CsP-2

370

A& TREBATISE ON BUSINRSS CYCLES

By J. A. Emile Monette.

Thesis presented at the School
of Politiocal Sciences of the
University of Ottawa for the
obtention of the Master of Arts
in Economic Sciences.

LipRARIZS >

“raiy ot O

Ottawa, Cansda, 1947.



UMI Number: EC55507

INFORMATION TO USERS

The quality of this reproduction is dependent upon the quality of the copy
submitted. Broken or indistinct print, colored or poor quality illustrations
and photographs, print bleed-through, substandard margins, and improper
alignment can adversely affect reproduction.

In the unlikely event that the author did not send a complete manuscript
and there are missing pages, these will be noted. Also, if unauthorized
copyright material had to be removed, a note will indicate the deletion.

®

UMI

UMI Microform EC55507
Copyright 2011 by ProQuest LLC
Ali rights reserved. This microform edition is protected against
unauthorized copying under Titie 17, United States Code.

ProQuest LLC
789 East Eisenhower Parkway
P.O. Box 1346
Ann Arbor, Ml 48106-1346



ACKNG L G T

This thesis wos prepared under the direction of the
Seoretary of the Fasulty, Rev. Father Gerard Forcier, C.!lel,

The enormous reseerches .ere aade possible by the
co=pperation and encouragement of the stuff of the Libtrary
of Perliament,

To thew all we wish to extend our most aincere thanke,



TABLE OF CONTENTS

Chapter Page

INTRODU CTI ON L] ] [ ) L] L] [ 4 L] L ] [ ] L] . . ® L4 L L3 » L) L ] L] L] L 4 L4 . iv

I.- SYSTEMATIC ANALYSIS GF 1‘H-EORIES ¢ & & & & * & & & & ¢ o & 2 0 1

1. The purely konetary Theory 2
2. The Over-investment Theories 7
A. The Monetary Over-investment Theory 8
B. The NoneMonetary Over-investiment Theory 16
3. The Under-Consumption Theory 22
4, The Psychological Theory 26
5« The Harveat Theory 30
6. Other Aspects or Factors which influence the Oycle 32
A, Changes in Cost of Production 33
B, Horizontal Maladjustments 34
C. Over-indebtedness 35
7. Gonelusion 37

IT,~ SY;THESIS ON THE BUSINESS CYCLE 4 & o ¢ o o 9 ¢ 2 s ¢ o o ¢ « « 42

1, The Process of &xpansion 44
2. The Down-turn or Crisis 54
3. The Process of Contraction 61
4, The Up~turn or Revival 70

I11.~ GENERAL OUTLQUK OF CANADIAN BUSINESS FOR 1947 ¢ o ¢ ¢ ¢ « o« s « 80



INTHOQLUCTION

It is apparent from the persistence with which depressions
occur, from the sravity of their economic and social effecis, and
from the growing consciousness of that gravity, thet our knowledge
of the causes of depressions hus not yet reached e stage at which
measures c¢an be designed to avert them, But, in recent years an
exceptional advance hes veen mede in this particular branch of
economic science. Today, it may te saild, two distinct questions
remain 1o be answered, Huve the Governments sufficient knowledge
t0 enable them to avert further depressiona? Or, is it that,
although the truth is known and recognized, depressions are an
inevitable phenomenon in our present economic structure?! No one,

I imagine, would reply to either of these questions with a catee
gorical affirmative, but at leust the categorical peseimism which
existed in the early nineteen thirties can no longer be justified.
The problem of the recurrence of these periods of economic depression
and the cognate problem of acute economic or financial crisis cannot
fruitfully be uisoussed in isolation from the major problem of which
they form pert, that is, the problem of the Lusiness or trede cycle,
by which is meant, a wavelike movement affecting the economic system
a8 a whole. It is, therefore, with the major problem that this study

is concerned.



On the nature and causes of economic crisis, a very large
volume of literature hus beon published each attempting to e«pose
some new theory and/or facts concernin; this phenomenon. The
classification of theories on the subject has therefore become
difficult. However, the Assembly of the League of Nations in 1930,
requested its Director of the Financial Bection and Economic
Intelligence Service to sumuarize these different theories. This
study was eventually submitted to the assembly in the Annual
Report of 1936, offering a classification which it is proposed
to follow in this systematic study of the theories of the buainess
cycle,

Following this systematic analysis, it is intended to
present a synthetic exposition of the nature and causes of this
economic phenomenon. As & general conclusion, it is deemed
acpropriaste to show how the present Canadian Government has
through its numerous Orders=-in-Council and legislation attempted
to avert both an inflation and a severe depression in the early
postewar years, and, at the same time, attempt to form & picture

of the economic situation at the beginning of 1947.



CHAPTIFR 1
SYUTEMATIC ANALYSIS OF THEORILS
PRELIMINARY REMARKS

Before atte.;ting to expose the various theories of the
business cycle, it may be mdvisatle that some remarks on the
general lo_ical nature of eny explanstion of the cycle, and on the
mutual relstion between various possible explenations, be brought
forward.

Such a complex phenomenon as the Lusiness c¢ycle which
embraces almost all parta of the economic system, does not easily
lend itself to explanation of any one factor. ¥Few writers have
attempted to put forth only one single factor as the cause of the
business cycle or of depression in particular., In fact, explenations
which have been founded on the terms of one single cause have Leen
more and more discredited. OUn the contrary, the majority of modern
writers are careful to point out a whole set of factors, and perhaps
not always the seme combinution of factors, contribute towards
producing an alternation of prosperity and depression, FLasically,
the difference tetween the theories is a difference in the emphasis
laid upon the different factors rather than a diiference in the

enumeration of contributing causes and conditions.
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BYSTRKATIC ANALYSIS OF THRORLES

The method to be followed in this exposition is the mest logical
and nacursl one. It has been preferred to bogin with the less complicated
theory end proceed thorealter to the more complicateds rrequently, it
happens that the latter covers all the factors on waich the foruer lays
siross, while vrawing attention to others which the lormer have over-
looked or treated =s irrelevant, or put sside by wesns -{ a convenient
siaplifying assusiption.

The various theories will be viemined, o8 far o9 possible, under
the following headingss

I, General Characteristica.

1I, sxplenation of the upswing or prosperity.

IIl. kxplanation of the upper turningepoint or the crisis.

IVe ixplanstion of the down=swing or ihe depresszion.

Vo lLaplanction of the lower turningepolni or the revival.

1, The Purely Monctary Theory
General Cheracteristicasas= MNoney and
ceredit oceupy e central position in cur cconomic life. That they
play an important part in bringing abtout the business cycle,
either as an impelling force or a conditioning factor, is almost
& certainty., Luring the upswing of the economic cycle the physicel
volume of prouuciion and of trangsetions grow while prices rise.

this means that ihe money velue of Lransactions rises. iuring ihe
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depression, the money volume of transactions falls. In other words,
the work which money must and does perform follows the ups and downs
of the business cycle.

For the Purely Monetery Theorisits the trude cycle is a
purely monetary phenomenon in the sense that chenges in the flow of
money sre sufficient cause of chanyges in economic activity, of the
alteration of prosperity and depression, of good and bad trade. when
the demand for goods in terms of money grows, irade is brisk,
produotion increasses and prices go up. vWhen demand falls off treade
slackens, production decreases, prices sag.

The flow of money is dotermined by consumers’ outlay. The
consumers’ outlay comprises not only expenditure on oconsuners’
goods but alec expenditure on new investuent goods, i1.6., that
part of consumers' income which is saved and invested.

The Upswinge-- The upswing of the trude cycle is
brought sbout by an expension of credit and lasts 8o long ue the
ecredit expansion goses on, or is not, at least,; followed by & credit
contrection. A credit expanaion exists, when the banks euse the
sonditions under whieh they grant loans to the customer. DBorrowing
may Le encouraged in verious ways. The banke can lower their
standerd to security offered; they can incre:se the length of time

for which they are agreocable to lend; they cen be less severe in

discriminstion as to the purpose for which 2 loan is mede., But

the prénciple inetrument of expansion is a reduction of the diseount

rate. Fach of the othor .scaures is equivalent in some way to a

le R, G. Hawirey, The Art of Central Banking, Chap. 3.
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reduction in the costs of credite This reduction in the discount rate
acts as en inducement to the merchant who is thus placed in a strateglc
positions If the rate of interest ie sufficient - and in ordinary
circunstances a slight reduction is enough - merchants are induced to
increuse their stocks. They cive laorger orders to the producers and
thus increase production.
Increased production leads to an enlergement of consumers'
income and outlay. This means increased demands for goods in
general, and traders find their stock diminishing, There result
further orders to produsers, a further increase in productive
activity, in consumers' income and outlay, and in demend, and a
further depletion of etocks. Increased activiiy, which is fed and
;ropelled by a continuous expansion of credit. Productive
activity cannot grow without limit., As the cumulative process
carries one industry after another to the limit of productive
capacity, producers begin to quote higher and higher prices.-
Rising prices met ms a further inducement to borrow., Frofits
are increased. MNerchants sre stimulated to hold larger astocks in
order to gain from a further rise in prices. In the samec way, producers
are stimulated to expand production. They borrow more freely in order
to finance such expansion, Thus the cumulative process of expansion
is accelerated by & cumulative rise in prices.

