all, is that the total flow of
morey, M1/, is not reduced--so that on this assumption it is
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 is inadequate. It describes (as it wete) an ideal 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 powet, the forces of contraction may
drive the economy farther away from equilibrivm; and the equili-
brating tendencics may not have time to come into play or, if they
do come into play, may not be strong enough to restore equilibrium,
since the disturbance of the latter will have been still further
increased in the meantime. What is treated in the static theory
as an instantaneous adjustment may be a long-drawn-out and
painful 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 equilibrium which in 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 ECONCMIC SYSTEM BECOMES LES_S AND I_.ESS
CAPABLE OF WITHSTANDING DEFLATIONARY SHOCKS AFTER
AN EBEXPANSION HAS PROGRESSED BEYOND A CERTAIM POINT

We have seen that an expansion is in its firdt

Why the phase of a somewhat precarious nature, so that it is
expanrion liable to be reversed by an accidental disturbance.
tails off. If it has a chance to develop undisturbed for a while,

it is likely to gather momeéntum and then becomes,

to a certain extent, immune against disturbances, such as those
analysed in the preceding section, which tend to reduce total
demand and bring about a general contraction. This immunity is
the result of the fact that total demand is increasing so fast that
an adverse influence, which in other circumstances 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 excessively optimistic and are again and
again surpassed by resuits, We must now enquire why the
movement should necessarily slow down after a while and
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eventually come to a standstill, so that there is a growing danger
that a contraction process may be started by some chance distur-
bance, such as is at any time Hable 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 either is lacking, the situation becomes precarious.
Suppose that the money supply is inelastic in the upward direction
(with or without full employment of the means of production—
that is to say, with or without perfect inelasticity of the supply of
means of production), By an inelastic money supply we mean
in this connection that an increase in the demand for investible
funds evokes no further increase—or only a small increase—in
the total supply of money (.e., of MV, which is another expression
for the aggregate demand for goods) and exhausts its effect instead
in 2 rise ih the rates of interest. It must not be assumed, however,
that the supply of money is equally inelastic in a downward direction
—that is, that a decrease in demand will produce at once a shatp
fall in the rate of interest so as to stabilise M1/, 1If, in such a
situation, a partial disturbance arises of the sort analysed in the
preceding section, tending to produce a hold-up in the stream of
money, we get an absolute decrease in M17 (not only a decrease
in the rate of increase), which may easily engender a general
contraction.

In a general way, it is evident-—we shall come back to this point
—that, under almost any monetary organisation with which we
are 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 duting
the preceding depression are gradually exhausted—not to speak
of restrictive counter-tendencies, to which we shall refer in the

_next section,

Let us turn now to the other requisite for a
smooth development of the expansion—viz.,, a
fairly clastic supply of means of production. Here,
again, it is the elasticity in an upward direction—
capacity for extension—which is in question. The

Inelasticity
of supply of

means of

production.
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supply of labour, at least, is presumed to femain extremely elastic
in a downward direction : that is to say, 2 fall in demand does
not lead to a heavy fall in wages in such a way as to stabilise
employment. Elasticity of supply in the downward direction,
coupled with inelasticity in the upward ditection, is equivalent
to a downward rigidity and an upward flexibility in wages.
It is of the very essence of the expansion that it leads to
fuller employment and that the supply of the means of production
becomes less and less elastic in the upward ditection. An increase
in demand leads rather to a rise in wages than to an increase in
supply and employment. Unfortunately, this lack of elasticity in
the labour supply, which is a desitable thing in so far as it is due to
increasing employment and to the exhaustion of the reserve of
unemployed, has (as will be explained presently) the same effect
as an inelastic money supply in that it makes the economic system
less resistant to the impact of deflationary forces. The situation is
the more serious in that—unlike an inelastic money supply—it
cannot be remedied by purely institutional (7.., monetary) reforms.

Take first an extreme case.  Suppose there is full employment of
all factors of production. Thé money stream, M/, must then
remain constant i face of the foxces making for expansion-—except
to the extent to which the natural increase in the supply of factors
{population growth) and in their efficiency (tcch.nological progress)
permits of an increase in output—-or else prices must rise and an
outright inflation develop If the latter happens, it is easy to see
why the position is untenable, why the tise in prices will become
progressive and will lead sooner ot later to a breakdown.! If, on
the other hand, M1 is kept constant, in spite of the rise in the
demand for funds, equilibrium may bé preserved; but (as has been
expliined above) the system is then very sensitive to deflatiopary
shocks and may easily be plunged by some a.cc.ldent into a spiral of
contraction.

These considerations make it clear that, under full employment,
a given deflationary shock is more likely to entail a general

 This statement might, perhaps, be somewhat modified ; a slow rise
in prices may perhaps be maintained for a long time without degenerating
into a headlong inflation. This qualification does not, however, substan-
tially afiect the argument,
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contraction than if the supply of labour and other factors
of production is elastic. In addition, it can be demonstrated
that certain events which necessitate a shift in production will
cause more serious disturbances, and are therefore more likely
to produce a deflationary shock, under conditions of full
employment than when the aggregate supply of factors of produc-
tion, and therefore the supply of finished goods in general, is
capable of expansion,
Suppose, for example, there is a shift in demand.
Shifi 'The demand for commodity .4 increases and that
in demand for B decreases, An increase in the production
with rigid  of A must,under full employment, have an unfavour-
factor supply. able effect on the cost of production in other
industries. Since the factors arenot perfectly mobile -
and interchangeable, we cannot assume (except in very special
circumstances) that this pressure on other industries is at once
relieved by the liberation of factors of production in industry B.
This case can be generalised. Anything that necessitates an
increase of production in one industry will affect other industries
adversely by raising their cost of production. Under full
employment, one industty can expand production only at the
expense of a contraction of output in other industties, whereas, under
conditions of elastic supply of means of production in genera), -
any one industry can to a certain extent expand production
without raising costs to other industrie, simply by drawing on
the existing reserves of unemployed labour and idle resources.
We have so far contrasted the two extremes—
Sectional  full employment on the one hand and perfectly
inelasticity 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 in reality is, of course, always
anintermediatestate. Evenat the bottom ofa severe
depression, the supply of factors and of finished goods is not
petfectly elastic, while at the height of the boom there is never
absolutely full employment. Technologically speaking, there is
almost always scope for increasing total production to a certain
extent by drawing into employment hitherto unemployed factors,
provided we assume sufficient mobility of the means of production.
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But this docs not by any means invalidate the argument, since it is
sufficient to assume that, during the course of the upswing, the
supply becomes less and less elastic, even if it does not start from
the one extreme or ever tully attain the other.

This leads to a very important conclusion. The sensitiveness
of the economic system to deflationary shocks will become great
long before completely full employment has been reached. The
reason is that the existence of a level of unemployment which
might at first sight appear relatively high can by no means be-
taken as a safe indication of great elasticity of the supply of factors
of production or of output in general. In other words, the mere
fact that there is still much unemployment does not justify the
conclusion that an increase in the total demand for goods in terms
of money will elicit an increase in output and employment
almost proportional to the increase in demand coupled with a
compatatively slight rise of prices in general.!

The unemployed workers of a country as

The appearance registered by the statistics at any particular moment
of “‘ bottle- ate not a homogeneous reserve army from which
necks ™ each industry can draw the men needed with the
required qualities at the prevailing wage rates.

The total of unemployed is made up of unemployables, men of
inferior quality, unskilled and skilled workers. Many of them,
especially of the last group, are specialised for a certain type of
work; 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 in many special fields. When employment
expands, thete is 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, mutatis mutandis, for other
means of production. * Bottle-necks ** develop in the structute
" of industry at vatious points, with the result that, if monetary

* On these and t.he following considerations, compare L. M, Lachmann,
“ Investment and Cost of Production " in American Economic Revietw,
Vol. 48, September 1938, pages 469-481 passim.
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expansion continues and total demand increases, it is to an increas-
ing extent prices rather than output or employment which rise,

In such a situation, it is clearly misleading to speak of elasticity
of supply or cutput as a whole, or of elasticity of labour or factors

of productipn in general, and to measure it by the total figures of

unemployment or by some average over the whole industey of
the technically possible increase of output. The elasticity of
supply is not uniform : it depends very much on the path which
expansion tends to follow. In other words, it depends on the
increase in total demand and the distribution of the given increase
i demand among the various products. If, in the course of the
expansion, demand increases for the product of those industries
where a large part of unemployment and over-capacity is concen-
trated, the elasticity of supply and employment will be greater than
in the case when demand tends to flow into chaanels where there
are no unemployed factors. In the latter case, a given increase in
demand will Iead to a tise in cost and prices, and the favoured
industries may draw away factors of production from those
industries where demand has not risen.t It follows that it is quite

LA stnklng illnstration is prowded by the situation in Germany during
the vears 1933-1935, which is described in Die Wirtschaftskurve, herausge-
geben unter Mitwirkung der Frankfurter Zeitung (Heft III 1933 /36,
February 1936, pages 237-239) in a passage which may be summarised as
follows -

Credit expansion in the form of notes and deposits tock place in
Germany in the years 1933 and 1934, though it was in part offset by the
continuance of hoarding and debt repayment., At the time, however,
the economy was just recovering from a deep depression; and raw
materials, plant capacity and labour were available in abundance.
Owing to the elasticity of supply in all branches of industrial production,
the additional purchasmg power was fully oompensated by a rise in produe-
tion with scarcely any rise in prlces

In rgss, on the other hand, owing to the rapid recovery—and, in part
also, to the foreign trade difficulties—shortage of raw materials developed
in certain directions : stocks diminished : and here and there plant
capacity was exhausted, and even the labour supply ran short. The
elasticity of supply having thus declined, expansion became possible
only at increasing cost ; and, the writer ¢onsiders, the limits of compen-
satory credit expansion were reached.

It is true that the industries producing for consumption hung bebind
the investment-goods industries to a greater degree than in any previous
upswings ; and it was only in the latter that there was any evidence of
approaching exhaustion of the forces of expansicn. Conceivably, the
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wrong to think that there is no danger of a rapid rise in prices

from an expansion 50 long as there is 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 nearer full

employment is approached. That is to say, on the one Land the

system becomes more sensitive to deflationary shocks, and on the

other hand the deflationary possibilities of certain changes become
accentuated. '

§ $. DISTURBANCES CREATED BY THE PROCESS
OF EXPANSION ITSELF

Having now shown that, with the progress of

Organic  expansion, the economic system becomes more and
maladfustment. more sensitive to deflationary shocks, and that
certain changes in 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 likelihood of the expaasion itself (or
certain more or less regular features of the expansion process)
giving rise to setious maladjustments in 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 a2 number of hypotheses. Few of these seem
to be definitely wrong or a4 prieri impossible. What is unsatis-
factory, however, is the exclusiveness with which many writers
proclaim one or other of these hypotheses as the only possible
solution. Qur task thetefore will consist in setting out in 2

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 in the direction of the consumption
industries, a continuance of the policy of financing orders for the invest-
ment indusiries 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 in gquestion.
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logical order the various possibilities and determining their mutual
relationship,
We may distinguish two groups of disturbances
Munetary  which may possibly be created by the expansion
versus  itself or, to speak more precisely, may be expected
non-rionetary to arise in the economic system in the course of an
disturbances. expansion. (1) There may be a mechanism which
works in such a way that a monetary expansion is
after 2 while turned into a contraction without the latter being
induced by previous loss, or the expectation of loss, in any particular
industry. In other words, there may be no difficulty in any particular
industry : cost may everywhete be covered by actual and expected
selling price ; but there comes a hitch in the flow of money, the
total demand for goods falls off, and this gives rise to a cumulative.
process of contraction. (z) The other and (as we shall see) much
mote promising hypothesis is that, s a result of the maladjustments
in the structure of production which are regarded as inevitable in
any expansion, some particular industry or group of industries is
forced to curtail output acd employment, and. thereby start a
general coptraction in the manner described in § 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 is not intended to attach special importance to this
terminology.
We begin by discussing the first hypothesis.
Ths purely Under any monetary arrangement which implies
monetery  limitation of the quantity of legal tender money,
explanation such as the gold standard, there is an upper limit
of the  (gradually approached during the upswing) to the
down-turn,  expansion of M1/,  This, as we have seen, explains
the fact that the economic system becomes more
and more sensitive to deflationary shocks. It does not, however, -
explain why, in the absence of such shocks, an expansion of M
should immediately be followed by a contraction rather than by
a petiod of stability in M]/.
Mr. BAwTRrEY (as was shown in the first part of this book} has
endeavoured to establish the existence of a monetary mechanism
in which the mere cessation of credit expansion leads to a subsequent
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contraction, His theory is based on the lag of cash reserves
in the banks behind the expansion of credit. 'The drain of cash
continues after the expansion of credit has come to an end. The
banks watch only the present position of their cash reserves and
do not foresce that these will shrink for a while after credit has
ceased to expand. So they are led to expand too long, and later
they are forced to contract in ordet to maintain their reserve
propottions.

The theory is not very convincing. It implies that ail that is
required to forestall the contraction is for the central bank to
furnish the commercial banks with the necessary cash to relieve
them of the necessity for contracting credit. The discussion of
- our second hypothesis and of the different cases which it covers
will show that this implication is hardly acceptable. Moreover, it
is ditficult to believe that the banks would not learn from experi-
ence, and would repeatedly make the same mistake of under-
estimating the drain of cash conisequent on a given expansion of
credit. The following discussion, by showing that the situation
at the end of the boom is much too involved to be put straight
simply by preventing a contraction in the money supply, will
afford an effective criticism of this particular explapation of the
down-turn,

Besides the reason given by Mr, Hawrrey, is there any other
reason why a hitch in the flow of money should regularly occur in
the absence of difficulties in any particular line of production ?
Tt is easy to conceive of all kinds of chance disturbances of a putely
monetary ot institutional chatacter, arising at home or abroad,
which might be capable of inducing hoarding on the part of
somebody. But it is difficult to see why this should be a necessary
ot probable result of an expansion, provided that it is not the
consequence of a disturbance in the productive process. The
rise in interest rates which we almost invariably observe duting
the upswing as a result of a rise in the demand for investible funds
provides an incentive against hoarding. (High interest rates as
such may, of course, be the result of a tendency to hoard. But
this is rarely the case in the eatlier 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

Structwral  disturbances which the expansion may bring about ;

mal- viz., maladjustments in the structure of production
adjustments  arising out of the fact that, in some industries, the
likely.  selling-ptice of the product falls short of the cost

of production or, in other words, that demand is

insufficient to take up production at remunerative prices, There
is no initial decrease in the total monetary demand for goods—i.e.,
in the money stream ; but the flow of goods does not cortespond
in all its ramifications to the flow of money and its divisions,
and therefore in 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 surptises of others.

Prima facle, it is not at all surprising that setious dislocations
in the structure of production should make their appearance during
the course of a general expansion, when far-reaching changes
occur in many parts of the production process. What we find
during an expansion are not slight adjustments on the margin of
production in this or that industry—in which connection it is
safe to disregard indirect repercussions and to assume, if not
petfect, at any rate approximately cortrect, foresight on the part of
the producers. On the contrary, we find that far-reaching changes
ate under way : long-term investment is taking place in many
lines : new commodities are being introduced (though the line
between the introduction of “ new * goods and the improvement
of the quality of old ones is very hazy) : goods, the consumption
of which was so far confined to the upper classes, are being made
accessible for the consumption of the masses : new processes of
production are being put into operation : and all these changes
must profoundly influence conditions of cost and of demand for
any given industry. Consumers are induced to rearrange the
system of their expenditure. Relative prices of the various
finished products and of half-finished goods and factors of
production change.

Is it so astonishing that, under these circumstances, setious
maladjustments should develop in the industsial structure as the
expansion goes on ? Without as yet being able to specify the
exact nature of these maladjustments, it would seem highly
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improbable that, in a rapidly expanding systém, 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
prineiple.  and other means of production. For some time,
output can and does rise all around——i.e, both in
consumers’ and producers’ goods industries—althongh the rate
of increase is not everywhere the same. As has already been
pointed out, an expansion could not go on very long if it started
from a state of full employment or after it has reached such a
state in the course of its progress. Prices would tise rapidly. No
industry could expand output except at the cost of a contraction in
other industries. That is certainly not the situation wa 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 in
the right perspective.

We have seen that an expansion, however it may have been
otiginally set afoot (whether by an initial increase in consumers’
or producers’ spending, in consumption or in investment), is
charactetised by a rapid increase in investment. During the
preceding depression, repairs, replacement and improvements in
all industries which require the investment of capital have been
postponed and, so to speak, stored up. Gradually all this latent
demand for investment becomes effective and feeds the boom.
The expansion in investment generates income and demand for
consumers’ goods. Consumption industries expand, and this
enhances the demand for investmment goods. Since there is a
reserve of idle factots of production, the process may continue
for some time unobsteucted.

"This is 2 fact of considerable importance. If a general expansion
can proceed a long way smoothly, the acceleration ptinciple of
detived demand has time to wotk itself out. That is to say, a

' This prinia facie argument for the likelihood of a serious maladjust-
ment’s arising has been especially stressed by Professor Schumpeter,
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number of industries will be developed to a level which they can
maintain only if other industties (or the system as a whole) go on
expanding at a given rate. Quite apart from any limits which
may be set by insufficdency of demand or any other cause, this
rate of expansion is feasible only so long as there is a faitly elastic
supply of unemployed factors of production. This type of
maladjustment is not so likely to arise, ot at least to develop to the
same extent, if an expansion starts from full employment. In that
case, it will very soon encounter strong resistance in the shape
of steeply rising costs, and it is not likely that any considerable
number of industries will be able, by the installation of highly
- durable equipment, to adapt themselves to-a rate of expansion in
other industries which it is ntot possible to maintain, At any rate,
the danger of the development of a serious maladjustment in the
structure of production is much greater in the case where an
unusually rapid expansion all along the line is made possible by
the existence of unused resources which are graclua]ly drawn irto
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 machines will hardly jump at once to the
assumption that this increased demand will continue to be forth-
comiog 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 longet, however, an expansion
of production in variocus directions continues unobstructed, the
mote optimistic will become the expectations as to its future
continuation at the same or an increasing rate, Producers in a
number of industries get accustomed to a level of demand which
cannot continue for ever : possibly they ate led to expect a rising
demand, or even rising prices—which are still less likely to be
long maintained. It is very improbable, therefore, that the
system will be in equilibrium when it approaches the upper limit
of the expansion. The mere cessation, or even the slowing-
down, of the expansion will produce a serions setback in a
numbet of industries; and this may very well lead to a general
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process of contraction in the manner described in § 3 of this
chapter.
' If this analysis is correct, the following impostant
Effect of conclusion seems to be justified. If a general
eredit expansion which has been in progress for some time
shortage  comes to. an end for purely monetary reasons,

on deriped  the economic system will very probably find itself
demand.  in the presence of serious maladjustments in the
structure of production, which make it very likely

that the expansion will be immediately fallowed by a conttaction
rather than by a period of stability, Let us analyse this case more
closely. An expansion is going on, so far undisturbed by any
maladjustment in the structure of production. There is scope for
a further expansion of production since there are still idle factors
which can be drawn into employment, and no setious “ bottle-
necks ™ have so far developed. There is a sufficient demand for
investible funds; the output of the capital-goods industries
increases; and so, although at a lower rate, does output in the
consumers’ goods Industties. Now, the monetary authotities
put the brake on the expansion of credit because of the international
sitvation of the country or for some other reason. The total
demand for goods in terms of money ceases to increase and the
expansion comes to an end. It is possible, and even probable,
that this cessation in the inflow of new ctedit will at once produce
difficulties in the capital-goods industries, because a number of
investment schemes have been started which cannot be completed
in the absence of investible funds. But, even if we assume that
the difficulty in raising the necessary funds for their completion
can somehow be overcome—e.g., by inducing people to provide
the necessary capital through' increased savings-—there remains
the other more fundamental difficulty that the scale of output in
the capital-goods industries is geared to an expanding production
in the consumers’ goods industries. If the latter stop expanding,
the former lose a part of their market and are compelled to scale
down the level of their activity—even where they might be able
to raise the 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, in the
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sithation assumed, find an immediate outlet in new invest-
ment. :

It should be noted that this disrupting effect of a cessation of
monetary expansion is independent of : (¢} any credit restriction
which the banks may be forced io make for the reason given by
Mr. Hawrrey; (4) the fact that, when M is no longer sising, the
economic system becomes sensitive to chance deflationary shocks
(as explained in § 4 of this chapter); and (¢) the fact of a substantial
rise in prices having taken place. The setback may occur in a
comparatively eatly phase of the upswing, when supply of factors
is still fairly elastic and prices have not perceptibly risen. If prices
have gone up for a while and producers in various industries
have been led to expect a further rise, the disappointment
caused by the cessation of expansion and of the rise in prices
will be all the greater; but the rise in prices is not an essential
condition. _

In this case, the collapse of the boom and the onset of the
contraction could be avoided, for the time being, by removing the
hindrances to a further expansion of credit. (Whether this is
feasible from political, social, or psychological points of view
is another question, which we need not discuss here)) But it
goes without saying that it does not follow that the boom
could go on indefinitely, if only the supply of credit were kept
elastic. _

Let us now drop the assumption that the expan-

Effect of sion comes to an end prematurely because of an

shortage of insufficient money supply. Let us suppose that

Jacetors on it has a chance to develop without hindrance from

derived  the monetary side. 'What ate 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 in the flow of money is more or less suddenly stopped.
Suppose now that the check to expansion comes at an advanced
stage of the upswing when almost all idle factors, especially labour,
have been drawn into employment, On this assurnption, the
general increase in employment and output must now come to an
end (or, more.precisely, slow down to the rate which is made
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possible by population growth, inventions, etc.). If at this point
the level of activity in a number of industries is still dependent on
the growth of employment and ptoduction in other industries—
i.¢., if replacement demand has not yet picked up by so much as to
absorb the whole output of machines!-—the volume of output
will not simply stop expanding and go on at the level which
it has reached. It will actually decline in the capital-goods
industries, which are geared to the expanding consumers® goods
industries.? _

Evidently, the situation cannot be put straight simply by trying
to continue monetary ‘expansion. The total production cannot
go on increasing at the rate so far maintained. Some capital-goods
industries are adapted to an expansion of the lower stages. Hence
there must be some change in the direction of production (or else
the production in the capital-goods industries in excess of replace-
ment requirements must be taken on stock—an impossible assump-
tion which we may discard @ Fmine). Only a degree of foresight
on the part of producers in general which it is too much to expect
in the real world could obviate the appearance of such a situation.
If it has once arisen, setious repercussions on employment could be
forestalled only by a degree of adjustability of producers and
mobility of labour which does not exist in reality.