There is an expansion of the ciroulsiing medium., But also

there is an acceleration or increase in the velocity of the oirculation.

When prices riese amnd trude is brisk, merchants and producers not only

+ 2o R, Go Hawtrey, The irt of Central Banking, Page 167.
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borrow more, but they use up any idle balances which they may have
at their disposal.

Idle balences are the imheritance of the previous depression.
If they exist to & large extent, it may be that an enlurgement of
the consumers® income and outlay is trought sbout with litile or
no expansion of the outstanding bank credit,

Thus there is a prinoiple of the instubility of velocity of
eirgulation, which is quite different from the prineiple of the
instability of credit, Lut is very apt to aggravete its effecta,d

The downe-1%turpr n,~- Therefore, once expansion 1s

started, it proceeds on its own momenium without any further
encouragement from the bankas, 4uite the opposite the banks muet be
careful and watohful not to let the expansion out of hand and
degenerute into wild inflation., If the process of expansion gains
wozentum the rate of interest must be raised drestically. A discount
rate which will suffice to nip the expansion in the bud, wmey luier
prove too amall to stop it

shen the crodit expansion is c¢iscontinued, prosgerity comes

to an end. Uince the ;rocess of sxpansion has gained momentum it
must te stopped by a Jolt. This may cause the expansion not only
to be stopped but to te reversed and Le followed Ly n process of
eontraotion.

“nhen credit has definitely turned tho cormer, and a
contraction has suceveded to an expansion, the downward tendency
of prices is sufficient to maintein the process of contraction,

even though the rate of interest i1z no longer, according to the
ordinury standards, highe4

3¢ Re G, Hawtrey, The Art of Centrul Banking, Fage 171.

4, R, G. Hawtrey, The &rt of Central Banking, Pege 1.3



SYUTERATIC ANALYSIS OF THRURILS 6

Downewin ge=- The process becomes as cumulative es
that of the process of expansion. ALl the factors which tended to
stimulate the expansion now conspirs to push coniruction furthker.

The prices are falling and the merchunts expect them to fall further,
They reduce stock and give smaller orders, or n¢ orders at all, to
producers. Incomes degrecse, demand sags ani stooks accumulate
further. Borrowing is further reduced. A vicious circle is set up,
end in sll respects, ia the negative counterpurt of the vicious
circle of expansion.

The Revivale~~ Loans are liguidated and grsdually
money flows back from circulation into the reserves of the bank.

The reserve ratio, at first, becomes normesl, end then, is bullt up
over the normel. 7The rate of interest has fellen to an abnormally
low level. But, with prices sagsging and a prevaelence of pessimienm,
even a low rate of interest will not stimulate merchants and producers
to borrow. It is then that the Central Bank or the governing power
must oreate s etimulating factors This factor is usually the
purchase of securities on the open market. This new money may be
used to repay debts to the banks, so that the only revsult is a

change in the composition of the a sets of the banks., Buil eventually
this new money will find an outlet into eirculation, incumes will
agein begin to rise and u self-reinforcing process of expansion is

again started,
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The banks, and especiaily the leuderas of the banking system,
the Central banks, should not watch the reserve propertiones so
much as the flow of purchasing power. The demand for goods, the
flow of money, is the important thing == not the ouistanding
aggregate of money units. The aim of banking poliocy should be to
keep the consumers' outlay constant, including outley for new
investment. But acoount zhould be taken of changes in the factors
of production «~ not merely the yrowth of population, but also the
growth of éspital == snd sllowance ought to Le mede for the
proportion of skilled labour of varying gredes and for the
appropriste smount of sconomic rent. In oiher words, the aim
should be stabilize, not the price level of commpdities, but the
price level of fastors of production.-

2+ The Over=-investment Theorlies
Preliwminary Remarksi~ This section is the
systematic unalysis of some closely related theories expounded by &
great number of authors generically known as “over~investment theories",

The over-development of industries which produce producers’

goods or cepital goods as related to industries producing consumers'
goods, is seemingly the ceniral theme of a2ll these theories. Ths
starting point is usually the universally sdmitted frot that capital-
goods industries are more severely affected by the business cycle than
industries which produce consumers® goods, During the boom period
(upward phese) of the cycle the output of producers' goods rises

much more, during the downward phese recede much wore, then the
production of perishable goods. Durable consumers' zoods such as
houses, automobiles, stc., are consldered as approximating that of
sapital goods.

For these theorists, this phenomenon is the aymptom of a

sericus meladjustment which develops during the upswing. The

5» Re G, Hewtrey, The Art of Centrel Banking, Fage 303,
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production of capital goods as compared with the production of consumsrs’

gZoods is extended more than the underlying situation can permanently
tolerzte. Thua, it is u malad justment in the structure of production
thet causes the breakdown of the boom, and not a mere shortage of money
due to an insufficliency of bank reserves. It followe that, once ithe
boom hae besen allowed to develop, the seitack cannot be staved off
indefinitely by monetary measures.

Thua, according to these theories, the business cycle is not
a purely monetary phenomenon. bBut that does not preclude the
poasibility of money playing a descisive role in bringing about the
sycle and csausing a serious periodical and rewl malad justment. Some
uembers consider monetmary forces to be the impelling force or factor
disturbing the equilibrium, Others believe that certein nmonetary
arrangements oro conditioning factors, which do not necessarily disturb
the equilibrium, but rather, they are the instrumenis through which
the active force of non-monetary nnture operate. e can, therefore,
distinguish two different subegroups. There is possibly other
groupings but it is felt that this arrangement is the most useful

and natural,
A. The Honetary over-investment theory

Generel Characteristicgs== Those
theorists a ree with the purely monetary theory of ldr. R, G. Hawirey
in assuming an elsatic money supply. They argue that the eirculating

medium consiste, under modern conditlions, primarily of bank money or
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deposits and that the banking system regulates the quantity of money
by changing the discount rate in conducting open warket transactions.
That there is a functional relationship between the intercat
rate, changes in the quantity of money and, the ;rice lcvel, hes
long veen a recogniied fast. These rel-tionships heve been oxjoundod
by Knut wicksell in Interest end Prices, who distinguishos between
the "money rate” or actual "market rate of interest” as influenced
by the policy of the banks or other monetary factors con the one hand,
and, the "natural rate of interest” on the other. The luiter is
defined as "that rate at which the demand for loen cg;ital Just
equals the supply of savings" or again &8 "that rate which would
prevail in s barter economy whers loans sre made in natura”.
Wicksell goes on to ergue that, if the merket raute ls below the
netural rate, prices will rises if it is sbove, prices will tend
to fall,
There is however a fallacy in thie last proposition, as was

explained by F. A. Hayek in Monetary Theory snd The Trede Cvecle.

In & progressive economy, where the volume of produetion and trans-
action rises, the flow of money must be increceed in order to keep
the price level stable. Therefore, the rete of interecet wugt be
kept et a level low enouch to induce a net inflow of money into
ecireulation,

The Upswinge-= The theory explains thet the boom

is brought ambout by a disorepancy between the natursel and the money
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rate of interest, I the money rate stands below the equilitrium
rate, a credit expansion will ensue, As goon es prices begin to rise,
the process has tendencies of becoming cwsulative for the reason that
there iz & twofold ceusal connection between interest rates and tne
price level, 4 low interest level tends t0 reise prices end a high
level to deproas them: but, on ihe other hsnd, rieing prices tend

10 raise interest rates and falling prices to reduce them, If prices
riee and people ex;cet them to continue to rise, they become more
eazer to borrow and the demand fer credit vecomes stromger. Falling
prices would, of nccessity, have the contrury effect.