* This possibility of smooth termination of a growth process has been
discussed in the first part of this book (see page 91). _

t If I understand Mr. Harrod rightly, this is 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 is greater than that of capital equipment, since the
former has been maintained and grown at its normal rate during the
slump, while the latter has not. After the revival has proceeded 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 it cannot be maintained. The increase of consumption must slow
down, once a considerable proportion of the unemployment is taken back
into worle, Consequently, a point is bound to come at which the volume
of orders for additional capital goods which it appears profitable to give
is reduced, and this . . . spells a major depression. (The Trade
Cycle, Oxford, 1936, page 165}, The onty difference bstween Mr. Harrod's
position in respect to the explanation of the crisis and the one taken in
these pages seems to be that Mr, Harrod puts forward the ahove as the
exclusive explanation, whilst here it is treated as one reason among
many others—although one which it is especially difficult to aveid.
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Let us now try to compare this situation with
Shift in  those which we have analysed in the first part of this
production  repott.  Can we classify the situation with which
inevitable. we are now concerned as 2 case of under-saving
or ovet-saving ? In the first part of this work, we
defined a maladjustment due to under-saving (shottage of capital)
as one which could be avoided if people would save and invest more
and spend less on consumption, and a maladjustment due to over-
saving (under-consumption) as one which could be avoided by the
opposite procedure. In our present case, there must be some
shift in production. If this cannot be achieved, neither more nor
less saving on the side of the public can prevent trouble. If such
a change in production is possible, the further outcome depends on
the direction in which it can technically be achieved with least
resistance,  If in the capital-goods industries which lose part of
their market because the lower stages no longer expand output
capacity can be comparatively easily adapted to produce other capital
goods, an increase in saving will be conducive to re-establishing
equilibrium, because it will enable various industries to adopt more
capitalistic methods of production—that is, to increase their
demand for capital goods without complementary resources
being available.? On the other band, it may be that an adaptation
to the production of some sort of consumers’ goods could be more
easily gchieved. In that case, less saving will be better calculated
quickly to restore full employment. In both cases, however, it is
a question, not only of changing the ratio of spending and saving,
but also of consuming the required goods and investing in the
required direction. '
Thus, as soon as one goes into details, the problem becomes
extremely involved : a number of variants have to be distinguished :
and it is almost impossible to tell which is the most likely outcome,

* In Mr. Hawtrey’s convenient terminology, we may say that a * deep-
ening " of the capital structure must take the place of the * widening
whick has come to an end, when the co-operating unemployed labour
resources are becoming exhausted. (Capital and Ewmployment, London,
1637, Chapter III.) Whether this can be achieved rapidly is very
doubtful. Probably a certain delay will be unavoidable which may
easily be sufficient to cause a hold-up in the money stream, which in
turn will start a general contraction (as explained in § 3 of this chapter).
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Itis, however, practically certain that important shifts in production
afe necessary and that there is no guarantee that they can be effected
smoothly. Temporary unemployment is almost inevitable and
a certain number of breakdowns and bankruptcies are very likely
to occur. Hence the probability that a contraction process will be
started would seem to be great.

We have assumed so far that the expansion

Where wijl proceeds smoothly up to the point where all
“ bottle-necks” unemployed factors have found employment and

arise?  then comes to an end trather abruptly. This is,
of coutse, an extreme case, which will probably not
{and need not for our theory to hold) be realised in a pure form,
If the expansion does not happen to be ditected 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 atise before all unemployed factors
have been absorbed. This will manifest itself in the emergence
of “ bottle-necks ”—that is, in the increasing scarcity of some
factors of production leading to a tise in prices of certain
commodities and a slowing-down of the expansion in this ot that
industry. '

These bottle-necks may make their first appearance tn any part
of the economic system. They may first appear in the consumets’
goods industties or in the capital-goods industties, or may be
distributed in a random fashion over the whole economic system,
It is hardly possible to generalise about their probable localisation,
which depends—given the disttibution of the available resources
at the beginning of the expansion—on the direction in which the
latter develops. Let us briefly consider the main determining
factors, 'The boom may be concentrated to a higher or smaller
degree in the capital-goods industries. In other words, the
roundabout ways of production which are undertaken during the
upswing may be longer or shotter. Whether they are longer or
shorter depends : first, on the rate of interest and the elasticity
of supply of investible funds as determined (2) by monetary factors
(banking policy, supply of investible funds from private hoards,
etc.), (b} 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 is in progress at the present time in wvarious countries,
where the share of the capital-goods industties in the increase of
production as a whole is exceptionally great, and, on the other
hand, one which relies more on cutrent consumption for private
puzposes.

Clearly all these circumstances may be such that the physical
limits of expansion of production are first reached either in the
capital-goods industries or in consumers’ goods industries; or
the bottle necks may be distributed in any other fashion.

Now, when a number of industries to which others are so
geared that their sales vary with the rate of the expansion of the
former reach the limit of expansion, a serious setback in the latter
is the consequence. :
If we say that an industry has reached the limits

Monopolistic of expansion, we must interpret this in a broad

restrictions way. It does not mean that it is physically abso-

on supply lutely impossible to increase production; but it
of factors. means that cost of production rises so much as to
make a further increase of production unprofitable.
. This rise in cost may be due to the exhaustion of the supply of
particular means of production. Complaints about a scarcity of
this or that type of skilled labout in this or that industry become
frequent in the later phases of any boom. It is, however, clear
that this scarcity and the brake which it puts on the expansion
of output can be due to other factors than the exhaustion of the
tescrve of unemployed. Two of these factors may be mentioned
(to which we have already had occasion to refer) : viz., a rise in
wages due to increased monopolistic pressure by trade unions
and an all-round decrease in efficiency.

There is no doubt that the attitude of labour organisations
stifens duting the upswing of the cycle. To be sure, money
wages will tise even under a regime of petfect competition in the
labour market. But it is equally certain that the bargaining
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position of the trade unions becomes stronger, financially and
morally, with rising employment, and that they use it to accelerate
the rise in money wages, The power of the labout organisations
is also used to reduce the mobility of labour by preventing the
entry of newcomers into patiicular industrigs, when the reserves of
unemployed labour attached to these industries have been absorbed.t
Labour cost is further enhanced—in other words,
Decline  efficiency wages raised—by the fall in efficiency
in eficiency. of the workers, which occurs everywhere during
the. upswing. As was pointed out in Part I
(pages 108 ¢f seq.), two tendencies must be disfinguished. The
average output per worker falls, because inferior plant, less-
qualified workers and so on are drawn into employment when
output expands. This is a consequence of the gradual exhauvstion
of the supply of idle means of production. We are here, however,
concerned with the other tendency : viz., the fall in efficiency of
each worker below the previous level for the reasons indicated by
Professor MiTCHELL,

These tendencies to a rise in money cost may be, and in many
cases actually are, compensated ot over-compensated by monetary
expansion and a rise in prices.  But this will again tend to stimulate
the demands of organised labour, so that the spiral of rising cost
and rising prices will be accelerated.

It is very likely that the attitude of labour and the rise of
wages during the upswing will put a brake on the further expansion
of employment and ountput in a number of industries long before
the physical limits have been reached. This is especially true
when the money supply is beginning to give out for one reason
ot another—¢.g., because the pace of monetary expansion in the
countty is more rapid than in neighbouring countries. Increasing
monopolistic pressure on wages and reduced mobility of labour
create an artificial scarcity of labour, as it were, long before the
physically available stock of unemployed has been exhausted.

1 Compare, ¢.g., ]. Robinson, Essays in the Theory of Employment,
London, 1937, Section I. As the author says, * it is idle to attempt
to reduce such questions as trade union policy to a cnt-and-dried scheme
of formal analysis, but it is plausible o say, in a general way, that in
any given conditions of the labour market thereisa . . . 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 i#  expansion is allowed to develop up to the limit
inpestment  set by the amount and distribution and willingness
because ¢f to work of the available means of production, or
insufficient where the expansion comes to a halt because of an
demand,  insufficiency of the money supply. We have seen
that it is very likely that serious maladjustments
will make their appearance when the general expansion comes to a
standstill for the reasons indicated, or even when it slows down
to a certain extent. _

We have now to enquire whether there is not 2 strong probability
that the expansion will be interrupted at an eatlier stage for the
reason that it generates a type of maladjustment other than that
which we have discussed, before it reaches the limits in question.
The type of maladjustment which we have in mind is an insuffi-
cient demand either for cansumers’ goods in general, or for certain
types of them, or for certain types of capital goods. It is that
type of maladjustment which Professor RosERTSON ascribes to the
temporary ** gluttability of wants ”, or which Professor Prcou has
in mind when he says that the optimistic forecasts which have been
made during the boom, and have materialised i heavy invest-
ments in different lines of industry, are brought “to the test of
facts *~—and, by that test, are found wanting~—after the close of the
gestation period for a number of things the production of which
was started during the upswing., A maladjustment of this sort is
also what Professor SCHUMPETER has in mind in his explanation
of the collapse of the boom. :

The idea is that the investment activity which takes place during
the upswing is to a large extent concentrated in partdcular lines of
industry—railway construction, automobile production, electrical
machinery, etc. Then comes a day when the investment oppor-
tunities in these fields are exhausted; the want—or, rather the
demand-—is satisfied. Investment in these lines must come to
an end. There is no guarantee at all that replacement demand will
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meanwhile have risen to such an extent as to enable it to keep the
whole productive apparatus busy.
When this point of saturation has come, suddenly
Repercussions ot gradually, there are several possibilities as to
not foreseen the outcome. The industries directly concerned
by producers, may have correctly foreseen that demand is no
longer going to rise, and may even fall, and
may have adjusted their output so that they ate not involved in
difficuities.  Alternatively, they may be taken by surprise :
the “ competitive illusion ”, undue optimism, or any other reason
may have led to an over-expansion of the particular industries
concerned.

In the second case the boom will explode with a more or less
strong “‘ detonation ” of bankruptcy, to use an expression of
Professor Picou; and (as has already been shown in previous
sections) it is easy to explain when and why this will lead to 2
general depression.  In the first case, no such detonation occuts in
the industries directly concerned. They simply reduce output and
employment. But it is very likely that some tributary industries
which supply taw materials or equipment will be taken by surprise,
since it is unreasonable to suppose that all producers—including
those who are removed by one or two stages from the point where
the initial setback occurs—will foresee correctly what is about to
happen at this point and what its repercussions on other industries
will be. Moteover, there are always the unfavourable repercus-
sions on the consumption industries which are still less likely to
be foreseen by the producers. If output and employment fall at
any point, the demand for consumers’ goods is bound to suffer;
and this then reacts on the higher stages of production. If the
primary satiation of demand in some lines and the consequent drop
in output have occurred, 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 in detail) neither
of these two conditions is likely to be fulfilled. We cannot assume
that the sums which are liberated by a decline or cessation of
investment in certain lines will automatically and instantaneously
find an outlet in other lines of investment.  Itis 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 is no need to repeat our explanation of how these defla-
tionary effects arising at any particular points may be compensated
by inflationary tendencies in other directions.  Such a development
is not unlikely in the first part of the upswing, when the momen-
tum of the expansion has not yet been lost, because investment is
still going on or is being started in a number of directions. But,
as has been explained earlicr, this partial immunity against
deflationary shocks must sooner or later give way to a state of
greater vulnerability. If at that stage such a maladjustment as is
described above should occur, it may easily lead to a general
contraction. ' '

" But, to teturn to the nature of the first impact
This type of with which we are here concerned, is it possible
maladjustment to say generally that such maladjustments are bound
inevitable 7 to occur duting 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, is not sufficient to prove rigorously cither that
such maladjustments are the absolutcly inevitable outcome of any
expansion or the reverse. We can only say there is a prima-facie
probability that they are. We can figure out the consequences
approximately—always again in tetms of possibilities and proba-
bilities ; but only extensive empirical studies can show whethet
the contention of so many well-known writers is correct, and it
is actually a fact that processes of expansion regularly develop
a certain type of maladjustment and in turn are brought to an end
by them. '

Recently, Mr. N. KALDOR, in an interesting article,! adopted a

very similar position and tried to classify the probable reasons of

1 # Srability and Fall Employment 7, in Economic Journal, Vol, XLVIII,
December 1038, pages 642 of seg. The author starts from the assumption
that while it is not so difficult to say how a depression can be ended and
to engineer a boom, it is still an open question how a. state of fairly full
employment can be maintained. It is the latter problem which he deals
with. -
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the breakdown of a boom along similar lines a3 in the preceding
pages, with some variations in detail (mainly of a terminological
nature}. He atternpts to put them in the otder 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 series
of hurdles and is almost certain to fall at one of the obstacles.

B. The Up-rarn : Revival
§ 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 it can be brought to an end. How is 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 in the same order which we adopted there.

In § 7, as a first step, we shall discuss the inflationary counter-
parts of the deflationary shocks analysed in § 3 of this chapter.
We assume the occurrence of certain changes—such, for example,
as an inflationatry 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
expansion. 'We leave open for the moment the question whether
such changes are morte likely to occur in any one phase of the
cycle—e.g., the latter part of the depression, rather than in any other.

In § 8, as a second step, we shall show why, after a contraction
has continned for a time, the economic system becotmes more and
mote sensitive to stitulating influences, in the same way as with
the progress of an expansion it becomes more and more exposed to
deflationary shocks.

In § 9, as a third step, we shall discuss those favourable reactions
and stimulating influences which ate likely to be brought about in
the economic system after a contraction has gone on for some time.

The logical relation between the second and third steps may
also be stated as follows. A process of contraction is likely in
the course of time to exhaust its strength and lose its momentum.
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The downward movement may then be easily reversed by any such
favourable stimulus affecting a particular industry as is bound to
occur from time to time, The same stimuli will not so easily
start an upward movement, if they occur 2t an earlier moment,
when the contraction has not yet spent its force.

Besides thus paving the way for the expansionary influence of
some chance event, the contraction is also likely itself to give rise
to inflationary stimuli. 'We shall see that it is sometimes difficuit
to draw the line between the two types of stimulating shock ; that
is to say, it is not always easy to decide whethet a cettain event,
which actually played the réle of the starter for an expansion,
would have arisen in the absence of the previous contraction.
Neither the validity, however, nor the usefulness of our distinction
is destroyed by the existence of doubtful cases.

§ 7. THE PROXIMATE CAUSES OF REVIVAL

An expansion can always be stopped and a
Asymmetry coritraction process started by a restriction of credit
between by the banks, A contraction, however, cannot
turning-points. always be ended promptly merely by making credit
cheap and plentiful. - There will always be 2 rate of
interest high enough to discourage even the most eager borrower;
but, when prices and demand are falling and are expected to
fall further, the demand for investible funds may be at so low an
ebb that there is no rate (short of a negative figure) which will lead
to a revival of investment and entail an increase in the effective
circulation of money-—that is, in the total demand for goods in
tezms of money per unit of time. There is thus 2 certain asymme-
try between the upper and the lower turning-points which necessi-
tates some departures in the method of exposition from that
adopted in the corresponding section on the down-turn.,

We shall now. attempt to set out the vatious

Producers’  possibilities arid factors involved in 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 éxpen-
ditures eithet of producers or of consumers, In the further coutse
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of the upswing, each type of expenditure stimulates the other :
but here we are concerned with the initiating forces. First we
propose to discuss the possibilities of an increase in producers’
spending—that is, of a revival in investment as the starter of an
expansion,
A stimulus to investment can come either from a change on the
demand side or, if there is still a latent demand for investible
funds—latent, 7.e. not effective, because the ruling rate of interest
is too high-—from a change on the supply side. Anything that
has the effect (other things, including the demand for consumption
goods, being equal) of shifting the demand curve or the supply
‘curve to the right tends to bring about an expansion.
Let us now discuss in turn those factors which affect supply
and those which affect demand.?
-If the demand for investible funds is really so
Factors  inelastic over a certain range that a change in the
increastng  intetest rate has no influence at all on the amount
supply of  of money invested (that is to say, if the demand
investible  curve is a vertical straight line), a change on the
Sands.  supply side will make no difference to investment
or to the effective quantity of money, This is,
however, not the rule, even at the bottom of a depression. It
may be the case for certain types of credit—e.g., short-term

! 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’ terminology
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 marginal
efficiency of capital, both associated with an etastic schedule of liquidity
preference proper {elasticity greater than zero) ; or as a dewnward shift of
the liquidity-preference 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 usefal, should mot
blind us to the fact that there are many measures and events which
cbviously affect both demand and supply—e.g., the imposition of a tarifi.
(Compare, on this particular case, Chapteriz.) 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 & firm has idie funds at its dispesal—e.g., in the shape of
demand deposits——and the question is whether it should use them for
expanding production or not, it is borrower and lender at the same time,
8o 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 satished if the terms of credit for the particular putpose
wete less onerous, ‘This is especially true of long-term credit and
the branches of production financed thereby, notably the construc-
tional trades.” The demand for private houses is especially sensitive
to the rate of interest on long-term loans, and shows a tendency to
tise in the depression, when interest rates are low, in spite of the
shrinkage of incomes. It is sometimes found, however, that the
public evinces a reluctance to lend for long periods at times when
short-term money is cheap. The reason for this is lack of confi-
dence in general—i.e., the fear of risks of every sort.! Modetn
economists are accustomed to describe this state of affairs by
saying that the liquidity premium is high or the liquidity preferences
are strong. It requires a large differential between long-tetin and
short-term rates to induce people to part with their liquidity by
investing for a longer period rather than for a short one.

Given, then, the state of demand for loans of vatious types and
maturities, we may say that anything which makes supply more
plentiful tends to initiate an expansion. We cannot give here a
complete catalogue of all factors which might conceivably have
an influence in this direction. One of the most important influ-
ences is that of the central and commercial banks, whether exercised
through discount policy with a view to increasing the liquidity of
the short-term (money) market or through open-market operations
which affect ptimatily the long-term market. There are, however,

t In Chapter 8, § 3. pags 220, it has been said that, according to Mr,
Keynes (whose views have been strongly endorsed by Mr, Kaldor—Econo-
wmica, December 1938, page 464, footnote 1}, only the expectation (risk)
that the long-term rate of interest may rise (¢.e., that bond prices may fall)
can explain 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 resuit. If people
anticipate war, inflation, social unpheavals or something similar, in a
somewhat distant future without entertaining any particular view about
the current interest rate, then they will be reluctant to buy loeng-dated
bonds except at a low price (high current yield), because they, will feel
uncertain about the solvency of the debtor or the possibility of collecting
the debt and of disposing of the receipts, though they may stiil buy short-
dated debts at low interest rates. It would seem that these kinds of
risk nsually constitute much more powerful motives than mere expectation
or nncertainty about the future course of interest rates.
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technical difficulties in extending such a policy, at least so far as
the central banks are concerned, to other than Government
securities. 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 in the international economic situation of a country
will often be a prerequisite to any increase in the supply of capital
or reduction in the rates of interest. . The existence of price
discrepancies between countties and the consequent pressute on the
balance of payments in the high-cost country frequently block a
fall in the interest rates of the latter. The history of the post-war
petiod and of the recent past offers plenty of examples of the various
devices which may be employed to eliminate such price differences
(e.g., devaluation of the currency), or to prevent them from having
an influence on the balance of payments and the internal money

- market (e.g., rigid exchange control), or to remove the causes for
flight of capital from a country or to hinder it effectively. These
vatious measures need not be discussed here in detail.