The moat precticel way of approech to understand this rather
complicated inter-relstionship is to conceive of the situation in
terms of itho supply of, and demand for, credit. The supply is
furnished by the savings of individuale and corporations, supplemented
by inflationary benk credits. The ability of the banks to create
credit makes the total supply more elastic tham it would othervise bes

Nevertheless, it ls psrfectly clear that, in order that the

supply and demand for reul campital should be equalired, the bankse
must not lend more or less than hes been degosited by them as
savings (and such additional emount ss may Lave been saved or
boarded)., And tnis memns naturally that they must never alloew

the effective smount of money in e¢irculation Lo change. At the
sane time, it i8 no less c¢lesr that, in order that the price level
may remaln unchanged, the mmount of monsy in circuletion must
chenge as the volume of production increuses or decremses. The
banks could either keep the demand for real cepital within the

limite set by the supply of savings, or keep the price level.
steady but they cannot perform both funciions at onces”

6e Ao F, Hayek, fricvs and Production, Page .7.
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The demand for credit is a more corplex and volatile phenomenon.
Let us start from a situation where the banks maintein a rate of interest
at which the demand for, and the supply of, credit exceeds the supply
of savings. A credit expension ensues, prices rise, and the rise in
prices raises profits. The demand for credit rises at each rate of
interest, more is demanded than before. But the monetary expansion
does not expand savings to the same sxtent, and the equilibrium rate
of interest rises. Conssquently, if the banks ;ereiet in maintaining
the same rate of interest, the gap between the equilitrium rete and the
market rate will be c¢ven wider than before, and the amount of credit
expension required oven greater, Prices rise hizher still, profits
sre reised, and the vicious spiral of inflation continues. After the
movement has gathered momentum, it can only be stopped by a consider-
able rise in the rate of interest being enforced by the bankse

The rute of interest, according to this theory, has not only
the funetion of regulating the quantity of money. Like everyother
price, it hes, in an individuelistic ecunomy, the more fundamental
function of serving as a gulde to the allocation of the factors of
production to the different brunches in the procuction process. It
is the vertical structure, more  recisely, which is governed by the
rate of interest. At any given moument, the availatle means of
}roduction are in some way apportioned between the verious stages of
production., The apportionnement of the faotora of production
devoted to the production of consuners' goods and the earlier stages
of production respectively caen, of coursey be modified and is being

modified continuously. In other sords, the methods of production
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have become more indirect, more roundabout, end more capitalistie,
in the sense that a greater amcunt of cepital, intermediate goods
such as machinery, raw matcrials, half-finished products, ctc., is
used per unit of output of consumable goods.

The money stream which the cntrepreneur, representing any
stage of production, receives at any given moment is always
composed of net income which he may use for consumption without
aieturbing the existing method of produeticn, end of parts which
he must continuously re~invest. But it depends entirely upon him
whether he re~distributes his total money receipts in the same
proportions as before. And the main factor influencing his
decisions will be the msgnitude of the profite he hopes to derive
from the production of his particular immediate product.’

The force which detcrmines the longthening of tho process of
production is, Lrosdly speuking, the rate of savinge 7The signals for
the entrepreneurs to elongate the process are the asvailability of new
capitel and the lowness of the rate of interest. The mesne of
production will praduslly be drawn away from the consumption goods
industriea., These industries will have to ¢ontract and the hi_her
stages of production will expand.

The entrepreneurs who want to invest are provided with
purchesing power Ly the banke and compete for capital goods and
labour, Prices will rise and consumers' goods industries (the
demand for the production of wuich has not risen, or ut least, not
80 much as the demand for capital goods, which is swollen by the

newly creasted purchasing power) will be unsble to retain, at the

enhanced price, all the factors of production which they used to

Te Ao Fo ilayek, Prices and Froduction, Fa_e 49



SYSTLRATIC ANALYS8IS OF THEURIRS 13

employ. They will be forced, therefore, to releuse fuclors or neans
of produotion, for tleir use in the higher stsges of production,
that is, for the production of additional capital goodsa.

Obviously, the necessary condition is that the demand for
consuners’ zoods does not rise at equal pace with the creation of
credit and the rise in demaend for cepitsl zoodas. The increment of
income will not be at once available for expenditure purposes and
prices will thus rise quicker than disposable income, and consumption
will be curtailed.

The downetur n,-~ This monetary expansion and
heavy investment, according to these theorists must end in a
collapse, It ie imposeible to cuntinue imdefinitely, because, by
artificial lowering of the intersest rate, the economy is lured into
long roundsbout methods of produetion whigh eannot be mainiained
permenently. For some time, incressing wivinces by the beanks encble
entrepreneurs to carry on coﬁstruction by the new roundabout msthods.
But sooner or later, it recomes clear that the newly initiuted
extensions of the structure of production cannot be complote., and
the work on the new but incompleted roundabout processes must be
discontinued. The irvestiment boom collepses end a large part of
the invested capital is lost.

The proximate cause for the btreakdown of the boom is

almost invariably the inability or unwillingness of ihe banking
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system to continue the expaneion. But the whole over~invesiment
school, however, deny that the difficulty is a purely monetary one.
They deny that monetary measures could avert the crisis, and contend
that they would only postpone it. It is evident that no collapse
would occur if the credit expsnsion could go on indefinitely. It
follows that a crisis is equally imeviisble in the sase of voluntary
saving if the flow of saving is suddenly reduced. It is, however,
asserted that osudden changes are not likely to occur in respect of
voluntary saving, while forced saving must come to an end abruptly.
But the expansion of credit muet stop because in a closed economy,
leaving out of account purely wmonetary and institutionszl factors,
the continuance of expansion will involve & prozressive riee in
pricess A progressive rise in prices and the danger of a coumplete
collapse of the monetary system is the only insurmountable barrier
which prevents an indefinite continuation of the expansion. It
follows that the conclusion is that & relative inflmtion, such as
can be made xithin the limite of a constant price level, is not
sufficient to sllow for the completion of the new roundabout
methods of production which have been instated under the stimulus
of expemsion, Either the rate of cxpansion of oredit will be
sufficiently increased and prices will bte driven up and the in=-
evitable breakdown will be poetponud, or the boom will collapse at

once owing to an insufficiency in the eapital supply.

14
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The downswdinge During the boomy remson the
members of this school, the process of produstion is unduly elongated.
This elongation has accordingly to be removed and the structure of
production hes to te shortencd. Alternatively, ex;enditure on
coneumers’ goods muet be reduced by retreachment of wages and other
incomes which are likely to be spent wholly or mainly on coneumers'
goods, sufficiently to make the new structure of production possibles
This enteils a lengthy process of rearrangement where workers sre
thrown out of work in the higher stuages of production.

In additicn to the difficulties which must aerise from the
fuet that the structure of produection does not correspond to tho\
flow of money, there must, of necessity, be a deflation, that is a
shrinkege in the eygrogete flow of moncy. Feople will spend less,
they will hoard their money rather than deposit it sith the banks
and thus energize & cumulstive process which will continue until
an incentive is injected into the system that will lure the people
into investment.

The Revivals= When the frll of prices comes to an
end and pessimism gives way to & more optimistic outlook, the current
money rates, without being changed, will soon etand below the equi-
librium rates In other words, the equilibrium rete is likely to
rise sbove the money rate, In terms of supply and dewmand, this can
be oxpressed by saying that the demmnd curve will move to the right,

or, loosely speaking, that demand will risee At tho same tims, the
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banks will be in a liquid position, and there is every reuson to expect
that they will liberally comply with the increesed demend for credite
The barrier between the money market and the cepitul market is broken
down, and the funds mccumulated behind the barrier floe into the
inveatment market. Thus a new upseing starts smoothly.

The thing which is n-eded to secure healthy conditions is the
most speedy and complete adaptation possible of the siructure of
production to tho .roportion betweon the demand for consumers® goods
end the demand for producers’ zoods as determined by voluntary
gaving and spondinge If the proporti:n, =28 determined by voluntery
decisions of individuals, is distorted by the creation of artificial
demand, it must mean that part of the available rsaources is again
led into a wrong direction and a definite and lasting adjustment
is again posiponsd. The only aay psrzsnently to mobili:ze all
avallable resources is, thercfore, not to use artificial stimulants -
whether during a criasis or thersaftor - but to leuve it to time

to effeet a peraanent cure by the slow proocess of adopting the
structure of production to the means avuilable for capital purposcs.

B. The Nonemonetary over-investment theory

Ceneral Characteristicse~ The difference
between the monetary and non-monetary over-inveatment theories concerns
ihe role of money and monetary factors and institutions in bringing
about the boom and the over-investiment which leads tc collupse and
depressiocn. The writers of Uhis ;roup in oxyposing their theory do not
run in monetary termsj they mention monet:ry Caclors, but they relegate
them to0 e relziively subordin=nte rule.

Profesgsor G, Cusvel emph.-ticrlly msserts that the business

cycle is charuacterized by chenges in the production of cepltel goodas,

8o Fo As Hayek, Prices and Froduction, Page 98.
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especially of fixed capital equipment. - The provuction of consumers’
goods does not show the same regularity of change during the busincss
cycle.