We tutn now to the discussion of factors exer-

Increase in cising a favourable influence on the demand for

demand for capital. Whilst it seemed necessary to show by a

imvestible  detailed analysis why a partial disturbance, which
Sunds.,  ptimarily affects production only in a particular
branch of industry, may under certain circumstances
produce 2 temporary hold-up in the money stream and thus
engender 2 general contraction, it would seem to be mote obvious
that an event which leads to an increase in production in a particular
industry will in most cases also lift the total flow of money to a
higher level than it would otherwise attain, if only the money
supply is elastic. If in an individual firm or industry output is
being expanded, workers must be hired, raw materials bought,
machines and other equipment ordered. If for that purpose
money is used which would not be used otherwise, the money
stream swells and the demand for other goods rises. It is of
course immaterial whether new money is created by the banks
or idle funds are utilised; in other words, whether the increase
in total demand is financed by an increase in M or an increase
in V.
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Are there no offsetting influences which tend to

Discussion of nullify the expansion in the flow of money, cotre-

particlar  sponding to those which we have discussed in

stimuli to  connection with the problem of the down-tumn?

investment. In some cases there are; but it would seem that in
most there are not.

If an increase in production in industry A is due to a shift in
demand, then there is of course 2 compensatoty change in the
shape of a decrease in demand and output in industry B.  We have
already discussed on what circumstances it depends whethet a shift in
demand will have on balance an inflationary or a deflationary efiect,

In many other cases there are no offsetting influences except
perhaps in very special circumstances. If a capital-goods industry
increases production because equipment must be replaced
somewhere, or if an invention is made which necessitates the
installation of capital equipment, or if the scale of output is raised
somewhere simply because an increase in demand is anticipated, or
if cost of production is lowered in a particular industry—e.g., by
the reduction of wages or of the price of some means of production,
so that the industry is induced to expand production and to dis-
burse more money for labour and means of production—in alfl
these cases there is an immediate increase in the flow of money from
the rise in output without offsetting influences coming into play.
At any rate, they will not come into play at once (it is always
possible, of course, to conceive of complicated attendant circum-
stances under which compensatory forces might be brought into
operation indirectly). Any such changc may therefore act as a
starter for an expansion.

A general reduction in wages over the whole industry, on the other
hand, is a doubtful case which we shall discuss latets (§ 9 below).

The imposition of a tariff will usually stirnulate capital 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 there are
indirect counter-effects (s.g., retalintion 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 iu 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 in imports, and this will
tend to ease credit conditions. It should be noted that the two
effects which a tariff has on the demand and supply of money are
independent of each other. If, for example, durable plant is
instailed in the protected industries, the influence on the demand
for investible funds during the period of construction of the plant
may be much greatet than the influence on the supply side. Under
other conditions, the “ indirect  influence on investment through
the supply of funds may be more important than the * direct”
infiuence through demand.

So far, we have discussed factors arising in the

Increased  sphere of production, priot to a tise in consumers’
consumers’  demand, although leading subsequently to increased
spending.  consumers’ spending, We come now to the other
important group of phenomena referred to above

which may act as powerful stimuli on investment and on the
demand for investible funds : namely, inflationary increases
in the demand for consumption purposes! An increase of

the argument. In the long run, exports will fall if imports are reduced ;
bat, in so far as the reduction in exports is not due to retaliatory measures
of foreign States, the process must operate through the money mechanism
—that is, by contraction in the one, and expansion in the other, country.
It is precisely this transitional aspect of the matter which we are analysing. -
1t goes without saying that it is no part of our intention to give a general
recommendation to Protection 23 a policy for overcoming depression.
There can be no doubt that the fact that ail countries have during the
last depression tried to aileviate their own position by protective measures
has operated as a most potent intensifying factor for the contractjon—
in spite of the fact that each country could, to a certain extent, have
attained its purpose, if all the others had refrained from doing likewise.

1 How that has to be expressed in Mr, Keynes' terminology lias been
discussed in 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 in aggregate demand (in our termi-
nology, an * inflationary * increase in demand) provided it is assumed
that the other determinants of Mr. Keynes’ system (the quantity of
money, the schedulea of marginal efficiency of capital and of liquidity
preference, etc.) remain unchanged and that the liquidity-preference
schedule proper (demand for idle balances) is perfectly or highly elastic.
It may seem simpler to state explicitly that an increase in aggregate
demand is assumed.
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foreign demand for home-produced goods will have similar
cffects.

We have seen that an increase in consumers’ demand is an
indispensable link in the cumulative process of expansion. It is
difficult to see a reason why an incredse in consumess’ 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, ceferis paribus, a net increase in consumers’
demand will not only lead to revival in consumers’ goods industries,
but will also stimulate investment—always on the assumption that
thete is an elastic money supply.

A pet increase in consumers’ spending might conceivably be
brought about by acts of dishoarding by private individuals.
Precipitate purchasing because of the fear of rising prices is
a case in point. This case, however, does not seem to be
typical of the process by which revival is set going after a depression,
A much more important influence-—not so much for the past
as for the present and the future—is the increase in consumers’
spending deliberately induced by Government action in the shape
of public works programmes, increases in ordinary expenditure
and relief measures, all financed in such a way as to create a net
increase in the total demand. We cannot here go into the nume-
rous and complicated problems of a 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 is to finance these works in such a way that they stimulate
demand for goods without restricting it in other ditections, 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 sams
from the market without either making funds scarce for private
investors or provoking psychological repercussions which may
easily check private investment. Such a situation may be created
by an alarming rise in central-bank money, especially in countries
such as Germany, where the memory of a hyper-inflation is still
fresh. It may be added that the budget deficit created by reduction
of Government revenue (¢.g., tax remissions) may be just as effective
as one created by an increase in expenditure (¢.g., public works).
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The tax remission method may recommend itself to many people,
in as much as it does not involve the danger of a petmanent
extension of Govemment activities.!
The upshot of the discussion in this section is
Summary. that there are many different types of expansionary
shocks and influences, cach of which can conceivably
act as a starter for a general process of expansion. Whether they
actually do so or-not depends in any given case on the magnitude
of the particular change and on the general situation. If a process
of contraction is urider way, a strong expansionary impetus is
required to restrain and reverse it. If the contraction has spent
its force, a slight stimulus may be sufficient to start the system on
the up-grade.

§8. WHY THE ECONOMIC SYSTEM BECOMES MORE AND MORE
RESPONSIVE TO EXPANSIONARY' STIMULI AFIER THE CONTRACTION
HAS PROGRESSED BEYOND A CERTAIN POINT.

We have seen that a process of contraction, if it
The contraction has had a chance to develop unobstructed for a
loses time, gathers force and becomes too strong to be
momenium, reversed by expansionary stimuli such as those
apalysed in the preceding section, except when these
are very powerful. This paralysis is the result of the fact that the
total demand is-shrinking continuously and idle capacity is piling up
everywhere, so that a stimulating event which under other circum-
stances would cause an increase in the total demand is now unable
to do more than rétard the downward movement : it cannot tum
the tide. We shall now enquire why the contraction is likely
after a while to lose its strength, with the tesult that the economic
system regains its responsiveness to such expansionary forces as
may make themselves felt from time to time.

! For an exhaustive discussion, see : J. M. Clark, The Economics of
planning Public Works, Washington, 1935 ; A. D, Gayer, Public Works -
tn Prosperity and Depression, National Burean of Economic Research,
New York, 1935 ; E. R. Walker, “ Public Works as a Recovery Measurs 7,
id The Economic Record, Vol. XI, December 1035.
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It has been demonstrated that the economic system during an
expansion tends to become increasingly vulnerable when it
approaches full employment, first, because the supply of means of
production in general and labour in particular becomes more and
more inelastic in the upward direction and, secondly, because the
expansion of total monetary demand, of M1/, must sooner or
later slow down or else prices must rise continuously-—which
again cannot go on for ever. We have now to apply this reasoning
to the inverse situation as its develops duzing a contraction process.

' There is obviously a tendency-for the elasticity of
Restored  supply of means of production of all kinds, of labour
elasticity 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 its elasticity in
the upward direction : that is to say, an increased

demand for labour can again be satisfied at constant, or only
slightly rising, wages by abandoning short time or taking on new
men. {As has been explained earlier, the supply is elastic in the
downward direction—i.e., wages are rigid in that ditection-—even
at the height of the boom.}) Similarly, monopolistic testriction
by entrepreneurs—whether by means of amalgamations, cartellisa-
tion, or other methods of organised joint action by producets, or
whether it is the result of the lethargy of individual competitors
and their fear of “spoiling the market *—often succeeds in
maintaining relatively stable prices for certain goods and services
right through the contraction. In this way, elasticitics ate created
in the supply of means of production and products at various
stages of preparation. An effect similar to that of increasing
clasticity of supply may be brought about in the course of the
decline by an increase in the quantity of sub-tnarginal agents of
production—land, or industrial plant-—which acquire a value and
a use as soon as demand revives. The consequence is, as we
have already demonstrated elsewhete, that it becomes easier for
any one industry to expand production in response to an actual ot
expected increase in demand for its product, without thereby
increasing the cost of production of other industries. In. other
words, the depressing consequences of certain changes are thereby
mitigated, while the expansionary consequences have free play.
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The second prerequisite for an easy start and
Restored  smooth development of the expansion process—viz.,
elasticity of an elastic money and credit supply—is eventually
eredit supply. restored in the course of the contraction. As prices
fall, the value of central-bank money which is at
the base of the credit structure will rise,  So long as the structure
itself remains undamaged, each tier will be broadetr-based than before.
The gold reserve will cover a larger proportion of the centtal-
bank money; thecash reserve of the banks will rise relatively to their
short-term liabilities ; circulating currency and deposits in the hands
of the public will rise rélatively to the money income which they
receive and the capital which they possess. But this process need
notbe continuous: it may encountera whole series of sethbacks. The
mounting debt burdens and the struggle to avoid banktuptcy them-
selves create 2 need for ready cash, while bankruptcies and the fear
of good debts turning into bad ones give tise to a flight to liquidity
which is not satisfied even by increased teserve proportions and rising
hoatds. If the credit structure gives way spasmodically, we may see
an oscillatory movement in which liquidity diminishes and increases
several times in the course of the depression. It is, however,
only 2 matter of time till the course to bankruptcy is arrested, and
the monetary munition accumulates for a new expansion.
But, we must now ask, is there a bottom to the
Limits o fall of MV, the monetary contraction? JIn the
the fall  corresponding problem of monetary expansion,
of MV, we were able to show that there is a limit to the
tise in MV, beyond which the continuation of the
expansion becomes very precatjous. The limit in that case was
found to be inherent in the tendency of the expansion to produce
increasingly a tise in prices, rather than a rise in employment and
production, as the state of full employment is approached. Is
there 2 corresponding limit to the fall in MV7? The deflation can,
of coutse, be stopped by any one of the factors making for expan-
sion analysed in the preceding section. (These factors may atise
by chance; but, as will be shown in the following section, they
may be expected to arise in any case with the lapse of time as a
reaction against the contraction process.) Supposing, however,
that no such change for the better, strong enough to turn the tide,
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occurs—is there a general reason why the contraction of M1” should
come to an end ?

Logically it is of coutse conceivable that, in the absence of an
expansionary impulse, the contraction should go on and on
indefinitely : but there is good reason, based on general expetience
of humnan behaviour, to suppose it will not do so. In this connec-
tion, there is one important consideration which is sometimes
ovetlooked. - A persistent shrinkage in MT/—ie., in the total
monetary demand for goods—must be accompanied either by a
continued destruction of money or by a continued accumulation
of money hoards. How far the process of destruction will go in
a concrete case depends on the monetary organisation, institu-
tional factors and international situation of the country concerned.
Nowadays, it is mainly deposit money, rather than central-bank
money, which is exposed to destruction. To what extent the
destruction of deposit money goes depends on the organisation
of the banking system and to a great extent also on factors which
may vary from one depression to the other, such as the methods
adopted in handling a panic, the special connections between the
banks and the particular industries especially hard hit by the
depression, and so on. The way in which the banking organisation
influences the severity of the deflation through money destruction
is well illustrated by a comparison between what happened in the
United Kingdom with its unified banking system on the one hand
and the United States with its thousands of small insolvent banks
on the other hand during the depression of 1929 to 1933 as well as in
previous eycles. It is common knowledge what happened : the
sole purpose of the preceding remarks is 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

Accumulation end—as sooner or later under any monetary system

of mongy it must do—continuance of the contraction must be

boards.  accompanied by a growing accumulation of money

hoatds in various shapes; liquidity increases, M,

goes up. The magnitude of these hoards will increase, a5 measured

in terms of the monetary unit, at the expense of money in circula-

tion ; it increases still faster, owing to the fall in prlccs in terms
of real purchasing power.
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These hoards will grow in relation to real income as well as in
relation to real wealth, In other words, people will hold an increas-
ing proportion of their real income and wealth in the liquid form
of money. It should be noted that, so long as people are adding to
their hoards—in other words, so long as * the struggle for liqui-
dity * goes on—the rate of interest (on investible funds) will be
kept relatively high in spite of the fact that the demand of producers
for money for investment purposes is at a low ebb, Under
unfavourable circumstances, such a situation may last 2 long
time : but, as it implies that money hoards are growing all the
time in magnitudc, we are probably justified, in the light of our
general knowledge of economic behaviout, in assuming that there
will be a limit to such hoarding. After liquid resoutces have
‘reached a certain high proportion of wealth, the need for liquidity
will eventually become satisfied and people will stop adding to
their hoards, If the rate of intetest remains high, because there
is still a demand for credit for purposes of real investment (as will
be the case in poor countries rather than in rich communities),
hoarders will be ternpted to put their funds on the capital markets

sooner than if the rate of interest has already fallen to a low level,
" Bat, even if the rate is very low, there will come a point when
“hoards reach such a high proportion of income and wealth that

there is no point in increasing them. One or both of two
things will then happen. Either more money will be lent
out on the capital market, with the result that interest rates
will be forced down (beginning probably with the short-term
rates and ending later with the long-term rates) and investment
will revive; or, if the demand of producers for credit is absolutely
inelastic, people will become less disposed to save—in Mr. Keynes’
terminology, the propensity to consume will rise in addition to
the decrease in the liquidity preference—and the demand for
consumers’ goods will cease to fall, or may even rise. Instead
of putting away their money receipts in their hoards, people will
either spend them on consumption ot lend them out through the
capital market.? :

t The whole analysis might be put into technical language ; but it
may be doubted whether much would be gained by so doing. I terms
of our demand and supply schema, we can take the hoarding factor either
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The upshot of this analysis is that on very general grounds there
is a strong probability 1 that there is a limit to the fallin M1/, even
in the absence of any special stimulus for expansion. An assump-
tion to the contrary would imply an increase ad infinitam of money
hoards in relation to income and wealth. When MT” has ceased
to fall, when (that is) contraction has come to an end, the economic
system becomes very responsive to expansionary impulses and
compatratively immune from deflationary shocks.?

This analysis is not intended to suggest that contractions always
or usually develop up to that very distant limit or that it is safe
or good policy to allow them to pursue their course to this
“natural ” end. The object has been to present the problem
in its most general form to serve as an introduction for the following

an the supply or on the demand side, We may either say that the
amounts which are hourded reduce the supply of investible funds, or we
may say that hoarding is a special sort of demnand which competes with
the demand for industrial purposes. We have chosen to take it on the
supply side because we have defined demand as demand for the purpose
of actnal investment,

t There is no question, of course, of an absolute certainty.” There
may be a rational incentive for indefinite continuation of hoarding—
viz., the expectation of a continued fall in prices. But, in all circum-
stances, it remains true that the incentive {o 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—Tlike the korror vacui of nature—displayed by the economic system,
and the various devices employed by the modern financial organisation
to satisfy the need for liquidity without increasing liquidity in terms of
cash. J. Viner, ¥ Mr. Keynes on the Causes of Unemployment : A
Review *, in Quarterly Jowrnal of Economics, November 1936, Vol. 51,
pages 147-148 passim,

* This analysis does not exclude the possibility of a more or less sta-
ticnary state with unemployment and fairly stable prices as envisaged
by Mr. Keynes and his followers. This has been discussed in Chapter 8,
§ 5, where it has been shown that a downward rigidity of money wages and
prices is a necessary condition for that to happen {which is admitted at
points but not sufficiently stressed by Mr. Keymes). 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 in the text is that it is more likely that the system will
auntomatically start on the up-grade again as soon as it has come to a
stable point. :



Chap. 11 The Up-turn : Revival . 391

section. Closely connected with—wand sometimes almost indis-
tinguishable from—the factors which operate to limit the shrinkage
in MV, there are other forces or reactions which make for an
expansion of MV, These it is now proposed to discuss in
conjunction with other expansionary impulses which are more
or less likely to arise, sooner or later, in connection with
the progress of a contraction.

§ 9. EXPANSIONARY TENDENCIES WHICH ARE LIKELY
TO ARISE DURING THE CONTRACTION

In § 7 of this chapter, we analysed 2 number of
The “natural” factors which are capable of genetating an expan-
Sorces of sionary impulse and so starting a process of expan-
readjustment. sion. The expansionary impulse was there taken
for granted as a point dr dépar?, and the question
whether such hypothetical impulses arise by act of God or Govern-
ment, or whether they may be expected to arise automatically with
the operation of the mechanism of the market, was left for subsequent
consideration. In the present section, we shall enquire whether
the economic system is capable of putting an end to a contraction
. process and turning it into an expansion, on the assumption that
(4) the Government does not take active steps (such as a public
works scheme) to start an expansion, and (§) that nio chance event
{such as 2 new invention or a seties of good harvests or an impulse
from abroad) comes to the rescue. Tt is here that we shall have to
analyse the “mnatural” forces of readjustment, the tendencies
towards equilibrium which are frequently too readily taken for
granted as being inherent in the economic system, if 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 expansion. (But, in so saying,
we are not by any means arguing that it is desirable to wait until
these “natural forces™ start the systemn on the up-grade, in prefer-
ence to taking action to expedite the revival and, possibly, to
directing the expansion into channels other than those which it
would take if left alone.)
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In § 7, it was shown that an expansion can be started by some
event or factor which brings about in the first instance an increase
of consumers’ spending, ot by one that stimulates producers’
spending {(investment). (After the expansion has once becn
started, both types of expenditures stimulate each other : invest-
ment generates income and demand for consumers’ goods, and an
increase in consumption induces further investment) When we
look for automatic espansionary impulses, we shall find them
primarily in the shape of factors which directly stimulate producers’
spending (investment). Here, again, it is convenient to distinguish
between changes on the side of the supply of, and demand for,
investible funds; but it must not be forgotten that there are factors
which affect demand and supply at the same time.

We begin with changes on the supply side. We

Return of assume that demand for investible funds has not

confidence.  completely vanished—that is to say, that there is

a latent demand at a positive rate of interest which
cannot be satisfied because the ruling rate of interest is too high
owing to the supply situation (lack of confidence on the part
of the banks and the investing public, high liquidity preference).
This being so, the cessation of the hoarding process, as described
in the preceding section, will not only bring the coniraction in
MV to a halt : it will also lead in course of time to an expansion,
When the banks, industrial firms and private individuals have
on the whole reached the conclusion that their cash reserves are
large enough—in other words, when they have attained the degree
of liquidity which they deem in the circumstances to be desirable or
necessary !—the rate of interest will fall, because a certain amount
of money will be put on the capital market instead of going into
hoards. Investment will pick up a little; and this will stabilise M1~
and ' the aggregate demand for goods. It will also bring about
a stabilisation of employment and production. If such a state of

' I{ the theory put forward in the text of the antomatic cessation of
hoarding and contraction is not accepted, it will be necessary to rely on
those active stimulants which are likely to arise socner or later (as
explained in the following pages). The rest of the argument is not affected.
1n particular, the proposition that MV is likely to rise, as soon as it hag
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
faitures and other shocks to confidence, confidénce will return
and people will be tempted to reduce theit hoards. When prices
have once ceased falling, or when they are expected to remain
stable or to rise, there is 2 strong inducement to dishoard, since
hoarding means the sacrifice of the profits of investment.r On the
other hand, during the contraction, the debt burden of industry
will have been reduced in various ways and thus the basis for a
tevival of financing increased production by loans, etc., will have
been testored.