While the production of fiied eapital depends essentially

on trude cycles, the production of consumption goods shows no
marked dependence on trade cycles. This menns that the alternaw
tion between periods of boom and slump is fundamentally a variation
in the production of fixed eapitnl, but has no direct co neetion
with the rest of ;roauction, /

The Upswinge== The authors deacribe the mechunism
of the cumulative ana self-gustaining process of expansion, which
begine to work after the dead point of the deprcssion has been over-
come, in approximately the same way as the monetsry over=-investment
theorys. The revival of investment activity peneratcs income and
purchasing power. Demand rises, first for capital goods and investe
ment materials, such as iron, steel, cemenis, etc., and later also
for consumption goods. Prices rise, mainly prices of capital goods
and investment materiale. This stimulates further investment.
Profits are made which swell the funda availuble for invesiment and
provide an important psychological stimulus {or further invesiment.
Thus, prosperity incre.ses rapidly as it proceeds.

However, the monetary side of this proﬁsaa is not closely
analyseds But they do admit that credit is an indispensable means
of the upswinge From G, Cassel in the Theory of Social :.conomy,
it cen be inferred that he realizes the necessity of an elsstic

currency supyply. He seems to believe that monetary funds are

9« G. Cassel, The Theory of Social Leonomy, Vol. 2, Fage 252,
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accumulated during the depression, on which the producers can draw
during the upswing to finence the expansion. It, therefore, follows
that no positive steps need be taken by the benking system, at eny
rate during the first phsees of the upswing. However, he does not
deny that, after a certain point, support by the banks is required to
carry one.

The downetupyne= It is in this phase of the
theory of the business cyocle that the non-monetary over-investment
school offers its most valuable contribution. The upswing cannot go
on indefinitely and their explanation of how it is brought to an end
is most precise.

They reject the under-consumption theory (which we shall see
at a later stage) which assumes that the collapse is due to a shrinkage
of the demand for consymers' gooda, or to its failure to rise, or to
the facte of too much savings on the part of both the individusls
and gorporations. On the contrary, they accept that it is an actual
shortage of capital that bringe about the crisis. They go to great
pains to point out that capitsl shortage does not simply mean a
deficiency of monetary funds, but rather, that it is the symptom of
a serious disproportion in the production of certain well-defined
types of goods. Therefore, they conclude, monetary measures can
never prevent the crisis., It is mot 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
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capital and brings about the end of the boom.

Over-production occurs regularly in the case of dursble capital
goods, and also in the cmse of durable consumption goods. This
necessarily involves a decresse in demend end over-production of cons-
tructional material. This discrepancy between the demand for, and
the supply of, durable goods has its causes on the supply eide as well
as on the side of demaund., Additions to the capital equipment are paid
for out of capitels Therefore, the production and marketing of durable
capital goods must depend on the emount of capital which there is
available for investment, Eut, for various reamsons, as the end of
the boom approeches, the formation of monetary capital tends to diminish.

More important, however, than the decreese in demand, is the
inoreese in production and supplys & laerge proportion of the new
capitel equipment comairucted during the boom is used to produce
materials which ere required for the further proauction of such now
equipment, So the supply rises progressively in the face of w
constant falling demand.

They go further to explain that the lack of monetary fundes
available for iavesiment represents a shortage of physical goods of
a certain kind. It bLecomes impossible to utilize the whole supply
of raw matorial and equipment destined for the construction of more
capital equipment and durable consumption goods, for the simple reason

that they alone cannot do the Jobe They could do it omly in
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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. Therefore, we may conclude (the
theorists do not do so themselves) that, if the rate of saving did
increase, i.e., if some people did refrain from consuming their whole
income, the complementary goods would be forthecoming and the boom
could continue.
The typical modern trade boom does not mean over=-production

or an over-estimate of the demands of the consumers or the needs

of the community for the services of fixed capital, but an over=

estimate of the supply of capital, or of the amount of savinge

available for taking over the real capital produced. What is

really over-estimeted isg the cafacity of the public to provide
savings in sufficient quantity.i0

The downswinge- These authors lay great emphasis
on the psychological reaction which is bound to come after the excess
of the boom. The process of contraction has a cumulative nature.
Pessimism and reluctance to invest cause a shrinkage in the volume
of purchasing power. The length of the depression depends very much
on whether the boom has collapsed with the great detonation of a
erisis, financiael panic and numerous bankruptcies, or whether it has
come to an end gradually without much dislocation. But, alweys,
money is hoarded or used to finance losses instead of being invested
and spent on producers' goods. Since savings are not investied,
everything that incresses the rate of saving has a depressing

influence. Prices fall and tnis intensifies the prevailing peseimism,

10, G. Ca:sel, The Theory of Social Feconomy, Vol. 2, Puge 649,
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The Up+tur ne=- According to G, Cassel the revival is
never brougiit zbout by an increuse in the demend for consumers' goods,
but always through increased invesiment. New investimenis are
stimulated by the lowering of construstion costs of capital equip=
ment which ensues during the depression as a result of reduction of
wages, fall in the price of raw materials, recuction of interest
charges, adoption of improved methods of groduction, etc. He also
lays stress on the fall of the rate of interest as cxercising on
immediatc and powerful influence on the value of fi«ed capital equipe=
mente But on the whole, these adjustments, which are sutomatically
made during the depression, are not of themselves sufficient to
revive the spirit of entreprise and ovesrcome the demd point of
depression. Stronger incentives are required to open out the factors
of new opportunities for investment ond reise the prospective rete
of profit., In this respect, it is gonerslly admitted that expansion
will coms sooner or later, if the rate of intercet is low and oredit
plentiful and ersily available., PBut, of course, if =z stimulus is
injected in the syctem, such as a new invention, the opening-up of
new territories, etc.,, the expansion will come esrlier and will
gather momentum more quickly.

As entreprencursg are compelled by economic exigencies to
save, they put eside, ss savings, a part of their profite. The
proportion of these savings to profits usually exceeds the savings
from other groups of income. When the proportion of savings set
aside from the profits of entrepreneurs is greater than the
average rate of savings, the community's formztion of capital is
groater in these tinmes, which arz therefore, particularly favour=

able for the entrepreneurs' point of view., Such a time is the
period at the beginning of a ronewed trade activity.ll

11, Geo Cuosel, ine theory o woeial Peonouyy Vole:y Inje 620,
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3o Under-consuaption theory

General Characteristics.~~ The under~
consumption theory has had a long history and may be trw.-ed beck as

far as Malthus. However, we shall confine ourselves to more cone

temporary writers such as J. A. llobson, Economics of Unemployment,
aud we. Catchings, The Road to Flenty.

It is difficult to summarize these theories because their
scientific stendard is lower thun the theories of those already
reviewed. They cannot be anulyzed as syatcmaéically ag the former
theories because nowhere is the full cycle explained, except to state
certain phases of the c,cle in which these theories have anything
original to contritute, The under-consumgtion theory is an explena-
tion of the crisis and depression rather than a theory of the
business cycle. Lherever the cycle as a whole is explained many
features have been tuzken from the monetsry and over-investment
theories. Another reascn why this theory is difficult to summarize
is that under-consumption is not a clear-cut, well estullished
concept, but covers a great veriety of phencmena.

Lifferent types of theorioeasi== 4ll
under=consumption theories are concerned with the alleged insufficiency
either of money incomes or of cxpenditiures on consumsrs' goods out
of those incomwvs., There exiuvts howover, 'reat veriations between

the different theories. But let us however, consider briefly the
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ways in which uander-gonsumption has been beld resyonsible for depressions
in one way or snother.

The under-consumption theory im ite crudest form is tnat, owing
to tecrnological improvements ana inventions anc to the wccumultions
of oapital, there¢ ie a tendenocy for produstion to cutgrow the cmpscity
for sonsumption. This stetement can be discarceu immeciately us being
wholly unfounded,

Freguently, under=consumption is given a zmeening sp;ruaching
or éven replacing that of delflation. It ie used {0 capreas tae process
.y which purchasing power is in some way lout to the economiec svystea,
and therefore, fails to beo.ume income and to apresr es demnend in the
market for consuzsers' goous. Homey dissppeers or is hoarded, end ithe
income velocity of womey diminishuse 1n other words, it ie deflstion
which is a jossible cause of a breskiown but, s such, it is coversd
by the explanztion of the wonitary Lheory of the business cycle.

Uften times, the under-consumption is expressed in the
following menner. There is, it 1s sald, s seculer tendeney for the
volume of producticn to grows The populstion imervavec. Inventions
and improvewents ruise the ouiput of gools. additions are wmrde to
the stock of cepital. Jirices of commodities must therefors fall
and depression follows, unless the quantity of noney is continuously
incressed and creates the consuming power nececsary to wbsorb the
increasing output of goous wi stuble pricese This ic too general

a stetement to be acceplet ue &n eiplensation of the Lusiness cycle.
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The verious faclors wiich make for an .noresse is the volume of product-
ion must be treated separately.