This process of a gradual restoration of the basis for a new
expansion of investment has been frequently described. The
analysis could be much more detailed. Such expressions as
** general state of conftdence ™ ot *“ pessimism  and “optimism 7,
even if restricted to the suppliers of investible funds, relate to

“very complex phenomena, Diffetent types of risks and fears may
be distinguished, some of which refer only to long-term invest-
.ments while others refer to long and short-term investments of
various types. A number of institutional complications might be
introduced, We confine outselves to analysing the process in
outline, The basic fact which one has to keep in mind is that the
return of confidence and the disappearance of pessimism lead to
dishoarding, to an increase in the supply of investible funds and,
if there is demand for such funds, to an increase of M} (demand

for goods) and of employment and production,
We tutnn to the demand side. When a contrac-

Revival of tion has continued for a long time, when prices are

investment. sagging and demand is falling almost everywhere,

the demand for investible funds may have reached
almost the vanishing-point, so that a fall in the supply price (that
is, of the market rate of interest) even to a very low level may
have very little influence, Nobody dares to invest. But the
reason is not that the accumulation of real wealth has gone so
far that physically there are no investment opportunities left—i.z.,
that there is no possibility of increasing output by adopting

! We need not pause to transiate that into Mr. Keynes’ terms. Com-
pare Chapter 8, §§ 3. 4. 5.
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time-consuming processes of production. 'The reason is rather the
fear that prices will fall and a lack of confidence, a feeling of
uncertainty about the future in general. It follows that, when
total demand and prices have once settled down at some level
or other, the demand for investible funds will rise automatically
with the mere Japse of time. The fear that prices will fall further
will gradually disappear and certain investthents, which would
have been possible and profitable but have not been undertaken
because of the fear that demand and ptices would fall further, will
begin to be made.

It is very likely that dusing the contraction, when investment was
at a standstill, new inventions may have been made which, in
spite of the fact that (at the ruling prices) they would reduce the
cost of production,! have not been put into application because they
necessitate more or less heavy investments which the entrepreneur
is not willing to make when he expects a fall in demand and prices.
Thus a stock of investment opportunities is accumulated, which is
likely to irduce investment expenditure as soon as the general
price fall has been stopped. The way in which, after a long spell
of depression, the ice is broken by some entetptising spizits who
have the courage to try something new in some line of production,
and the way in which the example they set is followed by others in
the same or other branches of industry, are described in classical
language in the various weitings of Professor ScHUMPETER.
“ Whenever . . . new things have been successfuily done by
some, others can, on the one hand, copy their behaviour in the
same line . . . aad, on the other hand, get the courage to do
similar things in other lines, the spell being broken, and many
details of the behaviour of the first leaders being applicable outside
their own field of action.” *

! See Mitchell, Business Cycles, Berkeley. 1913, page 567.

t Schumpeter, Economicg, December 19z7, page 298, See also his
Theory of Economic Development (English translation, 1934) and Pigon,
Industrial Fluctuations, znd edition, 1929, pages gz and g93. It should,
however, be noted that Schumpeter uses this argument, not so much
to explain how the lower turning-point is brought about, but to show how
the system is carried, during the upswing, beyond the eguilibrium peint
{compare footnote on page 81 above). However, there seems to be no
reason why this dynamic factor should not in sorne cases make its appear-
ance at an earlier point in the course of the cycle,
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Another factor closely connected with, or even
Replacement indistinguishable from, the revival of new invest-
demand,  tent (probably in new and unttied combinations)
is the increase in replacement demand. During
the contraction, not only new investment, but also reinvestment
bas been curtailed.  On the other hand, the capital equipment of
industry detetiorates by wear and tear and obsolescence, Therefore,
even with the reduced volume of output, it is very probable that
sooner or later the need for replacement will make itself felt in one
industry or anothet, which leads to dishoarding or new botrowing
and an increase in A1/, .
There is a further point.  Producers know from expetience that
ptices will not fall for ever. When prices have fallea for a time,
they will probably become more and more inclined to anticipate
a teverse in the price movement. Accordingly, they will not put
off improvements and replacements for so long as is possible from
the technological point of view without impairing the process of
production : they will rather seize the opportunity of having the
1mprovcmcnts and replacements made when prices are still low.!
Fall We must now discuss one very nnportant type of
all in adjustment which under a competitive price system
WA would appear to be the natural cure for unemploy-
ment—namely, the reduction of money wages and other cost items.®
We are not here concerned with the social and moral aspects
of the problem. Nor do we focus atention on the problem of
whether 2 reduction in wages is the best method of bringing a
depression to an end (assuming that it is 2 possible method and
_ that there ate alternative methods). The problem with which we

1 The problem of “ replacement waves ™ has been discussed in the
first part of the book (see page 84). Mr. Keynes, too, has availed himself
of this standard tool of cycle analysis {Geneval Théory, page 253)

* An analysis in many respects similar to the following one was given
by Professor S. Slichter in his book Tewards Stabilivy, New York, 1935,
and in his paper “ The Adjustment to Instability » in the American
Economic Review, Vol, 26, 1936 {Supplement), pages 196-213 passim.

As was pointed out in Chapter 8, § 5, above, the following analysis has
aleo many points in common with Mr, Keynes' treatment.



396 Nature and Causes of the Cyele Part TI:

are concerned is a more modest one, although it would seem that
its solution is an indispensable preliminary to any answer on the
questions of policy. '

The problem is this. Is the fall in money wages which we
observe during any major depression to be regarded as a factor
which tends to put an end to the contraction ? Would depression
be alleviated and revival hastened if money wages were more
flexible and fell more rapidly so long as unemployment persists P

This is a very-much-disputed question. Many economists see
in a redpction of wages the unavoidable and infallible remedy
against unemployment. Othets denounce it as useless or even
detrimental.

A large part of what has been writtenr on the

Monetary  subject has been vitlated by the fact that the mone-

implications. 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 influenced by a reduction in money wages, then
of course, with lower money wages, employment and production
would be greater than with higher wages, because, with lower
wages and prices, the same amount of money would buy more
goods and provide more employment. Others have assumed tacitly
or without adequate proof that M1 will fall by the same amount as
pay-rolls have been reduced (or even by more), so that the general

' An equivalent to a decrease in money wages is an increase in the
efficiency of labour which does not augment other cost items {s.g., capital
cost) at the same time. If the worker works barder, or if the work is
better organised so that a smaller labour force can do the same work
without an increase in capital equipment, the position, 50 far as the
employer is concerned, is equivalent to a reduction in money wages.
From other (e.g., the social) points of view, there may be important
differences between the two methods of reducing labour cost. For the
putpose of our problem they are equivalent.

The statistical measurement of efficiency presents extraordinary
difficulties, which cannot be discussed here. It may, however, be noted
that the ordinary statistical measure of “efficiency-wages “—-viz., labour
cost per unit of output (pay-roll : volume of ovtput)—cannot be taken as
a precise measurement of the magnitnde we have in mind.
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situation temains unchanged (or even deteriorates). FEach of
these extreme assumptions—or, for that matter, an- assumption
intermediate between the two—may be true undet certain circum-
stances and false under others. Without specifying the attendant
circumstances and distinguishing a nurber of different cases,
nothing definite can be said.

We begin by assuming an isolated country, leaving eomplications
arising from international trade for later treatment. What holds
true of an isolated country holds true substantially also of any big
country which need not allow its internal policy to be influenced
by considerations of international trade.

If an individual firm manages to reduce wages, it

Effect of wage will usually be able to expand production at the

reductions  expense of other firms in the same industry, so that

a particalor the others will be forced to follow suit. Therefore,

industry.  we had better start with the assumption that money

wages are reduced throughout the entire branch of

industry concerned. What will be the possible or typical reaction

of the wage-cut on this industry-—leaving aside for the moment

indirect influences on other industries and repercussions of these

secondary effects on the industry where wages were reduced ?

We shall try to answer this question with special reference to the
problem of how M1~ is likely to be affected.

A priori, there is a wide range of possibilities, At the one
extreme the industry may expect a great increase in demand from
a fall in price made possible by the reduction of cost, and may
accordingly increase production by so much that employment
increases by morte than the wage has fallen, so that the sum disbursed
for wages directly and indirectly through the purchase of raw
material and equipment is actually greater than it was before. (We
characterise this by saying that the elasticity of the industry’s
demand for labour, including indirect demand exercised through
the purchase of means of production, is greater than unity—which
involves an even greater elasticity of demand for the product of
this industry.} In the other extteme, there is the possibility that

! Even if the output of the industry in guestion does not increase as

© & consequence of a wage reduction, the industry may be enabled by the

- reclugtion of its labour cost to give more employment, if it 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 is with-
drawn from circulation—e.g., by repaying bank loans or by not
contracting new ones. The position of the banks is thereby
improved : but, since we are speaking of a period of contraction, .
we cannot assume that the whole of the sums repaid will be re-lent
to other borrowers. We are certainly nearer to the truth if we
assume that at least a part will be used to strengthen the reserves
of the banks.

In order to avoid a past boc ergo propier hot argument, we must
make the preceding statement more precise,. We tnay say that
employment will, or may, rise to such an extent that wage disbutse-
ments (directly in the industry concemed, and indirectly in the
preceding stages through the purchase of raw materials and other
means of production, etc.) are raised above the level which they
would have attained had the reduction in the wage rate not occurred.
This formula covers the case (which during a general contraction
may easily occur) of a wage reduction inducing an industry to
refrain from contracting its employtent and pay-rolls by so much
as it otherwise would have been forced to do, so that the wage
teduction does not bring about an incresse in employment and
pay-rolls in compatison with the preceding period but prevents
it from falling to a lower level. The other extreme is then the
case where employment is not increased at all above the level
which it would have attained if there had been no reduction in
wages-—a level, namely, which would probably be lower during a
general contraction than in the preceding period—so that the
amount of money withdrawn from citculation is greater than it
would be if no wage reduction occurred.

In the first case, the wage reduction has an expansionary influence,
so that the contraction is mitigated or even reversed. In the second
case, the influence is deflationary, and the contraction is hastened
and intensified,

saved to improve or replace its equipment—or, in other words, if it was
consuming its capital and the wage reduction puts a stop to such consump-
tion. This is not, however, a typical casein a depression, since even the
existing equipment is not then iully utilised, though it is not denied that
capxtal consumption may be going on.
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We now ask, Is it possible to decide on general

Will pay-rolls grounds which of the two possible outcomes of a
rise or fall 7 wage reduction is likely to prevail duting a contrac-
tion process? Can the fall in money wages be

regarded as something which, on balance, mitigates and shortens
the contraction, or.is it an intensifying factor? We may certainly
assume that employment and output in the industry directly
concerned will be influenced favourably.! It is hardly conceiv-
able that an industry would react to a fall in money wages by
giving less employment than it would otherwise do. But it does
not necessarily follow that employment and output must rise to
such an extent that wage disbursements increase. For various
reasons, during a depression, especiaily its first phase, wage reduc-
tions are less likely to have a strong expansionary influence than
during the upswing of the cycle.  There is excess capacity (surplus
equipment) in many lines of industry; and there may be large
stocks from which raw materials and semi-finished products can

' It may be, and has been, argued that, even if in principle a reduction
in wages may be expected to exercise a favourable influence, the latter
will not materialise at once and the delay will be sufficient to stultify its
operation altogether. If an entrepreneur is led by a reduction in wages
to increase his investment, he will need some time to put his plans into
effect. First, he is likely to wait for a while and see how things develop,
Secondly, his plans must be worked out in detail before orders can be
given and the money actually be spent. In the meantime, wages and
pay-rolls will have been reduced, and consequently the demand for goods
in general will have fallen. This will cause the general situation to dete-
riorate, and may well induce the producer to drop his plan of increasing
his putput. If, therefore, his investments are not made at once, they are
likely not to be made at all.

There ig certainly much force in this argument ; and we have already
had occasion in our analysis {page 353) to refer to this inevitable lag
between the conception of investment plans (or the occurrence of a
change which makes the investment in principle a profitable proposition)
and the actnal expenditure involved.

Buat at this point of the argument the situation is somewhat different.
In the first place, we are concerned not 80 much with new investment in
fixed capital as with a possible increase of production within the frame-
work of existing plant. In the second place, it must be remembered
that a reduction in wages may not only stimulate an increase in output,
but may also induce the employer to refrain from a curtailment of produne-
tion and employment, In this latier case, the effect of the wage reduction
may well be quite instantanecus.
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be obtained——i.¢., output can be increased without heavy new
investment. If new investment in fixed capital were required, it
would be difhicult to raise the necessary sums.  Pessimism prevails,
and people are reluctant to take the risk of investment for longer
periods. But, as we have seen, these conditions are likely to
change gradually when the contraction has progressed far enough,
On the other hand, a reduction in wages is bound to have 2 favour-
able psychological effect on business-men, and will make them
more inclined to invest and the banks more inclined to lend; and
this tends to mitigate deflation.
There is another very important point to be
Influence  mentioned. The case where producers use part
of cost  of what they save through the cut in wages to
reduciion  strengthen their liquidity or to repay bank loans
en sales  implies that total receipts from sales do not fall by
receipts wnder so much as pay-rolls. In-other words, if prices fall
competition so much that all that is gained by cutting wages is
and mongpoly. passed on to the consumet, the position of the
producer is not improved and there is no scope for
additional hoarding so far as he is concerned. This could only
happen under conditions of perfect competition and even then
not to a full extent. Even on the assumption of perfect
competition in the strict sense of economic theory, when every
producer regards the price at which he can sell as given independent
of his own action and expatids his production accordingly up to the
point where his marginal cost equals the price—even on this
assumption total receipts will not fall by as much as pay-rolls except
in the improbable case of marginal prime cost being constant—.z.,
the marginal cost curve being horizontal, In all cases where
matginal cost rises, only 2 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, is not generally correct. Even if pricesare not
reduced at all more employment may resulf from a reduction in fnoney
wages, if entrepreneurs are induced or emabled to resume the replace-
ment cof their equipment which they had neglected.
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increased—though #¢# profits will still be negative, since the gross
profits do not cover amortisation of the fixed capital—and there is
therefore scope for increased hoarding or repayment of bank loans,
This is  fortiori the case where there is not free competition in the
strict sense of economic theory, and prices under monopolistic
or quasi-monopolistic conditions (or simply as a result of friction
or fear of spoiling the market) ate prevented from falling to the
point of equality with marginal cost-—in other words, where
producers fail to expand production up to the point at which
marginal cost equals price.

We conclude, therefore, that the freer the competition and
the more flexible the price the greater the favourable effect of
wage reductions and the smaller the danger of an intensifi-
cation of deflation. ‘That conclusion is no more nor less than
was to be expected. It does not follow, however, that such an
intensification of the hoarding process as a consequence of a
wage reduction is impossible, even under competition in the
strictest sense,

Suppose employment and output in a particular
Repercussions industry to have been somewhat increased in re-
on other  sponse to a fall in money wages, but not by so much
indusiries. as wages have been reduced, so that there results
_ a decrease in the dishursements of wages by the
industry in question. This increase in employment and output
is certainly desirable : but we have also to take into consideration
the effect on other industries. This depends on what happens to
the increased (gross) profits. Suppose a part of them is hoarded.
'Then demand for other products will be reduced,! and the increase
in employment in the industry directly concerned will 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 in employment.

* Of gourse, an increase in wage disbursemeénts need not result in an
instantaneous increase in demand for wage goods, since the wage-earner
may hoard part of it or use it for repaying debts. Omn the other hand, a
decrease may be temporarily offset by drawing on hoards or incur-
ring debts, We disregard these factors here as being quantitatively

unimportant.
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It may be useful to put the same thing in a slightly different
way. It may happen that, if wages had not been reduced in the
particular industry, employment and output would be smaller in
this industry, but the industry would have disbutsed more money
for wages, etc., and would have financed this either by borrowing
more from the banks or by tefraining from repaying bank loans
or from building up monetary reserves or by drawing on idle
funds at its disposal (by reducing its liquidity).

So far we have analysed the case from the stand-

Wags point of one particular industry, assuming other
reductions  things being equal. But, if wage reductions occur

in many  in a number of industries at the same time, or one
industries.  after the other at short intervals, it is still more
difficult to tell what the aggregate result will be.

If the primary influences on each industry are such that on balance
no change in MU takes place, the hoardings induced in some
industries being balanced by induced dishoardings! in other indus-
tries, the net result will be an increase in total employment,  If the
dishoarding in some industries is larger than the hoarding in others,
the result will be a still greater increase in employment. But this
need not necessarily happen. On balance, the tendency to hoard

! Some writers have displayed a certain aversion for the word
* hoarding  {e.g., Mr. Kahn in his review of the first edition of this book}.
Others have obscured the concept by distinguishing all kinds of new
meanings which the word is alleged to have in the writings of different
writers without saying who those anthors are (see Joan Robinson ;
" The Concept of Hoarding ", Econowmic Jouwrnal, Vol. XLVIII, June
1938, pages 231 to 237). Itis difficult to attach any meaning to the state-
ment that * ‘hoarding ’, except in the sense which is covered by the
conception of ‘ liquidity preference’, has no causal force ™ {op. cif.,
page 236}, The meaning of “ hoarding ** which is used here and which
~ was defined precisely in Chapter 8, § 3, is not the one to which alone
Mrs. Robinson attributes “ causal force ., But it has certainly causal
significance in that the decision of individuals to hoard or not to hoard in
this sense is of great importance for future events. How it can be trans-
lated into Mr. Keynes' terms has been repeatedly indicated. In the
present context it may help to translate ** dishcarding  into ** greater
disbursements ¥, with the additional condition (carried by the expression
“ dishoarding », but not by the word*” disbursement ”} that the
increasze in expenditure is 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 in M1/, is
consistent with an Increase in employment and output. But, if
it goes beyond a certain point, the stimulating effect of a reduction
in money wages may be frustrated, the fall in wages being accom-
panied by a fall in demand and in prices, Employment and output
will be no higher; they may even be lower than they would have
been without the fall in wages.
But, even in this unﬁwourable and perhaps
Wage  improbable case, whete a reduction of money wages
reductions  has the immediate effect of intensifying contraction,
inerease - the policy of reducing wages and prices, if pursued
ligwidity.  long enough, will be sufficient to create a situation
out of which a revival (2 new expansion) is likely
to emerge sooner ot later without any special expans:onary stimulus
from without being required.!

This follows from what has been said earlier in this and the
previous section. We there demonstrated that, with the continu-
ance of contraction, banks and individual firms become more and
more ]iquid Moriey hoards grow, both in terms of money and—
since prices fall—still more in purchasing power. Now, it is
clear that this process wﬂl be accelerated if wages are reduced and
prices fall more than ‘they would without a fall in wages. In
other words, the fall in money wages and prices reduces the volume
of work which money has to perform in mediating the exchange
of goods and services in the different stages of production.
Money is set free in ‘this line of its employment, and becomes
available for hoarding.®  Pari passa with the fall in prices, existing
money hoards (M,) tise in real value and, sooner or later, the point
will be reached where even the most cautious individuals will
find an irresistible temptation to stop hoarding and to dishoard.

We may put the matter in yet another way. Assume for the
moment that, independently of the behaviour of money wages,

! Compare footnotes : on page 390 and 392.

1 In Keynesian terminology, less money is needed to satisfy the trans
actions motive and more becomes available for © speculative holding *”
M, decreases ; M, increases.
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there is a definite level of liquidity which must be reached before
the economic system can again start on the up-grade. It is clear
in this case that the more rapidly wages and prices are allowed to
fall the mote quickly the desired level of liquidity will be reached.
Flexibility of money wages, and competition in the labour market
a$ a means to the attainment of flexibility may be regarded as a
factor conducive to the restoration of full employment. But the
problem is not quite so simple as that, because the level of Equidity
which must be attained need not necessatily be independent of
the movement in money wages. If wages are very flexible, and if -
this flexibility has an initial deflationary effect (as explained
above), disturbances may result, confidence may be shaken
and thus a higher degree of liquidity may be required than when
wages were somewhat more rigid, But, the argument runs,
even in this unfavourable case—which is by no means the
only possible case, or even the most probable,—there is some-
where a higher level of liquidity which is sufficient in all
circumstances. -
The question with which the above discussion
Conclusions. began, as to whether a continued fall in money wages
under conditions of general unemployment is to be
tregarded as a factor which will bring a contraction to an end, must
therefore, if we carty the argument to its logical conclusion, be
answered in the affirmative. It must, however, be emphasised
once mote that this does not imply the necessity for a process of
contraction’s always, or even in the majority of cases, running
its course through to its * natural ” end. One or the other of the
expansionaty impulses which have been analysed in the present
and the preceding section will usually intervene. Nor again, in
answering the question in the affirmative, is there any intention of
prejudging the issue of the advisability or otherwise, in the absence
of a spontaneous expansionary impulse, of attempts to check the
course of the contraction by State intervention in one form or
another. In answering that question, many extraneous considera-
tions arise, some of them of a non-economic nature, which cannot
be discussed here. But so far as the problem in hand is concetned
—narmely, the problem of the influence of the behaviour of money
wages—the following conclusions may be drawn.
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An isolated policy of keeping money wages up is
Soms very dangerous, although it is impossible to deny
problems  that a policy of wage-cutting may on occasion,
“of policy. up toa certain point, intensify the contraction before
its favourable influence on employment and output
makes itself felt. It may be very difficult to decide beforehand
whether such a temporary intensification is, ot is not, to be expected
from a given reduction in money wages in a number of industries.
If there are reasons to believe that even without a wage reduction
contraction of M1 will go on—and, as we have seen in the chapter
on the contraction process, a certain shrinkage in MV is the
invariable concomitant of a cyclical depression—it will "certainly
- increase unemployment and prolong contraction if wages are
not allowed to fall, If a contraction in a country is dictated by
its international situation, the situation is still clearer. Wages
and prices must be allowed to fall if a risc in unemployment
and a fall in output are to be prevented. (It is another
question whether, and in what circamstances, it is possible and
advisable to cut short this process of adjustment by currency
devaluation.)
- On the other hand, where 2 country need not conmdcr its inter-
national economic situation and has a free hand as to its monetary
policy, it is comparatively easy to make sure that the possible
deflationary influences of wage teductions are eliminated while
at the same time the expansionary influences are not hampered.
All that is required is to combine a policy of wage reduction with
expansionary measures such as public works financed by inflation-
ary methods. The effect will be to forestali any decrease in total
wage disbursements, and consequently in the demand for
consumers’ goods, which might otherwise result from the wage
reduction.
What has been said of wages is equally true of other prices which -
are kept up by monopolistic manipulation or State intervention.



CHAPTER 12

INTERNATIONAL ASPECTS OF BUSINESS CYCLES

§ 1. mrroDUCTION

In the preceding chapters, the analysis of economic

Previonr  fuctuations has been pursued without much
treatment of attention to their international aspects, In all
#iternational references to * countries ”, we have had in mind,
aspecss.  not indeed completely closed economies, but areas
within whose borders all the characteristic features

of the business cycle—the swings of rising and falling money
demand, the reciprocal interactions of demand for consumers’
goods and demand for producers’ goods, the variation through
time in the degree of employment and scarcity of productive
factors—could come into play. Repercussions on, and disturb-
ances from, economic relationships with the outside wotld have
made their appearance in the argument at vatious points, but
only incidentally : they have been -ireated as isolated facts and
have not been further analysed. The attempt has now to be
made to deal with these international aspects in systematic fashion.
The argument has to be adapted, as and where necessary, to the
fact that the real world is neither one big economic unit nor a
congerics of closed systems, but 2 complex system of economic
refationships of various kinds between individuals. The closest
connections these individuals tend to have with their neighbours
and their own countrymen; but they ate 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 ate kept apart



Chap. 12 Intermational Aspects of Business Cycles 4°7

—the theory of intemational trade and the theory of economic
change.?
In setting out the international complications

Meshods of in orderly fashion, there dte two alternative methods

exposition. of exposition which we may adopt. The first

method would be to start from the assumption of
two or more completely independent and isolated economies,
and proceed to introduce one by one the various types of economic
coanections which we find in the real world (exchange of goods
and services, capital movements, the various types of monetary
connections), and so investigate the influence of each of these
connections on the course of the cycle in the various countries,
and the extent to which a parallelism in the alternation of periods
of prosperity and contraction in the different areas concerned is
thereby produced.

The other method of approach, which is that adopted in the
following pages, is to start with the hypothesis of a spaceless closed
economy embracing the whole world and to introduce one by one
the circumstances which divide and disintegrate that economy.
The disintegrating factors are so arranged as to start with the most
general, natural and inevitable physical facts, and from these to
proceed to the more artificial human devices, in such a way as to
exhibit the operation of the earlier factors without the later factors
but not of the later factors without the eatlier.

The first disintegrating factor to be introduced is 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 Cycle (Philadelphia, 1936}, two articles may be mentioned
which deal expressly with the international aspects of the business cycles,
viz. : O, Morgenstern, * International vergleichende Konjunkturfor-
schung” in Zedischrift fiir die gesamie Staatswissenschafi, 1927, Heft 2 ; and
A. v. Mihlenfels; “ Internationale Konjunkturzusammenhinge ™ in
Jahrbiicher fiir Nationalgkonomie und Sfatistik, 130, Band III, Folge 75,
1929 1. Moreover, the literature on international trade has become
more * cycle conscious™ in recent times and contains frequent references
to cycle problems. Cf. B, Ohlin, Tnterregional and International Trade
{1933) ; R. Nurkse, Iniernationale Kapitalbewegumgen (1935) : R. F.
Harrod, I'nternational Ecomomics (1933); C. Iversen, Aspects of the Theory
of Capital Movemenis (1935} ; J. Viner, Studies in the Theory of Inter-
national Trade, New York, 1937, especially Chapter V1I, Section V.
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The second is the localisation of investment, credit and banking
(impetfect mobility of capital). The third, perhaps the most
important, is pational currency autonomy. Thus we have a
series of situations representing an increasingly close approach
to reality, In the discussion at each stage of apptoach, it will be
necessary to make further distinctions in relation to what we
conceive to be the distribution of tesources (in the widest sense of
the word) among the various “countries ™. It is the uneven
geographical distribution of economic resources and activities
that gives the disintegrating factors their iroportance. If each
area or country possessed all types of resources in sufficient
quantity, the existence of high transport costs between them would
be irrelevant,

It goes without saying that some of these disintegrating factors
—especially the first, but also the second to some extent—opetate,
not only between countries separated by political borders, but
also within political areas between different regions, When,
therefore, we speak simply of *° countries *, the expression is to
be understood with the obvious qualifications implied by the
context.

§2. - INFLUENCE OF TRANSPORT COSTS : IMPERFECT MOBILITY
OF GOODS

The most natural and inevitable of all disinte-
Localisation grating factors is the existence of costs of transport.
of expansion Costs of transport should be interpreted in a broad
and sense as covering, not only the expenses involved
comiraction. in transferring goods between producers, or from
_ producer to consumer, in different localities, but
also the trouble and expense involved in moving the consumer
to the goods and services. It is assumed that resources are to
a considerable extent localised, whether by nature or, in the case
of labour, by a multiplicity of causes. It should further be kept
in mind that, at this stage of the atgument, we still assume a unified
money and credit system for the whole world.
Given a certain geographical distribution of resources, the
effect of transport costs is to permit of cumulative upward and
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downward movements in money demand, not wholly confined to,
but centred in, particular areas. In the absence of transport costs
in the sense defined above, the specialisation of particular areas to
particular lines of production arising out of the unequal distribution
of resources between localities would have full play. Suppose now
a fortuitous expenditure on the part of 2 group of people. There
will be 2 consequent primary increase of income accruing to the
workers and entreprencurs producing the articles to which the
additional demand is directed. Probably this primary income
increase will affect some districts more favourably than othets.
When the primary increase in income comes to be spent, however,
there will be a secondary increase in incomes; and there is no
reason to believe that this will accrue particularly to those
districts which enjoyed the primary increase, nor yet to those
whose fortuitous increase in expenditure set the whole process
going. There is no presumption that the cumulative expansion
process will be localised in ofr centred around its first starting-
point; but it will spread in a random fashion all over the economic
surface. '

When we introduce transport costs, however, specialisation
and division of labour between areas tend to diminish; and we
find that the primary employment and income increase tends to
accrue in a greater degree to those living near to the group
- which increased their expenditure. The secondary increase in
incomes will likewise tend to acctue to those living and working
near the beneficiaries of the primary increase in incomes, and
s0 on.

The cumulative expansion movement need not,

Connter- of course, be confined to any particular locality.

influence of ‘The influence of transport costs tends so to confine

wmeven  it; but, on the other hand, the influence of the
distribution wneven disttibution of resources tends to maintain
of resources. a geographical division of labour, to promote
inter-regional exchange, and so ta ensure that some

portion of the increased income of individuals in a given
locality is expended in the period immediately following on
“jimports ” of one sort or another. Thus, the more strictly the
various areas are specialised in patticular types of economic
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activity the less scope there will be for local or regional monetary
expansions and contractions.

In seeking to picture an expansion from the point of view of
any particular country or area, we must bear in mind the fact
that each locality is differently placed in respect to the given
distsibution of economic resoutces over the carth’s surface, Each
locality has its ewn characteristic potentialities for the production
of different goods and services, and its own characteristic constel-
Iation of transport costs affecting its exchanges with other centres
of production. As a result, 2 forruitous increase in the monetary
demand for goods and services in one area may tend to confine
itself to that area, whereas in another area an increased demand
may rapidly overleap its own bordets.?

In 2 country like the United Kingdom, for example, the ptimary
increase in income will be spent very largely on products (food,
textiles, and so on), the carlier stages of whose production are
located abroad. Thus, a considerable portion of the expenditure
of secondary and subsequent income increases will be drained off
to agricultural countries; and the favourable repercussion on
Biitish exports may be small and Jong delayed. A similar
argument will apply to a country like New Zealand, whose inhabit-
ants will spead a considerable portion of any increase in income
on the manufactured products of the United States and Europe.
On the other hand, we may take the United States as an example
of 4 country in which only a very small proportion of an increase
in consumers’ incomes will find its way abroad.

It is necessary, however, to keep inmind, not only the expendi-
ture on consumption goods, but also the expenditure on invest-
ment goods which is to some extent dependent on the former. In
an undeveloped country, without heavy industries, the process of
monetary expansion by way of reciprocal stimulation of consump-
tion and investment—the so-called Wicksellian process—will be
of minor importance. If a revival of British industry takes place,
it provides a ctimulus for the building and cxtension of plant. The

* Cf. the interesting article by F. W. Paish, * Banking Policy and the
Balance of International Payments™, in Economica, Vol, HT (New Series),
November 1936.
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existence of a wotld capital market (which in this stage of the
argument is 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 invested
will be spent on the products of British heavy industries, and
the flow of money incomes will be enhanced. On the othet
“hand, if the original impetus to prosperity develops in some part of
China, it may become profitable to extend, ¢.g., the railway system
—in which case a large proportion of the money invested will
be drained off to Europe or America, who supply the required
capital goods.
It must not be assumed that the proportion of
Tendency of expenditure in any country which finds its way
local abroad in payment of imports will temain the same
expansions to in all phases of a cyclical movement. As a local
overflow.  expansion -or contraction develops, there will be
changes in the distribution of income and expendi-
ture which may involve a greater or smaller proportion of pur-
chases from abroad; but there is no reason to expect any systematic
movement, More important is the point already touched on
that, as the volume of the demand for investment goods changes
in relation to the wolume of the demand for consumers’ goods,
the foreign drain will become less or more considerable. In this
event, some systematic movement in the direction of a greater ot
smaller foreign drain is to be expected in each individual case;
but we cannot say in general which direction the movement will
take. :

We can say, however, that the further a local expansion goes
the more it is likely to * spill over  into other regions—and that
for a different, a thitd, reason. Imports will increase, not merely
pari passu with incomes, but faster. As the expansion goes on,
stocks are taken up, unemployed workers reabsorbed, and plant is
used to fuller capacity. Hence wages and other prices will rise
and, by the operation of the mechanism described in the classical
expositions of international trade theory, both home and foreign
demand will be switched away from local products to foreign
substitutes, For a local boom even more than for 2 general boom,
the stage of price-inflation is 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, e.g., of technological progress, the boom may
obtain a longer lease of life. :

The effects of transport costs ate not, however,

Coexistence confined to the imposition of a check on the spread

of prosperity of prosperity and depression from one area to
and dgpression another. They also make it possible that, at one

Jacilitated. and the same time, a cumulative contraction process

should be taking place in one region and a cumula-
tive expansion process in another region. The simplest, though
not the most likely, cause of such a development would be a change
of taste or income distribution in the world as a whole, leading to
a transference of demand from the products of one region to those
of another. In a “spaceless” economy, such “horizontal”
demand shifts, while significant for the industries directly
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 expansioni or contraction. In the real world, the effect may
be to promote an upswing in one quarter and a downswing in
another.

A somewhat similar case is the effect of innovations in methods
of production or transportation, the introduction of new types of
finished goods, etc.  In most of these cases, the stimulus provided
for the new industries will find its counterpart in a check to the
old competing industries—7.e., those industries which produce
the equipment ot material replaced or rendered superfluous by the
new processes, and those which have lost their market because
demand has been drawn away by the newly invented types of
goods. This setback in the old industries may not become serious
unti! after the new methods have been put into operation; but,
when it does, it is calculated-—in 2 “ spaceless ” economy—to
precipitate the down-turn. If, however, the new industries are
localised in areas other than those in which their unsuccessful
tivals are to be found, the continuance of prosperity in the former
tegion may be but little hampered by the misery of the latter,
The danger of excessive anticipations in one country need not
drag the whole world down.
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Much of what has been said about the influence
Influence  of transport costs is equally applicable to tariff
of existing bartiers and other hindrances to international trade,
fariffs.  Customs duties in particular resemble transport
: costs in that they impose an obstacle to the move-
ment of goods; but the obstacle can be overcome if the price
disparities in the exporting and the importing country are
sufficiently high, For this reason it is convenient to mention
them at this point, though they may be regarded as more
*“artificial > than some of the othet disintegrating factots 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 tariffs—being levied at political
frontiers only—tend to confine demand to the products of the
same State, or to other States whose imports are relatively little
affected by the tariff barriers. Often, this means that tariffs act
as an additional factor tending to localise monetary expansions and
contractions. It need not be so, however, since their effect may
be to divert demand from nearer to more distant sources of supply.
This will be the case for populations living close to political
frontiers and hence to Customs barriers, The effect of high tariff
protection will be that localities within the same country—or,
it may be, within the same empire—may tend to have their periods
of prosperity and depression at the same time, whereas other
countries will tend to show a lesser degree of synchronisation.

Changes in tariffs have exactly the same conse-

Infiuence  quences as changes in transportation cost—in

gf changesr which connection we may refer to the short analysis

in tariffs. of. the possible expansionary influence of the

imposition of a tariff in 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 2
tariff on both countries concerned.)

Tariffs 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 conceivably succeed, by raising its
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tariff wall, in diverting demand from foreign to domestic soutces
of supply (though, be it noted, a part of the demand thus diverted
from the purchase of foreign goods may be sterilised in the form
of hoards). It is conceivable, therefore, that a country might use
its power to vary its tariffs as a means of mitigating the violence
of its own industrial fluctuations, raising them when threatened
by deflation in other countries or by the appearance of deflationary
tendencies at home, and lowering them in the opposite case of

danger of infiation whether originating at home or in other

countties,

Although the trend of international commercial policy has
been steeply in the direction of protection ever since the beginning
of the last quarter of the nineteeth century, a certain cyclical
movement is unmistakable. Every major depression brought a
new outburst of protectionism, whilst prosperity petiods have
usually been marked by short steps back in the direction of freer
trade.

But while it is conceivable that a single nation might succeed, by a
policy of raising tariffs in bad times and lowering them in good

- times, in damping the impact on itself of the great intetnational

business cycles, the consequence of such a policy simultaneously
putsued by all nations would be precisely the reverse. The
raising of 2 tariff means a limitation of the investment opportu-
nities of the potential importers. The money which is prevented
from leaving the country is in pasrt hoarded. The demand for
foreign products will fall by more than the amount by which the
demand for home products rises : and, if such a policy is pursued
all round by every country, the depression will be rendered still
more severe in the world as a whole and very probably in each
individual country as well. For similar reasons, a policy of
reducing tariffs in the upswing, simultaneously pursued by all
nations, will not lead to stability in the total money demand,
but will rather afford a further expansionary impetus to each
country.
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§ 3. INFLUENCE OF THE LOCALISATION OF INVESTMENT,
CREDIT AND BANKING ! IMPERFECT MOBILITY OF CAPITAL

In the last section, we introduced into our
Egualisation picture of the cyclical movement the. influence of
of interest an uneven distribution of (4) resources and (%)
rafes,  transportation cost of goods and services. We
have continued, however, up till now to assume a
common money circulation within the whole of the area under
consideration. This assumption we shall still maintain in the
present section. We have further assumed perfect mobility of
capital. This assumption wiil now be dropped; and in its place
we shall introduce the assumption of a more or less complete
localisation of investment and banking activity—in other words, we
shall assume imperfect mobility of capital.

Let us fist enquire into the exact meaning of imperfect
mobility of capital and of its opposite. By perfect mobility
of capital we mean perfect mobility of loanable funds, that is
10 say, a state of affairs in which loanable funds will flow to
those parts of the world where demand is highest or, rather, in
which they will be distributed over the various countries in such
a way that the rates of interest in general—or, more precisely,
the rates of interest for different types of loans with equivalent
maturities and nisk—will evervwhere be the same.

It should be noted that perfect mobility of capital,

Mobility of that Is complete inter-local equalisation of the rate

capital versus of intetest is not incompatible with high, or even
mobility of prohibitive, transportation costs (including artificial
goods.  costs such as tariffs) for goods in general and capital
goods in particular.  Suppose two countries, .4 and

B, between which the transportation of capital goods of all kinds is
completely impossible; the trade between the two consisting
exclusively of consamption goods, If the currency of the two
countries is firmly based on gold, and if the position in respect
of debtors’ moerale, legal protection of investors and possibilities
of supervision of investments is the same in both countries, there
is no reason why the investors in the country whete 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 in the shape of
consumers” goods and luxuries. Short of the quite extreme case
where there is no exchange of goods or services whatsoever (a
case which need not detain us here), imperfect mobility of goods
does not directly reduce the mobility of capital. It cannot,
however, be denied that, indirectly, increasing restrictions on the
movement of goods and services tend to restrict the movement of -
capital, and render foreign investment more and mote risky. If
the volume of trade between two countties is large, and if there are
many actual and potential export and import goods, the repercus-
sions of the transfer of a given amount of investible funds (money
capital) will be slight. A mild expansion in one country relatively
to the other! will suffice to produce an export surplus from the
capital-exporting country. If, on the other hand, the volume
of trade is comparatively small, the movement of the same amount
of money capital will produce a more violent expansion, and
probably a sharp rise of prices, in the one country, and contrac-
tion and a sharp fall of prices in the other country. The same
thing can be eéxpressed by saying that, where the volume of trade is
large and the economic connections are close between two countries,
the money which flows out of one country to seck investment in
the other will soon find its way back through increased exports
ot reduced imports. If the volume of trade is small, it will
not return so quickly. The slump in the capital-exporting
country may drive up the interest rate and thereby remove, at
least for the moment, the incentive for the migration of capital.
But it may also incite a flight of ce.pital and precipitate
the crisis,

In the extreme case whete no movement of goods or services
is possible, a transfer of money capital will be wholly inflationary

! There need not in all cases be an absolute contraction in the capital-
exporting country, A slowing-down of the expansion may be sufficient.
There ate also cages conceivable where no contraction—auot even a relative
one—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;1 but even in this
case the transfer is not impossible, although it is difficult to see how
an equalisation in the rate of interest can be permanently achieved,
unless one believes the intetest 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 in the borrowing, and deflation
in the lending, country consequent upon the movement of a certain
sum of money capital, or, if exchanges are allowed to vary, the
more violent will be the fluctuations in the exchange rate. If this
development does not directly check the tendency of capital to
migrate, it will at least afford incentives to State interventions such
as transfer moratoria and the like, and is for this reason indirectly
fatal to foreign investment.

So much for this digression. We retum to the

The reasons main therme. As everybody knows, equalisation of
Jor differences interest between different countries is not the typical

in interest  situation we find in the real world. What we find

rates, is, on the contrary, a petsistence of discrepancies,
sometimes of a very high order of magnitude.

The mobility of capital is usually far from being complete. People
tend to invest theit money at home in local land, physical capital,
property rights, debts and so on, even though the rate of interest
which can be earned is much lower than that to be obtained by
equivalent investmments abroad. The reasons for this are rather
obvious. Partly they are, so to speak, of a physical nature.
Transport costs and costs of communication place obstacles in
the way of that petsonal supervision which is usually necessary
to obtain the highest income from investment in physical capital,
while they enhance the difficulty of obtaining that fitst-hand
knowledge of the business and political situation in other countties
which is necessary to dissipate uncertainties in tegard to business
propositions and the value of equities. But, on the whole, the
barriers to international lending and investment are less physical
than political, social and institutional. Ignorance of foreign
tongues, inadequacy of legal protection, tisk of transfer testriction

v Cf. Iversen, loc. cit., page 47-
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or outright confiscation—and, to anticipate a little, fear of exchange
instability—are nowadays certainly more important facrors than
actual distances.: '

We are not concerned here with the effects in the

Changer in  long run of the immobility of capital on the economic

mobifity ¢f structure of the world and the economic develop-
capital,  ment of the capital importing and expotting coun-
tries. We do not try to answer questions as to
what, for example, the world would look like to-day without the
enormous capital movements which took place in the nineteenth
and twentieth centuries, We are here concetned with () the
proximate infiuences of the imposition, removal, strengthen-
ing or relaxation of the impediments to international capital
movements, and (4) the modifications brought to the short-
run cycle of expansion and contraction by the very exisience
of a certain degree of localisation of investment, credit and
banking.