The growth of populstion, the enlurgument of the capital stock,
the improvement in tho technical processes of producition, are all secular
movements. Therefore, the proposition that the supply of awoney aoes
not keep rzce with the growth of production cannot, pur sc¢, exglain
a cyclical moverient. It is hopelese to explain the Lusiness cycle
without taking into uccount tho cunulative nature of the processes of
expunsion and contraction. The censiderations in question do not show
why these proceeses are cumuletive, Nor do they oxplain why the
processes come to an end sooner or later end give rise at once to a
cumulative process in the opposite direction.

In its best rezscned form the under-consumption theory uscs
under«-consunztion to zean over-saving. Depressions are cuused by the
feet that too small & proportion of current income is Leing saved
anc too szall a proportion spent on conzumers' goodse It is the
procezs of voluntery savings by individusls and corporations which
upsets the equilibrium between procuction amd sales.

Szvings may lead to 8 depressicn because they do net find
an outlet in investment. Therc may be an cxcess of savings over
new=invegtment shich will be intensified by every additionul act of
saving, at any rate where saving cxtends beyond a certain limit,

In other words, saving ,roduces 8 deflation, bocause tho sums saved

are used to liquidate bank credit, or are accumulated or hoarded
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in the shape of cash or idle deposits. During the depression, when
the spirit of entreprise runs low and pessimism prevails, it is
probably true to a large extent thet saving engenders deflation
rather than new investments, and that the slump is, to that extient,
prolonged and intensified, But the breakdown of the boom can
bhardly be explained this way.

Savings lead, on the one hand, to & fall in the demand for
consumers’ goods, because the money caved is not spent on consumption.
On the other hand, savings are, as a rule, invested productively.

The sums saved serve to add to the capital equipment of the community.
The ultimate aim of all this is to incresse the production of goods
for final consumption. Thue, the market for consumption goods

holds the central position in the economic system, because, if the
demand for consumers' goods is reduced, their supply is increased and
the prices must fall.

There are many serious objections to this theory. W%e have
already had occasion to discuss a case where a zeneral increuse
in demand for consumera' goods and a consequent tendency of the
econsumption indusiries 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 ite collapse. Th; monetary overs=
investment theory has shown the possibility that, when at the end
of the boom the demend for consumers' goods rises and their production

tends to'increaae, this upsets the equilibrium between coste and



SYSTEMATIC ANALYSIS OF THLORILS 26

prices in the higher stages of production, because there are then no
idle factors of production, w.iich cam be drawn into employment in the
higher staycs, and there are not the necessary funds to retain

employed factors of production against the competition of the consumption

industiries.

4, Fsychological Theory

General Cheracteristioce.-~ To
speak of psychological explanations of the trade cycle or of perti-
cular phases of it, is in a way misleading. KEvery economic fact
has 8 peychologzical aspect. The subjecte-matter of economic science
is humen behaviour which cen hardly be separated from its psycho=
logical bmsis. Jdhen we assume that an entrepreneur will incre-se
his output if demand rises or cost is reduced, or that workmen
will respond to chunges in money wages but not so readily to changes
in real weges, or that consumers will buy more of a given commodity
if the price falls and less if they think it will fall more, or
that people will hoard money if the value of money rises ~- all
these assumptions are about the human behaviour which presupposes
a certain state of mind on the part of the human agents. These
propositions may belong to the sphere of Applied Psychology but
they figure continually, shether expressed or implicit, in the

economic theories of the Lusiness cycle.



SYSTENATIC ANALYSIS OF T, ohIk8 &7

It must te pointed out that, generally, the exponents of the
peyehological factor in the business cycle are in agresment with other
theoriste in their explsnation of the phenomenon. Ratier, the peychoe
logical factor it is eaid, is supplemental to the monetary or other
economic factors anmd not an alternative element of causation, There

exists a distinetion of emphasis rather than of kind.

Anwalysias of the factore= The writers of
roference who huve luid siress on the pesychological factors in the
explunation of the tusiness cycle are principally Professor A. C. Pigou
in Industrjinl Fluctuytione and Professor F. .. Toussig in Frinciple
of sconomicas @ need to define more precisely the setions and
reactions of the psychological factors required in the explanation
of the businces cycles These [actors come into consideratiom in
economic itheory im connection with anticipations and expectations,
Static theory, snd those thsorics bused on the static hypothesis,lie
picture the entrepreneurs’ cecisions as to the volume, and alterations
in the volume, of output and employment ns being determined by a
comparison of pricos and costss The yrices, costs, profit margins, etc.,
by wnich the entrepreneur is guided ln his decision, should be conceived
s factors e-pected to rule in the future and not simply given factorse
This is true when the entreprencur, for example, is gulded in nis

decision solely ty the current prices. Om the face, it would appear

1lae ce espgciuly Ao F. Ha}'ek. Prieﬂ angd Prwuetim.
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that in this case, no element of expectation is present. Quite the
contrary the expectation im this cese is the telief and the hope that
csurrent prices will continue to prevail in the future,

But future events cannot be forecessted with absoluie preeisicn.
The further they are in the future the greater the uncertainty, end
the greater the poseibility of unforeseen and unforeseeable dis~
turbances. In principle, there is ulways an element of uncertainty
in every entreprise, This element of uncertainty may vary but it is
etill present. Also the longer the rrocesses in which the capital
is sunk, and the more durable the inetruments and equipment to be
constructed, the greater is the element of uncertainty and the risk
of loss. Naturally, economic actions and reec¢ctions in such ceses
are leves rigidly determined by observable faets than in other cnees.
The psychological theorists here have recourse to optimism and
pessimien as additional determinants. An attitude of optimism is
a cheracteristic of the prosperity phase of the cycles pessimism
is that of the depression. The turning points of the cycle are
marked by a change of optimism to pessimism end vice-versa.

Optimisw and pessimliem are regarded as causal fectore which
tend to induce the rise and fall of investment which are character-
istic of the upswing and downswing respectively. It implies that
the cornection Letweon & fall in the intercest rate and s change in
the other objective fuctors, on the one hand, and the decision of

the entreprensur to invest more, on the other hand, is not so
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rigid as the economic theories sometimee maintain. ~hile it ie true
that developments sre not determined whelly ty the otjective fnetors,
the introduction of these determinants make no positive contribution
to the explanetion of the cycle so long as the optimism snc essimiem
remsin purely phenomens within the science of appliel jsychology.
4e cannot observe statve of mind, but it is possible to make certain
observations from which etates of mind or chanp:.s of mind are inferred.
It follows that the fuciors thst go to make people optimistie
or pessimistic can be observeds This ie the point et which this
theory mekes u positive contritution to the explenation of the tusiness
eycle. There ig the feot thal, in & period when dec.end and ;rouuction
are rising in many branches of Iindusiry, produgcers in brerches which
have not yet felt an increwmse are inclinad to expect one. The
connection tetwoen the objective fauctors with which the other theories
are concerned and the volume of investment is, as it were, loosened.
Also there ig the {net that, when demand and prices have continued
for a while Lo rise, people get into the hetit of expecting a
further riese of equal or &y r.ximately equel extent. That is to say,
they ;roject current exjerience too confidently in the future,
The theorists stress the fuet thst the discovery of errcrs
of optimism pives birth to the cppoeite error of pessimism. Prolesgor
4, C, Pigou , oints out thet
The oxtent of the revulaion towsrde peasimistic crror, which
follows when optimistic error is uisclosed, uepends, in purt, upon
the magnitude of the proceding optimlstic error..... But it is
also affected iy what one msy call the uetonution which acc . mpanies
the discovery of a ygiven amount of optimistic error. The detonetion

is greater or less according to the number or scale of the lesal
bankruptcies into which the detected error explodes.is

12, he Co Fijou, Industrisl :'luctust.uns, la.e 94,
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If the entrepreneur himself is {inancing the enterprise, t.e
repercussions are lese serious than in the case where the enterprise

is financed by borrowing, especially by borrowing from the banka.
5. Harvest Theory

General Characteristicase- The relation
between changes in the asgricultural situation and industrial fluctua-
tione is much more complicated than most people think. There exists
a great number of thecories on the subject and the amuthors are generally
willing to admit that the effects of weather-induced harvest variations
may be partially or totally offset by the effects of other causes,
vh&ther these be inherent or outside the economic system.