On the basis of the analysis in the previous pages of the
nature and causes of cyclical expansions and contractions, it
is comparatively easy to answer the first of these questions,
Naturally, the answer cannot take the form of a brief and
comprehensive formula : each case has to be taken individually.
But we can indicate broadly what are the factors which must be
taken into account,

Obviously, we must first distinguish between the effect on the
capital-exporting and that on the capital-importing country, and
must ascertain in each case in which phase of the cycle the change
takes place. What will be the influence on the supply of investible
funds and the rate of interest in both countties ? Clearly, the
imposition (temoval} of restrictions on capital movements will
tend to reduce (raise) the rate of interest in the capital-expotting
country, and to raise (reduce) it in the capitalimporting
country, How will the demand for investible funds react to the
change in supply ? This will, in tum, depend on the phase of
the cycle.

Thus the final outcome may differ according to ciscumstances.
But we are in a position to indicate what in any particular case
are the circumstances which determine that cutcome.
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We tutn now to the second question—that s,
Tendency o to the effects of a certain degree of localisation of
damp down investment, credit, and banking, They can be

Jocal booms most clearly brought cut by supposing the tendency
and depressions. towards localisation to be so strong as absolutely

to prohibit lending and investment outside regional
or national boundaties. In such citcumstances, 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 intetest rate—or scale of rates—will prevail,
determined by the local demand for funds and the local supply.
The local supply will depend, among other things, on the
supply of money in the country, on the basis of which we may
suppose a more or less developed credit structure to have been
erected. What will be the consequence of such an arrangement
on the length and amplitude of cycles in the different coun-
tries ?  Here, again, the answer cannot be contained in a single
formula.

On the one hand, localisation of credit tends to damp down
local booms and depressions.  Suppose a local boom flares up—
because, e.g., the demand for the export goods of the area in ques-
tion has risen ot because of a purely internal stimulus to investment.
With an international capital market in operation, funds may in
such case be drawn from the whole wotld. The interest rate will
rise much less quickly than it would, were only local funds avail-
able. A local depression may also be alleviated or shortened by
imperfect mobility of capital. When the demand for investible
funds is at a low ebb, the fact that such funds cannot leave the
country will so reduce the rate of interest that the chances of revival
are improved.

' On the other hand, there are a pumber of reser-
Reservations. vations to this principle. While a boom, like a
fire, is more easily extinguished where the supply

of inflammable material is restricted, it may be that the causes of
the fire provide at the same time the inflammable matetial, If
the boom is caused by a rise in foreign demand, the influx of
money will increase the supply of investible funds as well as the
demand, and may, under a regime of localised credit, depress the
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rate of interest below the rate which would have prevailed had
capital exports been possible. In the same way, a depression due
to an adverse movement in international demand may be accen-
tuated by a restriction of the supply of investible funds consequent
upon a drain of money from the country.

But even if we restrict the generalisation about the moderating
effect of credit localisation to booms and depressions where
external causation is lacking or unimportant, it is applicable only
to relative booms and depressions : that is to say, it is when a
country is mote prosperous than other countries that it suffers
from the absence nf capital movements. In the course of a general
wotld boom, countties which, though enjoying a cyclical upswing,
are less promising fields for investment than othets may be drained
of funds if capital movements are possible. It will be seen that
anything which tends to hinder such movements may in the
circumstafices prolong the prospetity of some countties while
limiting that-of others. Similatly, localisation of credit may put
a brake on depression in the most-depressed countries; while
prolonging it in less-depressed countries.

" A still further limitation must be placed on the general principle
to allow for cases where capital exports and imports are not merely
cyclical phenomena, but trend phenomena. Suppose that in some
countries the supply of investible funds tends on the whole—
counting in all phases of the cycle—to run ahead of the demand, and

so to depress the rate of interest below that prevailing in other
~countties. If capital exports ate possible, they will take place.
If not, a part of the funds will be invested at home, bringing down
the interest rate, while a part will be sterilised in hoards and cash
reserves. Taking an average over good years and bad, the hoards
will be larger if credit is localised than if it is not. But these
hoards may be invested in boom periods at home. ‘Their presence
ensures that the supply of investment funds from domestic sources
will be fairly elastic. It is even conceivable that the Iocalisation
of credit, by promoting the accumulation of hoards in advanced
countties which would otherwise be capital-exporting, may make
the supply of investible funds available to the entreprencurs of
those countries more elastic than it would be if international
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 individual countries, let us now tum to the question

egyelical  of its effects on the spreading of such cyclical
moysmenés, movements from country to country. Suppose
that investment oppottunities appear in country .4,

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 rise in their export trade to A, involving a rise in the demand for
investible funds and a fall in the supply of those funds. It cannot.
-in 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 is unambiguous. A’s trade balance will become less favour-
able and money will tend to flow abroad, with the effect of
increasing there the supply of, as well as the demand for, investible
funds.

It might seem to follow from this argument that the localisation
of credit is a factor tending to spread prosperity and depression
from one country to another. But, even in the case considered
above, this is not necessatily true. It was pointed out in the
foregoing pages that in general—though there were exceptions—
the effect of localisation of credit was to limit the extent of booms
and depressions. In so far as it has this effect, it also limits the
rise in A’s imports, which will take place during an upswing
in .4 and so limit the extent of the stimulus to business in the out-
side world. If funds could be transferred to A from the outside
world, the increased investment there would have its repercussion
on imports, thus giving tise to an increased demand for goods in
the outside world. On the other hand, the transfer of the funds
will reduce the supply of investible funds in the outside world :
but it is conceivable that the latter effect will be less important
than the former. This is likely to be the case when, during a
depression, the supply of loanable funds is very elastic, the rate
of interest having reached a minimum level (set by institutional
circumstances) in the face of a very low demand, ‘Thus, localisation
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of credit may easily have the effect of hindering the spread of a
boom by hindering the boom itself.!
The disparate organisation of the wotld capital
International market opens up a new series of possible repercus-
trangfers  sions from changes which involve 2 transfer of
of demand. demand from one country to another. The unequal
development of credit in different parts of the
world means that any movement of the balance of trade in favour
of a country with a relatively highly developed credit structure will,
eeferis paribus, have a net inflationary effect in the world 2s a whole,®
. But, apart from this unevenness in the development of credit,
a movement of funds from one national credit market to another
brought about through changes in commercial currents will be
likely to have a net effect. Whether this effect is expansionary or
deflationary will depend on central-bank policy, confidence and
liquidity of the banks, elasticity of the industrial demand for
credit—all of which conditions are themselves largely dependent
on the phase of the cycle in which the countties concerned find
themselves when the change in demand occurs. In particnlar,
any very violent diversion of demand between countries, such as
may occur in the course of a world business cycle or as a result of
war or large-scale harvest fluctuations, will probably be deflationary
inits effect. 'The country losing money may be forced to contract,
while the conntry gaining money will be unable at first to employ
its new funds in investment.?
For the purposes of our exposition, we have so
Sectional  far contrasted two estreme cases : viz., a state of
mobility affairs with no international lending and investment
of eapital, at all on the one hand, and a world economy in
which there are no hindrances to the flow of invest-
ible funds from any one atrea to any other, In reality, of course,

+ Here the Neo-Marxian Theory of Imperialism referred to on page 85
comes to the mind.

s Cf, especially Viner, loc. cit.

* This factor, which is probably of very great practical importance,
bas been analysed with great force by Dr. Thomas Balogh, * Some
Theoretical Aspects of the Central European Credit and Transfer Crisis™
in International Affaivs {Journal of the Royal Institute of International
Aftairs), Vol. 11, May 93z, .
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while on the whole people do tend to lend and invest funds in their
home country to an extent which prevents the complete equalisation
of interest rates in different countries, there is normally a certain
amount of international lending and investment.

In order to investigate such intermediate cases more closely,
we must abandon the simplifying assumption that the market for
investible funds is completely homogeneous. In reality, there are
many sub-markets. One type of debt is not completely substi-
tatable for aniother. It is 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 sccurity, certain classes of
debts are held exclusively by co-nationals of the debtors.

Another factor closely connected with security of tepayment is
liquidity, or quick saleability—a quality which makes debts to
some extent a substitute for money, It is obviously more conve-
nient to have one’s current account with a local banker than with
onc whose offices are abroad.  Also, the fact that people prefer to
buy local securities is in itself a good reason for anyone’s keeping
that part of his wealth which he wants to be * liquid ” in the form
of local claims.

It therefore remains true that, even at a time

Mobilsty of when considerable international capital movements

short-ferm  may be taking place, a flow of money from country

and  Ato country B on current account——i.e., a8 payment
Jong-term  for goods and setvices exported by B in excess of
capital,  imports—will bring about a diminution. in the
supply of investible funds available in 4 and an

increase in the supply of investible funds available in B. If the
capital market were intetnational in all its branches, this would
not take place, There would be an incredse in the supply of
investment funds in B; but it would be available to entrepreneurs
in any country. In fact, however, the increased money in B will
be deposited with the banks, and will lead to an expansion in the
loans of the banks to industry and to the bill market, as also to
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an increase in the banks” holdings of sgcurities.  If the bill market

‘in B is 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. Similarly,
the high prices of bonds in B, due to bank purchases, may make
it easier for other countries to float new issues in B, and in addition
may induce holders of B bonds to exchange them for bonds of
other countries. The reverse process will take place in 4. In
this way, a part of the money which leaves .4 on current account
will  leak * back on sapital account, without, however, completely
aullifying the favourable effect on the supply of credit available
to borrowets in B or the unfavourable effect in .

It may be a permissible simplification of the situation to suppose
that there is a world-market for long-term bonds and shares, but
that working capital has to be provided by each nation from
national sources. We may suppose that, in the case of two
countries A and B, opportunities for the absorption of long-term
funds are opened up in .4, whether such opportunities arise in
connection with real investment or with the phenomena of a
stock-exchange boom. The result in either case is a flow of
loanable funds from B to 4, which may exceed the adverse trading
balance that 4 will probably develop as.incomes in .4 rise. Now,
if all sections of the capital market ‘were international in scope,
business-men in B would suffer from the rise in interest rates
consequent on the rise in the demand by A for loanable funds,
and would gain by the increased demand for B goods in 4. In
the circumstances of the supposed case, however, they will suffer
an additional handicap in that the flow of money from B to A will
induce the banks in B to restrict credit, and may render the supply
of working capital in B scarcer than it is in 4.

Even in the case of those sections of the capital

Cyelical  market which are comparatively international in
changes  scope, the degree of intemationalism depends upon

in the  factors—such as the policies of Governments and
mobility  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

world business cycle, when the conﬁdencc of investors is at a low
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ebb, foreign lending is specially avoided as more dangerous than
domestic lending, so that the brunt of the depression falls on the
borrowing countries, while countries which normally are capital-
exporting obtain some relief through the improvement of their
balance of payments. The tdle of capital movements in the
course of the world business cycle, however, is largely determined
by events on the foreign exchanges, to which subject we now turn.
The broad result of our analysis in this section is
Summary. as follows. The influences of a localisation of
investment and credit on the cyclical movement are
manifold. Sometimes the tendency is to damp down local booms
and depressions : sometimes the influence is the reverse. Every-
thing depends on the details of the genetral economic constellation.
While it may be said that the existence of transportation costs (that
is, of a certain localisation of real goods) tends definitely to distutb
the uniformity of the cyclical movement in the world and to make
local booms and contractions possible, no such general statement
can be made about the localisation of investment and credit in
general. Given the existence of transportation cost and the
geographical distribution of resources, it cannot be said that
increased mobility of capital tends to synchronise the cyclical
movement in all countries nor yet the reverse.

§ 4. DIFFERENT DEGREES OF NATIONAL CURRENCY AUTONOMY
_AND THEIR INFLUENCE ON THE CYCLICAL MOVEMENT

' We have hitherto assumed 2 single basic money
Degrees of throughout the world, in terms of which all prices
independence. and debts are espressed, constituting together
with bank notes and deposits, which represent
essentially promises to pay the basic money, the sole medium
of exchange. We shall ‘now attempt to bring out the full
significance of this assumption for the course of the cycle by
confronting this unified, wotldwide system with a aumber of less
unified systems.
Recapitulating partly what has been said or implied in previous
sections, we shall have to work through a whole series of cases,
in which the monetary systems of the various countries become
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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 in the monetary systems of
different countries : ie., completely free exchanges.!

- When we wete arguing on the assumption of a

A unified  closed, spaceless system, we postulated the existence

money systerr of some basic money such as gold and a note circu-
with mobility lation on that basis issued by a central bank. The
of capital. central-bank money (which includes deposits with
the central bank) forms in turn the basis for a credit
structure built up by the commercial banks. Evidently, we must
make some assumptions about the supply of the central-bank
money : that is to say, we have to define the policy of the bank
of issue in respect to the ratio between the note circulation and the
gold reserve which it seeks to establish at any given moment of
time.

Our previous postulate was maintained when we first introduced
the space factor by assuming a certain geographical distribution
of resources and transportation cost for goods and services. The
same money circulated everywhere, and the conditions of the
supply of investible funds as furnished by the central bank, com-
metrcial banks or other sources were everywhere the same. We
saw that in this case, in spite of the fact that the supply of investible
funds was uniform—consisting, as it did, of a single pool to which
would-be borrowers from all parts of the system had equal access—
local booms and depressions wete not excluded because, owing to
a certzin localisation of real tesoutces, the demand for investible
funds might be concentrated in particalar localities.

We may conceive of the central-bank money as suppled by a
single institution with branch offices in various localities, all of
which pursue the same policy. They issue 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—is pooled and not kept separately for each
branch.

1 Professor John H. Williams has attempted a similar analysis : ** Inter-
national Monetary Organisation and Policy V', in Lessons of Mowmsiary
Expeviencs, New York, 1937. Cf. also Viner, loc. sit,
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So long as we adhere strictly to the assumption
Decentralised that perfect mobility of investible funds implies -
banking with 100% equalisation of intetest rates, we do not raise
mobility of any basically new problem if we proceed to assume
sapital.  that the issue of money in each area is effected by
independent institutions. Each area has its own
central bank; but the money such banks issue is expressed in the
same units and is accepted everywhere. All of these banks are
forced to pursue the same policy. If one of them charges a lower
rate for discounts than the others, it will be overwhelmed by an
inctease in demand divetted from all the others.  Either its rate will
have to be raised again, or else the other banks will have to follow
suit by lowering theirs in order to retain their customers. Supply
conditions for investible funds will still remain the same everywhere,
and it will be impossible for one country separately to effect a local
expansion ot contraction by a manipulation of the supply of funds.
Differences in prospetity between countries can only come from
the demand side. (An attificial increase in demand can of course
be brought about for any particular country by State intervention
—¢.4., by State borrowing for public works. Whether and to
what extent the ensuing boom will be Iocalised will in such case
depend on the localisation of tesoutces, transport cost and the
flow of purchasing power—that is, on the way in which the flow
of new money is distributed by the successive recipients as between
home goods and import goods.)

The problem remains of how the terms of lending, which must
be the same for all the banks of issue, are determined.! Several
systems ate conceivable. The system which is the most important
in practice is to make the determining factor some ratio-—not
necessatily constant—of the note citrculation to a gold reserve,
If the gold-reserve tatio of any one of these banks falls to a level
which is considered as the lower Hmit, it will restrict lending. But,
since we still assume perfect mobility of capital, the effect of this
will be that borrowers are diverted to other banks, and that there
is merely a redistribution of borrowers as between the different

...... * The same problem arises in a *“spaceless™ economy, if there are
several banks of issue, or in @ * 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 bypothesi a petfect market for loanable funds.
This analysis may seem somewhat strange and
Central-bank unfamiliar. Our actual gold-standard experiences
policy with are certainly very different. The reason is that we
localised  are not really accustomed to assume perfect mobil-
eredif. ity of loanable funds, although we ate 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 closet to the familiar realities of our gold-
standard experience. _

We 'shall continue to atgue on the basis of a gold standard,
under which the money is evetywhere convertible into gold and
a certain minimum ratio between thé monetary circulation and the
gold reserve is maintained. But we now propose to assume a more
ot less complete localisation of credit, and especially of central-
bank credit. This will give the monetary authorities a somewhat
wider scope in the pursuit of a policy of expansion ot contraction
by means of variations in the supply of investible funds, independ-
ently of what happens in other countries. The central bank of
any patticular country need not be afraid of being swamped by an
immediate flood of demand for credit if it lowers its rate below the
rate ruling in other countries. Needless to say, there are other
limits to an independent policy in the fact that we still assume a
common monetary standard : viz:;, gold. These lmits depend
on (@) the degree of localisation of credit and (&) the degree of
closeness of trade connections as determined by the localisation
of resources, transportation cost and the direction which is given
to the flow of money by its successive recipients.! Up to a certain
point, these limits can be widened by increasing tariffs and other
impediments to the import of goods.

Within these limits, the central bank of a country may try to
offset expansionary or depressing influences from other countries,
If, for example, the balance of payments takes an unfavourable

1 Cf. Paish, loc. ¢it., who introduces the concept of * the Marginal

Propensity to Import .
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turn and gold is withdrawn from the central bank for export, the
central bank may maintain or even increase the amount of its
liabilities by the purchase of some other form of asset such as
Government securities. Thé length of time for which 2 country
on the gold standard can persist in 2 policy of neutralising inflows
and outflows of gold is, however, limited, in the case of an outflow,
by the stock of gold in the possession of the central bank and, in
the case of an inflow, by its stock of saleable assets other than gold.
Fven within these limits, the monetary authorities may be unable
to *“ insulate  the country against fluctuations in the money flow
due to international causes. Few would question their power to
check a tendency to expand by means of a restrictive credit policy :
but the deflationary effect of an unfavourable change in the balance
of trade may be too strong to be counteracted by any purely
banking policy. A mere maintenance of the outstanding volume
of central-bank money (notes and deposits), while it obviates the
necessity for the commercial banks to pursue an active policy of
credit restriction, is probably insufficient to compensate the defla-
tionary effects of an adverse balance of payments. It cannot
completely compensate these effects unless the adverse balance is
“ caused ” by an export of capital in the shape of purchases of
foreign exchange and sales of Government and other national
secutities. If the cause of the adverse baladce is a switch-over of
demand from home-produced goods to foreign goods, we may
presume that the higher price of Government securities and the
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 2 system as has been discussed is
its ability to prevent the *secondary” unemployment which
will otherwise follow a temporary dropping-off in foreign demand,
and to counteract to a large extent the export of capital and the
decline in capital imports. The chief disadvantage of the system
is its tendency to give rise to doubts as to the maintenance of the
gold parity, and encoutage large-scale capital movements which in
turn render much more difficult the task of maintaining the gold
parity.
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By mentioning the possibility of a variation in

Different  the exchange ratios between the various currencies,

national  however, we introduce a new factor of considerable

mongy anits. importance into our analysis. This we must now

investigate more closely. So far we have assumed

that there is the same money in all countries, We shall now

suppose that each country has a money of its own—dollar, pound

stetling, franc, etc.—which within its frontiers is everywhere

acceptable as payment for goods and services, taxes, etc., but is not
normally acceptable outside these frontiers,

So long as we assume these currencies to be closely linked by 2
common standard which involves a constant exchange ratio be-
tween these currencies, and so long as we assume that no question
atises in any quarter as to the stability of these exchange rates, and
that nobody anticipates the possibility of a variation in these rates,
no new problems of any importance are raised by the introduction
of a variety of naticnal monetary units.

A new element of great importance, however, is introduced into
the analysis when the possibility arises of variations in the exchange
ratios between the different currencies? It is not even necessary
that such exchange variations should actually take place. The
mere anticipation or apprehension of exchange variations will
suffice to give tise to speculative movements of capital from one
cutrency to another. People will naturally prefer to hold money
{(and claims expressed in money) which is cxpected to appreciate
than to hold money (and claims expressed in money) which is
expected to depreciate. 'The 'movement of capital will probably
affect also the equities of the two countries, as well as the bonds, un-
lessthere is some reason to expect that a relative rise in dividends will
take place in the country whose currency is expected to depreciate.
Speculation on foreign exchange, like all specula-

S{;‘: bation tion, plays 2 double réle. Tt may have a tendency
W:x;big::g” cither to offset or to accentuate disturbances

arising from other sources. If it is believed that
no change will take place in the exchange rates, short-term

" % This new element clearly may arise without the previous introduction
of a variety of national monetary units, But it would seem oonvement
to introduce it together with the latter.
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capital movements of a stabilising chdracter will appear whenever
the other items in the balance of payments tend to disturb those
rates. In the case of a long-continued movement in one direction,
such as might be caused by a transfer of demand for goods from
country A to country B, speculative capital movements from B to
A may offset the eflect on the exchanges for some time; but later,
either money (gold) must flow from A4 to B, or A’s currency must
depreciate with reference to B’s.  If, however, the adverse develop-
ment of .A4’s balance on trading account is expected to be sufficiently
considerable and sufficiently lasting to cause a transfer of gold
from A4 to B on such a scale as to lead to the abandonment of the
gold standard by A, there will be a ** flight ** from A4’s currency to
B’s, which will accentuate the gold export and either advance the
day when the gold standard must be abandoned or force 4 to 2
more severe deflation than would otherwise be necessary. Antici-
pations regarding movements in the foreign exchanges tend to
their own fulfilment. Similar pessimistic expectations, with
similar unfortunate consequences, ate likely to be aroused by any
signs of unwillingness on.4’s past to exercise a deflationary pressure
in response to an adverse trade balance, or by such devaluation on
the part of B as makes a more adverse trade balance for A4 probable,
Undet a gold-standard regime, the appearance of capital move-
ments of the type described is an unhealthy symptom. It means
that the regime is thought to be in danger of breaking down.
When, on the other hand, national policies cease to regard the
maintenance of exchange stability as something which must
take precedence over all other considerations, and when even a
single important group of countries decides to envisage the use
of exchange variation as an instrument of economic policy, specula-
tion regarding the probable movement of the exchanges, and
capital movements in connection with such speculation, are normal
and inevitable featutes of economic life.
Before proceeding to enquire what happens to
* Exchange the business cycle in conditions where countries use
standards”” exchange variation as an igstrument of economic
' policy, we should pethaps pause to consider the
cyclical implications of some of the other methods—i.e., the
methods other than the gold standard—of maintaining exchange
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stability. So far we have assumed that cach country offers to
exchange gold at a constant rate against its own cutrency, and keeps
a reserve of gold which varies in some ratio with the volume of the
monetary circulation. An altetnative method of keeping the
exchanges stable consists in buying and selling foreign exchange
at a fixed rate and in treating foreign means of payment and claifns
thereto (balances abroad) as reserve instead of gold. These are
the famous “ exchange standards *—* gold exchange standard 7,
“ sterling exchange standard ”, * dollar exchange standard , etc.
For convenience, we shall refer to the countries whose central
banks hold their reserves in the form of assets expressed in the
monetary unit of some other country or countries as * exchange-
standard countries 7, and t¢ the countries whose exchange provides
the standard for the first group as * reserve countries ) A
group of countries in which some (the “ exchange-standard
countries ') kecp 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 bloe”. 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.?

From the point of view of the individual exchange-standard
country which thus * pegs ” its exchanges to some otherx curzency,
the external money mechanism is exactly the same as under the
gold standard; and the limits and possibilities of action to obviate
expansionary or depressing influences from outside also remain
in principle the same, I the policy is catried 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” is a little too parrow, because
it suggests that the * reserve 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 inflaie too. '
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money, there is no diffetence from an otdinary gold standard. Ifit
is carried through by some othet Government department which
issues no money, such as an Exchange Equalisation Fund, the
effect is still the same, though the details are slightly different.? If
the central bank sells foreign exchange, it diminishes its liabilities
to the public (including the commercial banks) and so stimulates
credit restriction. If the Exchange Equalisation Fund sells
foreign exchange and adds to its balance at the central bank, the
public’s balances must diminish pre #anéo and credit restriction will
follow as before.

From the point of view, however, of the world as a whole, the
adoption of the exchange standard in preference to the gold
standard may make a considerable difference to the money supply
and may thereby affect the cyclical movement.

The transition from the gold standard, where every country
holds a gold reserve in a certain proportion to its circulation, to
a system where a number of countries hold no gold is bound to
have an inflationary effect or: the world as a whole. A change in
the opposite direction tends to have a deflationary effect.

’ " The very existence of such a system—and not

The excchange merely its introduction or abandonment—is likely
standard  to exert some influence on the supply of money in

in operation. all the countries concemed. Under the gold stan-
dard, any one couatry that expands faster than the

others will lose gold and be forced to stop expanding. With sotne
qualifications, which follow from what has been said in the previous

+ A policy of “ offsetting * influences operating through the balance
of international payments on the internal situation which has been pro-
nounced to be the main object of the various equalisation accounts
(¢f., e.g.. N. F, Hall, The Exchange Equalisation Account (1935), passim)
can be pursued and has frequently been 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 British
fund compare also ¥, W. Paisb : “ The British Exchange Equalisation
Fund in 1935 ", Ecomomicd, 1936, Jdem, 1935-1937, Economica, 1937.
8. E. Harris, in his Exckange Depreciation, 1938, discusses also the
American experience, On various technical points compare zlso
Th. Balogh : “ Some Theoretical Aspects of the Gold Problem *, Economica,
1937, and the Memorandion on Monsy and Bawking, Vol. I, published
annually by the Economic Intelligence Service of the League of Nations,
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sections, we may say that, under the gold standard, the country
with the least-rapid expansion sets the pace for the whole system.
Under the new system, where a number of countries belong to a
single monetary group in the sense defined above, this restrain-
ing force will cease to operate in one direction. The reserve
country or countsics, even if they themselves are “on gold ”,
need not be afraid of losing gold to the dependent exchange-
standard countries. This restraining force Is, however, still
effective in the opposite ditection. When the exchange-standard
countries expand more rapidly than the reserve countries, the
monetary reserves of the former—that is, their balances with the
latter—tend to be depleted.

The mechanism of the exchange standard may however,
provide automatically a certain substitute for the gold brake,
zlthough an unreliable and a weak one. Suppose an expansion
takes place in the reserve countries, and their balance of payments
vis-d-pis the exchange-standard countries becomes unfavourable
in 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 in the reserve countries, the latter—while suffering no
reduction in their own gold, ot other, reserves—will nevertheless
experience scme deflation. Money will have been withdrawn from
circulation, as it were, and stetilised in the form of demand deposits.
This deflationary effect will be attenuated almost to vanishing-
point, if the extra reserves of the exchange-standard countrics are
invested on the bill market or in securities. In any case, the
expansion in the reserve countries will not experience to the full the
usual “ braking > effect of the rise of the adverse trade balance—
namely, 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 others, it exerts an expansionary effect
on the latter by strengthening their gold reserves. With the
exchange standard in operation, this expansionary influence ceases
to be effective in the direction from the exchange-standard coun-
tries to the reserve countries. If an exchange-standard country
expands, the reserve countries do not experience an increase in
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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 tcmptecl to
expand also.

From this argument it 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 it would under gold-standard conditions, because the exchange-
standard countries will benefit (suffer) both in respect of their trade
and in respect of their reserves while the reserve countries will nat,
as under the gold standard, lose (increase) their reserves. Simi-
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 ate considering a gold-standard system where Iocali-
sation of credit is not complete, Suppose, for example, an expan-
sion in reserve country A4, .A’s trade balance with exchange-
standard country B deteriorates; but capital movements from B to
A may be induced in such quantities that .4’s balance of payments
with B actually imptoves. Under gold-standard conditions, A4’s gold
reserve will tise in spite of the adverse trade halance; and this will
help to increase liquidity and the supply of funds through the
machinery of the banking system in 4. ‘The effect of the exchange
standard may well be such as to counteract the influence of these

_capital movements. When capital moves from B to 4-—that is,
when B’s citizens are buying A’ equities—the central bank in
B will be forced to realise on its reserves. It may, .z, sell A’s
Government secutities if its reserves are invested in 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 point
Variations in raised earlier in this section—viz., the influence on
exchange  the cyclical movement of systems which either use
rates. variations in the exchange rate as instruments of
policy or allow the exchanges to vary whenever the

fotces of the market tend to bring about a change in the rate.
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We have seen that a most important—and, we may say, very
disturbing-—consequence of systems in which stability of the
exchanges is no longer regarded as axjomatic is to be found in the
extensive and irregular capital movements to which such systems
give rise. By “irtegular capital movements* we mean move-
ments which are not induced by differences in the interest rate and
do not therefore necessarily proceed from the rich countries to the
poot countries, but on the contrary (so to say) © up-stream °, and-— -
what is perhaps the most disturbing feature of all—are subject
to rapid 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 in the exchange rate with different intensity. In
the case of small countries where exchange transactions are fami-
liar, or populations (¢.g., in Central Europe) where the memory of
drastic depreciation of the currency is still fresh, a slight change
‘or the danger of such a change will mean more, and will induce
a more violent reaction, than in othet countries. Futthermote, the
cffect 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 concemed,
it is impossible to generalise : each case must be considered on its
own merits. In a general way, we can only say that unstable
exchanges unquestionably hamper normal international lending.
They ate one of the most powetful obstacles in the way of equali-
sation of interest fates between countries. The irregular capital
movements to which they give rise introduce an erratic factor
which may considerably distuth the cyclical movement, giving it
sometimes a quite unezpected turn.

After these general considerations, we shall now discuss two prob-
lems : (1) the consequences on the business cycle of a definite act of
devaluation—that is, of a deliberate and substantial change of the ex-
change rate, and (2) certain peculiarities (not to say paradoxes) arising
under a system of  free exchanges ”—that is, under a system where
the exchanges are allowed to vary with the variations of supply and
demtand in the market and no attempt is made to keep them stable,
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Recent years have provided many examples of
Currency  deliberate and substantial changes in exchange
devalsation. rates. Since the gold value of a currency is still
regarded as the norm, and since the initiative is
almost invariably taken by the countty whose currency is depre-
ciated, these changes in the exchange rate ate commonly referred
to as a depreciation or devaluation of a currency in terms of the
other currencies, although the depreciation of one currency
necessarily implies the appreciation of the others. The conse-
quences of these changes on the international and domestic trade
of all the different countries involved have been extensively
discussed in connection with recent experiences.! It is not pro-
posed to reproduce all the arguments which tnay be, or have been,
advanced for or against devaluation under the various possible
circumstances. It is proposed, instead, to apply our analysis of
the cyclical movement in order to trace the main channels through
which alterations in exchange rates are likely to exert an expan-
sionary or depressing influence on the national economies con-
cetned, 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 it easier for the reader to follow the analysis, we
shall refer to the countty or countries whose currency has been de-
valued as “ D countries »* or simply * D > and ta the country or
countries whose currency has appreciated as “. countries ” or “.A4”. -
We have first the effect of an act of devaluation
Effucts on on the flow of goods—i.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
is cleatly expansionary for the D country. Exports are stimulated;
imports are made more difficult. Export industries and industries

' Oompare the exhaustive treatment by S. E. Harris, Exchange
Dspreciation (Cambridge, Mass.), 1935
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which compete with imports will benefit.  Their demand for inves-
tible funds will rise, or cease to fall off, or cease to fall off so rapidly;
and this will have favourable repercussions on other trades. The
fact that imported raw material rise in price in terms of the domestic
carrency is unlikely to nullify altogether the benefits referred to.
.So far as these raw materials enter into export goods, their rise in
price will offset only a part of the export premium afforded by the
depreciation of the currency. So faras they are used for domestic
purposes, the adverse influence may possibly be more potent.

Devaluation has a favourable effect, not only on the demand for,
but also on the supply of, investible funds. The augmentation
in the supply is due to the increased gold reserve resulting, not
" merely from the improvement in the balance of trade, but also from
the marking-up of the value of the existing reserve in terms of the
local cusrency, If there was a pressure on the gold reserve of the
central bank, it will be lessened or removed; and so an obstacle
to recovery may be eliminated.

For similar reasons, in so far as the influences on exports and
imports of goods and services are concerned, the effect of a variation
in the exchange rate on the .4 country or countries will tend to be
depressing,

What will be the influence on the world as a

1
on :gf;?::;d whole ?  Will the combined effect on both the D
25 @ whols and the A countries be expansionary or deflationary ¢

So far as the influence exerted through the supply
of investible funds is concerned, it is possible to make some
generalisations. If, as is likely, the devaluation takes place
under the pressure of a declining gold supply, and if the A
countries have an ample gold reserve, the combined effect
will be expansionary. The result will be an alleviation in the D
countries and no particular “* tightness  in the A4 countries. If the
roles of the two groups are changed, the result will be the opposite.

We may also put it this way. The result will be expansionaty if
the devaluation constitutes a movement towards an “ international
equilibrium *, and deflationary if it leads away from equilibrium—
the criterion for an international equilibsium being the absence
of persistent gold movements and of abnormal capital movements
motivated by an anticipation of a fall or rise in the exchange rate,
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Again, it will be expansionary when it corrects an * over-valuation ™
of the depreciated, and an “under-valuation ® of the appte-
ciated, currency : it will be deflationary when such a disparity is
accentuated.! The criterion of over- and under-valuation is
the divergence from the equilibrium level as defined above.?
Naturally, the devaluation may be so strong as to create a disparity
in the opposite sense. It is common knowledge that this has in
fact frequently occurred.

It is much more difficult to say anything definite on the world
effect, so far as the influence on the demand for investible funds
is concerned. In the D country, owing to the encouragement of
exports and discouragement of imports, the demand for invest-
ment funds will be stimulated. In the A4 countries, the demand
will be unfavourably influenced, even if (owing to the existence of
ample reserves) the supply of investible funds is not affected at all. -
It ts impossible to say whether the expansionary effect in D or the
deflationary effect in A will be stronger. Much will depend on
certain Jags. If, for example, a cumulative expansion process in
D has time to develop before a contraction in A4 has got under
way, it will have favourable repercussions on 4, so that 4 may
be relieved from the initia]l pressure produced by the devaluation.

It is, however, probable that the total result will

Effect on  be dedisively influenced by other factors to which we
capital  must turn now, We are thinking of the influences
movemenis, - which a variation in the exchange rate may exert
through capital movements and possibly through

“ psychology . (In practice, there are, of course, still other
factors to be consideted—viz.,, the probability of retaliatory
measures in the sphere of currency manipulation or of commercial
policy. There is also the effect on the international economic
policy of the D country itself to be considered. The devaluation
may enable a country to relax impediments to international

! Compare P. B, Whale : “ The Theory of International Trade in the
Absence of an International Standard * in Ecenomica, London, February
1936, pages 33 and 34, for a discussion of the terms ¥ over-valuation b
and * under-valuation”, and Harris, loc. cit., passim.

* Measnrements of purchasmg-power-panty ™ based on comparisons
of price levels or of changes in price levels it both countries afford only
very rough and unreliable criteria of over- and under-valuation.
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trade such as quotas, tariffs or exchange restrictions., These
considefations may sometimes be of vital importance : but they fall
outside the scope of the present study.)

A devaluation is bound to have 2 strong influence on the move-
" ment of capital; and the fundamental effect on the trade currents
may be blurred as a result.  Since it is not probable that a devalua-
tion will come quite unexpected out of the blue, it may be assumed
that it will be pteceded by capital outflows from the D country.
After the operation has been accomplished, it is likely that these
capital flows will cease or even be reversed. It will be apparent,
if this happens, that the operation of these developments does not
run coumnter to the fandamental influence exerted on the D and 4
countties through the effect on the export and import of goods
and services, but, on the contrary, accentuates and anticipates it.
In this case, the devaluation will be regarded as successful from the
~ point of view of the D country. ‘This result depends, however,
on certain expectations being created—in particular, the expecta-
tion that the devaluation will be definitive for a considerable time
to come, It does not necessarily follow that this expectation will
be created. The devaluation may be regarded as no more than a
first step, to be followed by others in the same direction. In that
case, capital movements away from the D countries may be induced,
and the favourable effect on the supply of investible funds in the
D economy will be postponed.

While ordinatily the effects of devaluation in a single country on
the world situation—through changes in the trade balances and
revaluation of the gold reserves of the countries affected—may be
said to be on the whole inflationary, the capital movements which
may be induced will probably have a deflationary effect on the
wotld as a whole; and the deflationary effect may be stronger on
balance than the inflationaty effect.

o Otdipary capital movements—i.s., movements

Deflationary induced by disparities in interest rates ot profit rates

effects of  in different countries——must be counted as expansion-

capital flights. ary, because money which may have been in part

hoatded in the country of origin owing to its lower

rates of interest will be invested to a greater extent in the capital-
“importting country because of its higher 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 is 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, is much larger than any “ normal ” capital
movement could be; and they may expose the capital-exporting
country to a much more serious drain of gold than is likely to
develop in a short period of time from an adverse movement in
the trade balance. Consequently, the funds will in all probability
tend to move from a country with a high rate of intetest to one
with 2 low rate, : :

This in itself would render probable the view that the capital
movement is deflationary : but, in addition, there is the attitude of
the teceiving country to the extraordinary import of capital to
be taken into account. It will be realised that funds of this
pature are liable to be withdrawn as quickly as they appear.
Banks with which foteign 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 in its gold reserve
occasioned by the afflux of foreign funds is liable to disappear at
short notice, and will refrain from expanding central-bank
money accordingly. Thus, while the flow of funds will cause
a considerable feduction in investment in the countries from
which it comes, it will be largely sterilised in those to which it
goes. - '

We turn now to the discussion of an extreme case

Free in our scale of possible relationships between the
exchanges. currencies of different countries—viz,, the case
where the different natfonal currencies are com-

pletely independent of one another. This is the exact opposite
of a completely unified world monetary system. This system of .
“ free exchanges ”, as we may call it, gives rise to a number of
peculiat reactions, which stand in sharp contrast to our familiar
gold-standard experience. It is not suggested that such a system
has ever existed in a pure form. It is nevertheless instructive to
enquire into its probable consequences : first, because there are
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monetary arrangements which come near (and tendencies which
‘would bting us near) to such a system and, secondly, because
certain implications of familiar views derived from gold-standard
experience are brought out very clearly by contrast.?

Let us first give a precise definition of what we understand by
“ complete independence of two national currencies”. Independ-
ence implies, of coutse, 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 interferes in order to stabilise the exchange at any
particular level. While, under the gold standard, a disparity
between demand and supply in the exchange market leads to a
flow of gold from one country (or tegion) to the other, no such
money flows are possible under the “free-exchange system?™.
While, under the gold standard, equilibrium in the balance of
payment is eventually restored by contraction in the amount and
flow of money in one country and expansion in the other, with
free exchanges this equilibrating function is assumed by variations
in the exchange rates. The free-exchange system may also be
described in the following manner. The money circulating in
any given country is strictly confined to the territory of that
country. There is no arrangement to enable money in one
country to be transferred to another country and used there for
"paying debts and buying goods, whether directly or inditectly
through the intermediary of a central bank or an Equalisation
Fund with @ stock of foreign money which it sells at 2 more or
less fixed price against domestic money, thereby contracting the
circulation of the one, and expanding the circulation of the other,
cutrency.® Anyone who wishes to buy foreign means of payment
for the purpose of buying foreign goods or making investment

t Compare the very illuminating article by P. B. Whale, op. cit.,
pages 24 and 38.

* We shall see that it would be mcorrect or, rather that it would beg
important issues and exclude important eventualities if we were to
conclude from this that, in any given country, the total demand for goods
in terms of money (MT) remains constant in face of changes in the
international transactions (owing to fluctuations in commodity tra.de 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.
- Whea considering a state of affairs whete varia-
The tions in the exchange rate are used to restore
impact ” equilibrium in the foreign-exchange market, we are
rate of  confronted at the outset with a difficulty.] At any
exchange.  given moment, there is a volume of international
payments to be made under existing contracts. If
there is a deficit in country A4’s balance at a certain point of time,
it is by no means certain that it can be wiped out by any vatiation
in the exchange rate. Whether this is possible ot not depends on
the currencies in which the debts falling due at a given moment are
expressed. “If all payments contracted for between two coun-
tries are fixed in terms of the currency of one of them, it is cleat
that no variation in the exchange rate can alter the relation between
the two sides of the account.”? If all the credit items of country .
D are expressed in D’s currency and all debit items in A’s currency,
a deficit in D’s account will for the moment be aggravated by 2
depreciation in D’s currency (although, if the. depreciation had
time to exert its influence on exports and imports, it might restore
equilibrium). The deficit could immediately be wiped out by an
appreciation in IX’s currency; but it is difficult to see how the
market mechanism can produce such an appreciation under the
assumed circumstances : for, if thete is a deficit in D’s balance,
D’s demand for A’s money will rise and .A’s currency will appre-
ciate—which, as we havc seen, agpravates the situation. (This
is what GrRARAM calls a “ self-inflaimmatory * exchange variation.)
It is only when D’s debit items are fixed in D’s currency and its
credit items in A’s currency that we can expect the exchange
market to achieve a smooth adjustment automatically through
a depreciation of D’s currency.