It 18 not necegsary to assume a cyclical movement in agri-
cultural output itself to establish a causal conncetlon between
agricultural output and business cycle. Fluctuation in crop yield,
in the output of live stock, etc., may be regarded enalegous to
inventions, etc., which appear at irregular intervals, and set in
motion cumulative processes of expansion or contruction in the
industrial system, or at least, reinforce or retard expansion or
contruction. Harvest fluctuantions which do not eppear with the
turning points of the cycle will tend to disturb the periodicity
of the cycle rather than determine it. This ir the view taken by
Professor A. C. Pigou /IW since, though he
treats harvest veriations as an important potential cause opserating

to precipitate cumulative upward and downward movement, he
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attributes to these cumulative processes a life of their own with
periods determined by psychological factors and others which have
no relation to the periods of crop fluctuations.

However, J. M, Clark, in Stratezic factors in the Buginess

Cycle, denies that fluctuations in agricultural output are among the
causes of the cyclical fluctuation of business.

Agriculture appears to have its own cycles, whose timing
has no clear or regular relation to the eycles of general
business.l3

Agriculture, he writez further, is not an sctive but a

passive element. The very inelasticity of agricultural supply exposes
the farmer to considerable instability of income. This is a result

of changes in demand arising out of trade fluctuations brought

about by internal forces of the business economy,.

In eny case, this theory of the effect of agricultural
purcheeing power is somewhat discounied by the possibility that
the increase in farmers' purchasing power is portly at the
expense of that of other groups. This is especially probable
so far as farmers’ gain through increased prices of their
products. Agricultural prosperity is likely, however, to increase
the power of farmers to buy equipment on c¢redit without sub-
tracting an equal amount from the corresponding power of other
groups,l4

Influence of fluctuatilon s~ Professor

A, C. Pigou, in lgdustrial Fluctuationg, links up harvest variations
and industrial fluctuations by argumente appropriate to an economic

system without a common medium of exchange. He then proceeds to take

13e  fipe cit. poge 6l

l4. Op; clbe i@ 650
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into account the modifications introduced into the relationship by the
fact that soonomic incentives present t.emselves in a money form. An
exceptionally good hervest leads to a lorger demand on the part of
farmers in terms of ayriculturasl prouuce for the product of industrye.
Thies will raise the resl income of the comnunity, will
lead to an increase in the supply of new capital from savings, a down-
ward tendency in interest rates and an increzse inm the demand for
labour in terms of wage=goods. Suppose, however, that the
gonerul demand for sgricultural productis is elmstic, the incre:cse
in the demand for labour in terms of .age-goods will lead to more
employment for the reacon that the saupply schedule of lebour
is rigidly elastic, ihsnks to the rigidity of the wege rates.l>
80 far, the analysis has proceeded on a purely burter
economy. Eut the edditional borrowing requirements of the farmers
may be satisfied by the banks, This is induced by the improved
expectations of ylelds The result is & monetary expension of a

cunulative nature which enhanges the demand for labour and thus
increases industrial output.lo

6. Other sspects or factors which influence the Bueiness Cycle.

S0 far in our analysis we have explained pure theories, ip.,
satisfactiory explanatione of the business cycle which demonstrates the
complete evolution of the cycle. but, there exists explanations of
certain factors, which, although they do nol cover the whole cycle,
nevertheless [lay an important role in elucidating the mechanism of
the business cyecle.

The changes in coste of production, the horizontal maladjust=
ments, and over-indebtedness alihough they do not cover the whole

business cycle, nevertheless play an important part as factors which

15« Itdc. Faue 41 und Crape « and 20O
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sometimes have been put forward as the causes of the periodicity of the

crisis and depressions.

1, Chenges in cost of productione

The st.tement that a restrietion in industriel uctivity is due
to the fact thet ,rocuction cost hus risen alove selliny, prices is
compatible with any explunstion of the crisis and degression. It does
not add much to the statement that industriel activity has been
reduced. Tue proximate cause of the reduction in induetrial output
is the fact that expected prices do not cover production costs, This
is true, even though a series of orop failures, monetary .:eflaticn,
over=investisent or anything olse, is ultimately responsible for the
breakdown of the boom and for the depression. All these factors must
finally find their expression samewhere in a disappearance of the-

profit margine.

Tae rise and fall of production cost, and the prominemt role
that they play in the explanation of the cycle, sre fully expleined

by We Co Mitchella.

The decline in overhead cost per unit of output ceases when
enterprises huve once secured all the businees they can handle with
their stendard equiyment, and a slow increcse of {hese costs begine
when the ex; iration of the old coniracts makes nccessary rencwals
at the high rute of interosts, rents and, sularios which prevail
in prosperity. Meanwhile, the ojeraiing costs rise at a relatively
rapid rate. Lgu.pment which is entiquuted end planis which are ill
located or otherwise work at some disadvantage are sgain brought
into operation. The jrice of labour rises, not only because the
standard rates of weges go up, but also because of the prevalence
of higher pay for overtime. ~tiil more serious is ihe f'met that,
efficiency of labour declines, because overtime brings weariness,
because of the ewployment of unuesirablés und, becuuse crews cannot
be driven at top spoed when jobe ure more numerous than men to fill
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them. The prices of raw materials continue to rise faster, on the
average, than the selling prices of products. Finally, the numerous
small wastes incident to the conduct of business enterprises creep
up when menangers are hurried by a prevse of orders aemanding proupt
delivery.ll

Here we may bring in pley the law of diminishing returns in that

the cost of production in terms of labour rises because inefficient
workers and undesirables must be employed and, becuuse antiquated
equipment must be brought into operation when production is expanded.
This 1s quite natural and the supply prices rise.

This obviously limite the extent to which production expends
in response to a jiven rise in demandy and, since ithe whole process
takes time, it is netural that we should find expanuiog carried
forward continuocusly up to a point, ond then stopjedel®

Al) thie does not explain, however why wxpanelon should be

followed by a breakdown end deprcasion,

Another point 1s the .rgument thet elficiency temds Lo fall

during the upswing, beocuuse waste crops up e¢verysneree The conirary
is &lso true for the dosnewing. It umust, hosover, Le sdmitted that,
theoreticaily, a heavy fall in efficiency, unaccompanied by & correse
ponding fall in money wages and not compensateu by a rise in prices,
may produce s generzl depressicne Lut this fuctor, still dces noi
explain the process of expunsion and why a derrcssion must follow the

breakdown.

2, Horizontsl Kaledjustments.

A horizontal maladjustment is the overedevelopment of a

particulsr branch of industry. It can only explain a purtial depression

17e #e Co Hitchell, Business Cycle and Uncamployment, Pages 10 and 1l.

18, 4. C. Pigou, Industrial Fluctuations, Pege 278.
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because, if an lndustry is overedeveloped and, if the former is depressed,
the latter must prospers This partiel dislocution of the productive
process does not explain why the deflationsry cumuluative process of the
depression is set in motion.

lorisontal maladjustments are usually brought about by a shift
in demand and/or a shift in supply. As is common, one producer does not
know what the other is doing. Conseguently, if o given demand ca.not
be satisfied by a producer; other ;rouiucers are accordingly called upon
to satiafy it. This leads to competitive duplication of plant and
equipment, involving errors in ths estimation of future wants. 1lhe

eircumgtances conclusive to bringing asbout such errore are fully

explained by F. ¥. Teussig, in Principle of koongmics, Vol. 1, Page 308
end seq. and A. O, Pigou, in Indusirisl Fluctugtions, Chap. 6.

Je Over~iniesLtudness,

The existence of lurge debts in terme of money is certainly
a most potent factor whick would tend to aggruvate & depression. The
burdon'of debts becomes hoavier with the fell in prices; wnd this
leads to disireas selling wh.ch depresses prices further. Thus, a
liquidation of bank crodits is induced, which mesne a shrinkage in the
volume of the cireulasting sedium and of the demand for goods in general,
Over~indebtsodness, it is said, may be re;arded as the nurmal
cause £ the collapse of the boome In such cases over-indebiouiness is

closely connected with over-investment. To say that the cause of the
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breakdown is over-investaent is the same thing as saying that investuments
have beon made which later turn out teo be unprofiteble. In other words,

sales rroceeds do not cover costs, and one important cost is interest

on fixed and working capital. Irving Fisher stresses the faet that such

over-investments have been made on borrowed money.

Banks, in exterding credit to different sorts of borrowers,

have to consider queations of liquidity and of safe amargins on
collaterals. Credit men, acccuntents, lenders on real estats,
brokers, government and legislators, ail have some sort of over-
indebitednessel?

1t so0es without further explanation that this margin of overe
indebtedneas is no other than the sale m-rgin for over-investment. If
the collateral or others arec y;resent to protect the borrowed money,
this overe-indebtudness as Irving Fisher calls it, becomes real invest~
ment, with the hope of obtaining higher returns than the rate of
interert required to pay on this bLorrowed money.

Irving Fisher descriltes debt a= follows.

Yoot kind of pocket money, such as bank notes, take the form

debtts to the Learer. Lank checks, which the depoeilor thinks of

as representing his money in the bank, really represent a debt of
the bank ic the depositor, end usually the depositor oituins his

chesking account Ly golnz into debt to the banke<-

Not bein; ablc to explain the business cycle conclusively on
these assumptions, Irving Fisher e tablishes whet he calle a "Gebt
cycle"s He explains thus:

Ultimately, of course, the over~indcbiednees, whether of one

individuel or of a whole community, will te wiged oul, with or

without tusiness failures, Iut sometimes the liquidution, or the
p8ychology which accompunies it, does more than resior:z u normal

19. Irving Fisher, booms and Uepressions, Fage 10.

20, Irving Fisher, Booms and Lepressions, Page 8
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delt situation, Those debtors who have burned their fingers by over=
indettedness, and those creditors who have burned theirs by overe
lending ~- especially if the two group comprise most of the commumity ==
tecome over-cautious, and end in an undue reaction against borrowing.
Then the pendulux mey yredually swing back, ceution may again be
thrown to the winds, and over-indettedness aguin provail. The
pendulua may even swing bLack beyond the point of equilibrium, where
people will again go too far into debt, but presumebly not so much
too far as the firet time. This swinging back and forth may go on
indefinitely, constituting a debt cyele.<l
Thies fuctor of uver-indebtednéss, as can be seen, may contribute
greatly to the breskdown of a Loom and even cause the downtwn of the
cyels. Nevertheless, it cannot explain fully amd conclusively the
business cycle with its cumulative exyansion and contraction processes,

and the fact that when one procese ends the other must follows
Te Conclusion.

with the oompletion of tuis analysis of ithe different theories
of tne Lusiness cycle, one guesiion looms in our mind., «hich of these
theories oxplains fully the cyelical movement of business. This
question would be answered categorically in the alfirmutive Ly the
different theorists, in respect of tne theory they have expounded,
However, it cun be scen eusily that these tneorisis have tried to
explain the business cycle with the firm conviction that thia phono-
menon is due to certain fundamental rinciples or fuctors. With
this in mind, they huve sone forwurd with their explanation, dis-

regarding any other fsctor wiilci are inherent to sny tusiness cycle,

21, Irving Fisher, Boous and Depressions, Fage 12,
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or at least disrcgarding the preponderant part or attachment that cxiats
between these {nctorse Thus we have these different theoriee which sre
mainly buased on aBsumptione that the tredo cyele resolves around certain
predetermined principles or factorse

éhile it is not the purpose to rejeet fully eny theory on
business cycles, it is however the ondeavour to show that these different
theories do not explain fully the general phenomenon of the trude cycle,
but only part thercof., With this purpose in mind, it is now proposed
%0 review the different theories shortly to show that they ere not
coxplete in their explanation and, as the czse may be, erroneous in

their ststements,
1. The Purely Monstury Theory.

That money plays an important part in the business cycle is
a definite accepted fsct. But that the business cycle can be fully
explained by the fact that money controls every other fuector, which
thus become depenient on the monetsry fector, is definitely an error,
The monetary activity in the expansion phase, and the recession in
the contruaction phase, run parallel with that of production and one
is dependent on the other. This is explained by the f-ot that during
the rcvival from a depreasion, monetsry instruments must activate
produstion end vice-versa, If this mutual nctivity were not precent
the process would not gain momentum, becauss the accidents which cause

the astivity cannot of themselves carry the process of expansion



SYSTEATIC ONALYSIS OF Tl JFILY L9

further then an impulse, If this impulse were not corried iy ollsr
factors it would c-use the economic system to cctliv-ts due to the
impulse end thense return to its previous status of activity.

The theory stands in contrudietion to many other related
theories in that it contends that = change in the rete of interest
influences the economic system, not through s dir.et influence on
investment in fixed capital, but through the provieion of working
capital and particularly stooks of goods. Further the contenti n that
the reason for the breakdown of the boom is alwvays a monstary one
and that prosperity could be rrolonged and depression stavec off
indefinitely, if the money supply were inexhaustible, can certainly
be challengzed,

e The konolary over=investmeni tne.rye

These theorists, in similarity to the revious one, have
tried to explain the business cyscle on the assumption that eapital
is the sole major factor of the economic cycle. They have put aside
produetion factoras and have assumed an elastic surply of money.

It has long teen recognized that there is & complicsted functional
relationship between the intarest rste, changes in the quantity of
money and the price level, Their activity alone cannot, however,
explain in full the business oycle. They have, however, brought some
facts of the money asystem into play which had Leen left aside by the

Purely Monetary Theorists. Thni, the differences in the reie of
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roney such us explained Ly the "market rute of intercst” and uic
"naturul raie of inter.st", or the influence of "foroed savin;s", are
determining factors in the explanation of ithe Lusinesg cycle can be
appreciated. figwever, to consiruc w tusincss cyecle sround ithece
factors is naturally un incomplete statement. It 18, further, &
litile difficult to understand why the transition to & more round-
about process of prouuction shoula bte uesocinted with prospsrity. enc
the roturn to a less roundabout process g synonym of depression,
However, they have contrituted preutly to the explanation
of the cyele in expandin, the analysis ol the maladjusiment in ithe
structure of jrouuction brought about bty the orcuitl expansion during
the prosperity phase of the cycle, and, the explanstion of the

breakdown as consequent on that maladjustuent.

3+ The NonelMonetary Overelnvesiment Theorye

In the previous two itheories we have soen that monvtary
factors were the main factors in the explamnation of ihe cyecls., Now
wo gome to & ;roup of thoorists who put monetary ractors in e sube
ardinate role. They go on explaining their t'ieory on ihe vasis ithut
changes in the _rocuction of cupitul -oods, wspecinlly of [ixed
cepital equipment, arc ihe fuctors wainly res.ousills for tlw
business asycle. It .an be shoen thel thwey ar. co.pelled Lu nssume
an elastic eurrency or crdit surply in order io prove what they

wish to cemon-tretc,
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ilowever, us hus alreusdy been stated, tulu thsory offlers its
most vulusble contributi-n to the theory of tho business cycle in its

explunation of the treskdown of the bLoome
4, Other Theories.

As congsrns the oiher theories expleined in our anulysis,
the fact will le appracliated that none of tihese have atiem; ted to
explain the theory of the business cycles They are all based on
factors which mey influence the sconomic system to the extent of
cLanging the status of tha systew at the wowent of ltheir lnception.
That these fuctore may acfivata the boom or ithw depression, is
conceded. They may influence any part of the cycle to ihe extent
of causing a crisis, accelerate the coniractlon process, etc. They
msy evon be present in every cyele., Lut they cannot, hosover,
explain the cumulative process of the expangion and the contrrction,
nor can they explein the turning poinis alt.r sesch of thesc ,rocesses, eic.
4s all olher thoories, they have based themselves on f:ctors
which msy be observed in any cyele. They have coniributed greatly
10 the theory inm explaining the uctivity of these factors on the
trade ¢ycles Their contribulion should be kept in mind constantly in

any explasation of the Lusineas oyole,



CHAPTER 11
SYNTHESIS ON THE BUSINESS CYCLE
INTRODUCTICN,

Before attempting to expose a synthesis on the business or
trade cycle, it is well thet we should arrive at & unaenimous under-
standing of the different terms and aspects used in this study.

Throughout this synthesis reference will always be to the
case of a closed economy, by which is meent, not a completely isolated
country, but a country in possession of all the atiributes which we
shall find necessary for the full development of the irzde cycle.

Depression means a state of effairs in which real income
consumed or volume of consumption per head, real income produced or
volume of pruduction per head, end the ratesof employment are
falling or are subnormal in the sense that there are idle resources
and unused capacity especiamlly unused labour.

Prosperity, on the other hend, means a state of affairs in
which the resl income consumed, real income produced and the level
of employment ere high or rising, and there are no idle resources
or unemgloyed «orkers or very few of either,

As can be seen "depression" and “"Prosperity" are correlated
concepts, but the negative of each other. They differ in degree

rather than in kind., The question is not that of a clear line of
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demarcation but rather, a scale «f more or less depressed or more or
less prosperous conditions. It ranges from deep depression to high
prosperity and from severe unemployment to full employment of all the
factors of production,

Real income consumed, real income produced, rute of employment
are comparetively ;recise concepts and even to some estent mcasurable
quantities, These three indices can be regarded as the criterion of
the existence, and measure of the degree, of prosperity anu depression
and changes in the seme,

we must now define Lusiness cycle. In the general sense, a
business cycle may be defined as an alternation of periods of pros=
perity and depression, of good and bud irade. DBut this definition is
'obvioualy too wide for the purpose of any snelysis. ilowever, an
alternation of periods of depression end prosperitly is what we should
normally expect. Wha. calls for explanation, therefore, is the
duration and wide amplitude of the fluctuations, on the one hand,
and the peculiar nature of the fluctuations, on the other. This
constitutes the problem of the cycle and is tie besis of our study.
Further, the economic cycle in which we are priuwarily inter.sted
is that of alternation of relatively prosgerous and depressed times,
together with all the concomitant changee in all parts of the
economic system, which exten.s over the period of three to twelve
years. This movement is called the business cycle proper.