(14

* ¥, D. Graham has called attention to this difficulty in his article
“ Seli-limiting and Self-inflammatory Movements in Exchange Rates™
in Quarterly Jowrnal of Economics, Vol. 43, Pebruary 1929, pages 221-249.
See also by the same anthor : Exchange, Prices and Production in Hyper-
snflations : Germany 1920-1923 {1930), pages 136 & seq. Compare also
P, B. Whale, op. cit., pages 27 and 28,

t P. B. Whals, op. cil,, page 27.
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We may, however, get round this difficulty

Transfer of (which is probably of no practical importance) by
demand  telaxing our assumptions a little, so as to allow of
wnder *“ free  some private or official transactions with the object
exchanges 7. of preventing these short-term fluctuations. Sup-
pose, then, that there are no capital movements at

all other than those involved by the ephemeral transactions just
mentioned. In these circomstances, a switch-over of demand
from country D to country 4 occurs! by reason (say) of a change
in the taste of the consumets in .4 and for D, ot the introduction
of a new tariff in A4, or a rise in cost of production in an export
industry of D, or a reduction in cost in a competing industry
in A. In the assumed conditicns, the value of D’ currency
must fall relatively to that of .4’s currency. The farther it falls
the cheaper will D goods become in terms of A’s currency and
relatively to A4 goods. If the elasticity of demand for imports in
terms of the local currency can be assumed to be greater than unity
both in A4 and in D, D will spend less DD money on imports from .4
and A will spend more .4 money onitports from I,  The rate of
exchange will be such as to equilibrate the value of D’s import (A’s
expotts) and A’s imports (D’s exports). * Thus, the mote elastic the
reciprocal demand of 4 and D for each other’s products, the less
the need for I’s currency to fall in value relatively to .A’s currency.?
What will be the consequence of this change on the internal
situation in .4 and D? Under the system of * free exchanges ",
there is no flow of money between countries. D’s banking
system is not any less liquid, or .4’s any more liquid, in consequence
of the change in demand than before. There is thus no reason
for a change in the supply of investible funds in the two countries.
Nor is it clear how the demand for investible funds will be affected.
'The initial transfer of demand meaat greater profitability in the

' We call the two countries A and D in order to keep in mind that A
is the country the currency of which will appteciate, and D the country
the currency of which will depreciate. '

1 If we suppose the two couniries to have close trading conneections,
with competing industries and potential export and import capacity,
we may safely assume an elasticity greater than unity. This is still truer
of one country vis-d-vis the rest of the world.
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A industries and less profitability in the D industres directly
affected; but the modification in the exchange rate provided an
exactly equivalent stimulus to the D industries and a setback to the
A industries. ‘The conclusion must be that, if the transfer of
demand from D to. A has any effect whatever of a stimulating or
depressing nature on either D or A, it must be because of some
peculiatitics in the industries involved. In both countries, there
is a horizontal shift in demand; and the outcome will depend on a
number of factors which have been analysed in an earlier chapter,
The only a prieri justification we might have for expecting an
upswing in 4 and a downswing in D is that the initial switch-over
in demand may be anticipated by the industries concerned to a
greater extent than the counter-effects on expott industries as
a whole due to exchange variations. _
‘It will be noted that this is very different from
Comparison what we are accustomed to expect under a gold-
with standard regime. We have, ¢.g., argued that, under
20ld 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 ate
shut out from the market of the former. This rle does not hold
good under a system of freec cxchanges. The difference between
the two systems may become clearer, if we put it in yet another
way. Assuming no capital movements, an increase in exports.
from country 4 to country D under a free-exchange system will
produce an immediate equal increase in imports.  Under the gold
standard, some time will elapse before the effect is apparent. In
the meantime, money will low from D to .A—or rather, under a
one-sided or two-sided exchange standard, modey will not flow
physically, but the central bank in 4 will expand on the basis of
increased balances in D. ‘This intermediate step is cut out under
‘a system of free exchanges; and thus the necessity for expanding
in the one, and contracting in the other, country is eliminated.*

* It is interesting to note that, frequently, free traders use arguments
which are appropriate (as a short-run proposition) onty to a free-exchange
system and not to a golkd standard~—e.g., when they point out-that a
decrease in imports must be followed by a decrease in exports and vicz versa.
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By reasoning not essentially different from the
Localisation above, it can be shown that, under free exchanges
of prosperity without capital movements, there will be no
ard tendency for prosperity or depression to commu-
depression.  picate itself from country to country. On the
complete.  other hand, they will tend to spread more tho-
roughly throughout all the industties within the

country than they do under gold-standard conditions.

Suppose an expansion process is statted in country D, Prices
and incomes rise, Imports will go up, and D’s currency will fall
relatively to 4’s currency. But, pari pasiz with the rise in imports,
exports will grow, so that the boom in D will develop unweakened
by a drain of money abroad. Countty A, on the other hand, will
experience an increase in exports no less than in imports, Whether
on balance these two changes will be expansionary or deflationary
will depend on the same set of circumstances as the expansionary
or deflationary character of a horizontal shift in demand. Under
a system of free exchanges, the powerful factor which uader a
gold standard dips the balance on the side of expansion—viz., the
inflow of money—is lacking. By analogous reasoning, it 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 cartier of
the boom and depression bacillus—namely, the flow of money
across frontiers.

Let us now consider the effect of capital movements

Capital  under a system of free exchanges. Suppose people

movements in D seck to invest money in A for any reason, or

snder free people in A seck to borrow money from D. No

exchanges. money can move; but the demand for .4 money rises,

and I’s currency falls in value accordingly. D’s

exports rise, and for imports fall, by the amount which is being

invested abroad. ‘The capital movement at once brings about

an export surplus in D’s balance of trade, which is an import
surphus from A’s point of view.

The effect of this movement on I, the capital-exporting country,

is very likely to be expansionary. Demand for goods as a whole
has certainly not fallen : but it may well have risen if even 2 small



Chap. 12 Infernational Aspects of Business Cyeles 447

part of the money which secks investment abroad comes out of
hoards, or would have been hoarded if thc transfer abroad had
not been possible.

In the capital-importing country .4, the effects are the contrary—
viz., deflationary. The money which people in D want to invest
in A can be made available only by an import surplus in . 4—that is,
it is withdrawn from the sales of 4 products. More goods ate
offered for sale in A : but total demand has not risen. It will be
seen that this deflationary effect obtains even on the most favour-
able assumption : viz.,, the assumption that the money made
available in A4 for investots in D is spent on goods—i.e., is really
invested. If—as may be the case with speculative movements
of capital-—a part of the money is kept in liquid form, the
deﬂatlonary effect is accentuated.

From the point of view of our gold-standard

Contrast  expetience, it appears highly paradoxical that the

with capital-exporting country should be stimulated

g0l standard. and the capital-importing country dcprcssed as a
result of capital movements |

The difference between the modus eperandi of the two systems
may again be put this way. Under a gold standard, capital export
will usually not produce an immediate corresponding movement
of goods! It will first lead to a money flow, which will then
induce a flow of goods, This intermediate phase is cut out under
the operation of a system of free exchanges.

In the light of this analysis of the effects of capital movements
under free exchanges, we may reconsider the case of a switch-over of
demand from D goods to A goods. DF’s currency will depreciate.
This may induce speculative capital movements, Suppose the
movement of the exchange is believed to be temporary and likely to

* Under exceptional circumstances, it may happen that the momey
which D lends to A4 is spent in 4 entirely on D’s or A's export goods, so
that the change in the balance of trade is brought about withont friction
-—that is, without a relative or absolute contraction in the lending, and
a relative or absolute expansion in the borrowing, country. (Compare
R. Nurkse, Isternationsle Kapitalbewegungen, Vienna, 1935, pages 121,
1zz and i44.) Owing, however, to transport cost and the resulting
localisation of demand for goods, this will rarely bappen to the extent of
100%, of the sum transferred.
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be reversed—as it will be, e.g., in the case of seasonal moverments.
It 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 initial transfer of demand and will to some extent obviate a fall
in D’s money. It will also produce an import surplus in D, The
result—in accordance with familiar gold-standard experience-~will
therefore be that the transference of demand stimulates business in
the country to which the demand is transferred, and depresses it in
the country from which the demand is transferred, ‘The réle of gold
movements is thus taken over by speculative capital movements.
It is, however, clear that things may take an entirely different
tura, and that the gold-standard reactions may be, not reproduced,
but reversed under free exchanges. People in D may become
fearful of their cutrency’s falling still lower. In that case,
capital movements from D to A will set in, and D’s currency will
be depressed still more. The result, as explained above, will be
that D, the country which lost the trade in the first instance, will
be stimulated by the export of capital, while depression will spread
in the country which originally gained the trade,
In the foregoing pages, we have assumed a capital

mf:;z i::ir movement to take place however occasioned,
induced b and have investigated its influence on the
the oy kj general economic sitvation and the cyclical fluctua-

tions in the two countries concerned. But the
cyclical variations themselves are likely to give rise to capital
movements which in 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 earlier.!  Arguing under the assump-
tion that #zo capital movements were taking place, we there
reached the conclusion that, under the system of free exchange,
the most important channels through which prosperity and depres-
sion spread from country to country are blocked. This result
must now be modified through the application of our analysis
of the consequences of capital movements.

Suppose that a boom flares up in country D because new
investment opportunities have appeared. If this attracts foreign

1 See above, page 446,
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capital, the expansionary stimulus is at once transmitted to the
other (capital-exporting) countries, while the expansion is hampered
in the country D, whete the stimulation first arose? If, on the
other hand, the expansion in I is brought about or fostered by
a cheap-money policy and if thereby capital is driven out of the
country D (to take advantage of the higher interest rates abroad),
theexpansion in D is still further intensified by the outward
capital movement. The outside world, instead of basking in
the rays of prosperity cast by D, feels a chilling wind from that
quarter and may even be thrown into a vicious spiral of deflation.?

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 movementin different countries is independ-
ent needs modification if capital moves freely. It is, however,
. not quite cotrect to say without qualification (as has sometimes?
been said) that capital movements tend to reproduce gold-standard
conditions. On the contrary, they may produce exactly the oppo-
site result from what we would expect nnder an international gold

t It is impossible in this case to decide on general grounds whether
D's currency will appreciate or depreciate, because there are two conflicting
forces at work, The inflow of capital tends to push up the value of D’s
money, the rise in prices and incomes tends to depress it. We may
perhaps suppose that the first factor is likely to exert its influence first,
so that the currency will appreciate. The result is, however, in printiple
independent from the direction in which the exchange rate moves.
Compare next footnote,

* It should be noted that this is not because I¥s corrency has fallen
in value, but because of the export of capital from D). The same result
that prosperity in one country spreads depression to others could obtain
with the D currency appreciating. Suppose the present case is complicated
by a fortnitous shift in demand from 4- to D-goods, strong enough to
over-compensate the infleence on the exchanges exerted by the capital
outflow from [, so that 's currency actnally appreciates. It follows from
our preceding analysis that, abstracting from fortuitous circumstances
which may work ont either way, this shift in demand is neutral ; it does
not tend to stimulate the country to which demand has shifted and to
depress the other from which it was drawn away. It goes without
saying, however, that exchange fluctuations may become relevant by
inducing speculative ca.plta.l movements. Unfortunately, there is no
possibility of telling in general which way these speculative capital
movements will go. :

3 Cf.,; e.g.. Whale, loc. cit,



450 Naim and Caunses of the Cyecle Part II

standard. Under free exchanges with free flow of capital, the
cyclical movements in different countries are not independent of
each other; in that respect, the system of free exchanges with free
mobility of capital resembles gold-standard conditions, While,
however, under a gold standard an expansion (contraction} in one
country tends to produce expansion (contraction) in the other,
under free exchanges with capital movements expansion (contrac-
tion) in one country may just as well induce a contraction
{expansion) abroad as an expansion (contraction).
The short-run nature of the preceding analysis
Limitation should be kept in mind. We have been concerned
of foregoing with the effects of temporary fuwctuations in capital
analysis.  movements, not with the ultimate effects on the
economic development of a country of a long-
continued flow of capital imports or exports. Moreover, even the
- short-run effect of individual items in 4 continnous flow to which
the countries concerned have already adapted themselves is a quite
different matter from the effects of extraordinary fluctuations.
- The classical contention that capital exports from the industrial
countrics of Western Europe and the United States to the other
parts of the world were indispensable for the rapid development
of the latter and beneficial to the whole world, including the capital-
exporting countries themselves, is not in the least invalidated or
made conditional upon the existence of an international gold
standard? by our somewhat paradoxical result to the effect that,
under free exchanges, capital émporss and, under an international
standard, capital exports ate likely to have a deflationary influence.
It should be remembered furthermore that this deflationary
influence is relative to the situation which would otherwise
ptevail, If & rapid monetary expansion is in progress, the defla~
tionary check which an inflow of capital provides may be very
wholesome. This will be the case especially if the supply of unem-
ployed factors of production is small and inelastic, as it is likely
to be in poor and industrially undeveloped countries. Once again

' Tt is, of course, ancther quw-bo‘n whether the ahsence of an interna-
tional standard would not increase the rlsk of foreign ]cndmg s0 much
as to restrlct it considerably.
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the reader must be requested not to ascribe indiscriminately 2
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
extension of rather than a presentation of definite results which
preceding  can be applied without further investigations to
analyris.  concrete cases. With this caution, it is possible
to apply the analysis of the effects of capital move-
ments, mutatis mutandis, to other types of unilateral payments such
as interest and dividend payments reparations payments, war
debts and the like. But this extension of the argument must be
made with great care, keeping in mind all the assumptions, espe-
cially those as to the elasticity of supply of investible funds from
inflationary sources, on which the results of our analysis were

based.t

: Tt is 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 receiving
country, e.g., the propensity to consume might be stimulated. If that is
the case, Wwe mmst expect results different from those resulting from
capital movements.






Part 11

FURTHER REFLECTIONS ON RECENT
DEVELOPMENTS IN TRADE
CYCLE THEORY






CHAPTER 13

THE MULTIPLIER, INSTITUTIONAL RIGIDITIES
AND PUBLIC SPENDING

§1. FURTHER OBSERVATIONS ON THE THEORY OF THE
MULTIFLIER

In Chapter 8, § 4. the basic ideas of the multiplier have been dis-
cussed. - Since that was written the theoretical discussion about the
usefulness of the approach has been continued and numerous attempts
have been made to determine statistically the magnitude of the mulii-
plier.! As is always the case, the application of a theory to concrete
figures tends to clarify the issues and to bring to light difficaities and
ambiguities which before had escaped proper attention,

A problem which must be faced squarely in any concrete investiga-
tion concerns the nature of the units in which the magnitudes, related by
the multiplier, are to be expressed. The main choice is between real
and monetary units. The theoretical analysis usually runs in real
terms—employment (wage units, labour days, etc.} or units of physical
output. Mr. CoLin Cramrk, on the other hand, measures all relevant
magnitudes in money units. “It is proposed that the multiplier to be
used should be a money-income multiplier, and should relate money
expenditure on investment goods to changes in the money level of gross
national income as a whole,” 2 The main reason seems to be that in

18ce especially the various writings of Colin Clark, A brief review of the
statistical work done will be found in his hook, The Corditions of Econamic
Progress, London, 1940, Chapter XV. Several important new works have ap-
peared recently, too late to be considered in the text: J. W. Angell, Investment
and the Business Cycle, New York, 1041, A. H. Hansen, Fireal Policy and
Business Cycles, New York, 1041, H. H. Villard, Deficit Spending and National
Iwcome, New York, 1041, and. B, Higgins and R. A. Musgrave, "Deficit Finance—
The Case Examined”, in Public Policy, Vol. I, Cambridge, Mass,, 1941.

2 “Determination- of the Multiplier”, Economic Journal, September 1938.
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this formulation the multiplier analysis is applicable also to the full
employment case where an economic stimulus arising from investment
expenditure cannot lead to a larger output or employment but only to
a rise in prices.

The choice of the units of measurement seems to be connected also
with the question of whether the multiplier is to be interpreted as an
instantaneous, timeless relationship or as a ratio which tends to be
established through a series of successive expenditures. An intermediate
position is the interpretation as a lagged relationship—investment today
with income at some later date. '

In Chapter 8, § 4, we discussed chiefly the timeless instantaneous in-
terpretation of the multiplier as put forward by Mr. Kevnes, It
may be appropriate to add a few words on what might be called the
“successive-spending’ approach represented by Professor . M. CLARK!
and recently by Professor MaAcHLUP? which is gaining mote and more
in popularity3 The fundamental idea is so simple that it might be
called the common sense approach. - Suppose I dollars are spent on new
investment and that the marginal propensity to consume, ¢, is constant.
By marginal propensity to consume we now designate the fraction of in-
crements in income that will be spent on consumption in the wext in-
come period.* The total income generated in szecesiive periods, by the
initial expenditure of I dollars wili be:

Yelple bl I8 4. .. =1. 5

1—
Here we have again our famitiar multiplier formula but with a differ-

ent interpretation: The income is spread out over many successive
periods and the generating expenditure need not be investment expendi-
ture; any type of expenditure will generate a series of increments to

1 The Economics of Planning Public Works.

2 “Period Analysis and Multipiier Theory”, in Qwmarterly Journal of Eco-
nomics, Vol. 54, Movember 1939, pages 127, See also the suggestive article by
E. 5. Shaw, “A Note on the Multiplier,” in Review of Ecoremic Stadier, Vol.
VI, October 1938.

3 It has been embraced also by Colin Clark, Jor. ciz,, pages 435-440.

4 This evidently corresponds to Professor Robertson's concept of saving (of.
page 177, above),

8 The formula for the sum of any geometric series is: 5, = 1 + ¢ + ¢2 +

S .. pa=tTel?
I —&

plied by ¢ and the equation so obtained is subtracted from the original one. If,

, as will be seen at once if the equation is multi-

. . . . T
Row, re’1 and » approaches infinity this expression becomes s
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income! All magnitudes are defined in monetary units (dollars) and
it is immaterial whether and to what extent an increase in money incorme
will be translated into increased output and employment or will be
reflected oaly in a rise of prices.

Suppose now we have not one additional expenditure, but 2 whole
series of such expenditures of, say, 100 dollars each in successive periods
and suppose ¢ is 4, that is to say 8o per cent of the increment in in-
come during any period is spent on consumption in the following
period. Ir successive periods we obtain then the following series of
expenditures representing increases in income:

TaBLE T
Num- Ini-
bar  tial
of expendi- Income receipts through successive expenditures of four-fifths
period tures of receipts in preceding period®
I 100
2 100 Bo
3 100 80\64
Fi too 8o 64 512
s too  Bo G4 51.2\40.96
6 100 80 G4 5I.2 4096\32.7‘/\"
7 100 8o 64 512 4096 3277 26.21\
8 100 8o &4 s1.2 40096 32,47 2621 20,91\
9 Too 8o G4 5.2 40.96 3277 2621 2057 167
10

106 R0 64 51.2 4096 32.77 26.21 20.97 1679 "I13.42

1In the field of povernment finance the concept “net income c;eating £x-
penditure” has been coined as a substitute for “investment,” because it has been
realised that the classification of afl government expenditure in excess of 1ax
receipts as fnvestment is in many cases somewhat artificial. ‘There are other ex-
pressions for the same magnitude, such as “net contribution to .buym‘g power of
to disposable cash income', “stimulating expenditure and depressive withdrawals”.
Monthly series of income creating expenditures of the Federal Government have
been developed by L. Currie, Arthur Gayer and Martin Krost. For a comp?ehcn-
sive discussion and references to the litersture and sources see H. H. V;lla;d,
Deficit Spending and National Ircome (1941), Part IIL and a _forthco:r-nnlg
volume published by the “Conference on Research in the Field of Fiscal Policy
of the Narional Burean of Ecomontic Research.

For an analysis of analogous problems in another field, viz, in the field of
consumer credit, see the forthcoming study, Haberler, Consamer Instalment
Credit and Economic Fluctaations (National Buresu of Fcomomic Research,
Monograph No. o of the Financial Research Program, New York, 1941} )

2 The figures ate taken from the more elaborate table in Professor Machiup's
article, lor. cit., page 18.
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In this table the diagonal sums, as those indicated by the arrow, rep-
resent the successive income generated by the primary expenditures.
They approach 100, - 14}4 = 500, if continued long enough. The hori-
zontal sums (in each ling) represent the sum total of income generated
in the period which corresponds to the line in question by the initial
expenditure in that period plus the indirect contribution to the period
in question of all the previous original expenditures through the re-
expenditure in each period of four-fifths of the receipts in the preceding
period. This sum too approaches eventually. (for remote periods) 500
dollars. The ratio of this sum to the primary expenditure again can be
regarded as the multiplier. Tt measures the income per unit period
which will eventually be generated by a continual stream of primary
expenditures.t  Obviously this multiplier is different from the one
measured diagonally in our table. But the two rneahings are not dis-
tinguished carefully enough in the literatare on the subject.?

A pumber of baffling questions arise in connection with this serial
interpretation of the multiplier. First, is it possible at all, in this case,

1 For further exercises in the mechanics or rather arithmetics of these schemes
see J. M. Clark and F. Machlup, loc. ci2. There is one further property of the
series which is worth pointing out because it has been the soutce of a tangle of
confusion. It will be observed that the sum of the successive differences of the
diagonal series is equal to the initial investment expenditure which started the
series: {roo-80) + (80-64) + (64-51.2) + (51.3-40.96) ... = 100, In
feneral terms, the sum of the successive differences of the series 1 + ¢ + 2
4 3L Esn (1-e) + (e-e?) 4 (eB-3) 4 {efet) J- .. = 1. It will also
be observed that these successive differences are nothing but the amounts saved
in successive periods—saving in each period being defined in the Rabertsonian
sense as income received in the preceding period minus consumption of the given
period. Hence we may say: aggregate saving induced in successive periods by
any act of investment approaches the amount