The btusiness cycle will be studied under the following

aspecis?
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le= The ujewing also called the prosperity phuse, or the ex-

ransion process,

II.~- The upper turning=out, thut is the change or the turn
from prosperity to depreusion.

IIX.= The downswing also known as the depression pnase or the
coptruotion process.

IV, The lower turningepoint, that is the change or turn frou
de; resaion to prosgerity.

At this point, it may bLe of valus to mention two fewilurecs which
can be observed probably without e.ception, in every ltusiness cycle.
One is the fsct that the oyelical ugs snu dosns of procuct.on and
employment are accompanied by a jarallel movement of the money value
of rroduction and trensactions. 7The other is the Fact that the
cyclical fluctuations ere more marked in cenneciion with the prouuct=
ion of producers® goods than in co-nection with the roduetion of

consuzners® goodse These two fentures ure of utmost su__cative value

and muat be kept in mind at =11 times,

le The Procesa of Lxpansion,

Introductione=- ‘e nust assume thal the ,rocesa

hogs, in one way or anothsr, been sturted, and investii, .le by what

is meant thut the process is cumuletive ond selfercinflorein., and on

what factors this cumulative quality dependse It sill be impoueille

to avold rofoerencce to the factors shich strrl such »  roceus.

These factors will ho.ever be studied furiher in our ex,osition.
Ceneral DPescription of the Hechanisme-

%e start our analysis of the process ol ithe bottom of the dejr:.siovn.
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In effvot, it mecans a situation sher: there are unemployed prouuctive
resources. If there is such unemployment, the sup ly of 1:Lour can
be satisfled st the same or only slightly hicher sages Therefore, the
supply of lsbour is comyletely or mlmost completely elustic in i e
upward direction. Since there are mmple stocks of raw matrrials,
undereemployed capital equipment, etce., then the supply of other neans
of produetion is alsc elastic.

Suppose, now, that uxpansion has bteen started for any reeson
whatscever, e.7. uvenues of now investment opportuniiies huve been
opened und the lurge sumas arc being inveated over a jeriod of time in

the economic system, vele. the building of a new power dam, The
funds for investment are not withdrawn frem other uses, but consiet
of money newly crested by the banking systeu, or come out of hosrae
of unused purchzsing power, Thercfore, the e re;ate demend for
goods in terus of money increrns<s. Unemployed workers are hired,

reav matericls, etc., are bourht and ordered, There is no yuersntee
that sll the money thus inject.d Jiil remain in circulstion. ‘uite
the contrary, through nuserous leaksgece a smaller or larger ;art

of this new purchnsing power »ill be sterilized and ithdrawn from
eirculation. But a certain ;art of t. & money #ill go on circulating,
fe.0., will be spent bty succeasive recipients. It can be readily sccn
how it will stimulate other tiranches of induetry and thus the

expansion will . radually spread to all perts of the ecunomic systems
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The producers of materiuls and implements will increuse their
proiuction. The capitsl necessary for this will Le raised by idle
funds at their disposal, by borrowing from the banke (the rutcs of
interest at tuis etage will Le low), by floating u new issue on the
markct.' They will hire more workers and buy the material or eguip=
sent that they require. The worker will, st lenst, spend part of this
new money lmuediately, This will atimulate the production of
consumers® ;00ds due to an increused demand, This, in turn, reacts
favoursbly on the higher ustages of produciion. Idle monotary funds
are set in motion and the demand of goods is further increased, which,
in turn, generat:s income., Ubviously, at first, the Lrocess will
proceed slowly but it wlll gather momsentum as new snd increused
demand continue. At fiict, the process may be offset by adverse
influences; but, as the cemand for meny goods hus grown for some
time and the expension movement has spread to many parto of the
eyetem, the incresse in the totul demand for goods in terms of money
por unit of time becomes greater. At this further stage, sdverse
influences which tend to decrease the flow of money against goods
will now only be able to decroase the rate of incresse in the flow
of money and to slow down the i eneral expansion. This is what is
meant shen se say that the process hss gained momentums 4t hae
btecome strong enough to ovorcome obsta:les of lesaser megnilude or

force.
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Thers ars other fastors which will come into play and reinforce
the oxpaneions A rapid and sustained increase in output due to an
increaso in the {low of money will certainly lead to a rise in proe
duction coats and sommodity prices sl warious pointe, even if the
labour supply should, for a time, remain elsstice Profits s11l also
rise all along the line, owing to the fact that rigid overhead costs
can be spread over a lurger output and wages lag behind prices.

This continued ri: e in demund and increase in profits and
prices is bound to creste, in the business world, a more optimistic
outlook in gen. ral, end in particular, an expectation of a further
riee of priceas. The entrepreneurs will ts encouraged to eabark on
more antitious schemes of investment in fixed capitals They will
either borrow more freely from the money market or use idle funds
st their disposal for the purpose. There will always be techno~
logical improvements weiting to be mude, end, piven the profitsbility
at the existing price cost ratio, the investament will be undertaken
only if the price and cost ratic is expected t¢ last long enough to
permit the amortization of the invesied capital,

Thus, the expunsiocn proceeds in a pro;ressive and cumulsative
fashion. As it amdvances, restraining {orces come more und more into
play. This will be explnined further in the chapter dealing with
the upper-turning point of the crisis.

The Yonetary analysie ¢f the systeme==

te have 80 far explained the mechanism of the expansion process on
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the assumption that the monctary factor was moving automstically with
the process. As wus stated in our introduction, a parallel movement
exists in money value of transsctions and procuction and the ups and
downs of ;rodustion and employment, Therefore, any explanation of the
business would not te complete without an amalysis of both parallels.

After a slump, an expansion of the monctary circulation, in the
sense that the money value of the volume of produsticn and total
demsand for goods in term of money per un;t of time incresses, is &
regular feature and en indispensable condition for a rapid expansion
of production. If ihe monetary circulation could not somehow be
expanded, prices of goods snd prouuctive eervices, especially money
weges, would have to fall simultanecously wiih the¢ rise of employment
and production, Certsinly sueh a fall in prices is the contrary to
what sctually happens durin; o recovery from depression,

The expansion, in s technicml .ense, is due to a discrepancy
tetwson the money or murket rate of intervst, on the one hand, and
the natural or equilibrium rate of interest, on the other, If the
former is below ths latter, = cumulstion process of expsnsion sets
in. For exploration of tiis process we must have regourse to the
familiar Msrshalliasn curvee Alon: the horizontsl axis of £ system
ef rectangulsr coeordinutes we mecmsure smounis of iavestidble funds,
and nleng the verticel exis the price peid for investible funis,
1,00, the rate of intersste For ecsch amount of investible fund we

sup; ose the demend price to te vetermineds The demend price is of
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cour.c the rute of interest at which this amount oulc be taken up by
entre;rencura for investaent purposes, If .e j:in these points, we
obtain tho demand curve for investible funds, In general, it slopes
downwerd froam left to right and it repreients the faet that at lower
interest rates lurger quantities are demanded and invested for pro=
ductive purposes., GSimilarly, for each amount the supply price is
determined, and by Jolning these points togzether the supply curve of
investible fun:s is obtained. It may/EZriaontal for a certain range,
in shich cuse the supply is zaic to be slastic for thet certain
renge. It zay be vertical wnd the surply is then caid to be inelastic.
The system of these curves always refer to a point of time or a
short peried of tize, The slope of the curve is detormined by
certain [uctors wiiich will mrow be determined.

The deuend curve for investible funds bears a close relation=-
ship to the curve of murginal profit rate. Harginal profit rate
is that rate of profit in terms of money which an cntrepreneur
exgoects to derive {rom & concrete plece of investment, .he supply
of investible funds i. dourived {rom three sources, namely, from
amortization yuotus, from new savings, and, from inflation in the
broad sonse. 7The first two, which mmy te regarded sa grogs saving,
15ave the total demand for good:c constant. Inflation implies an
ineresse in the total demand for 0008y & rise in quantity of money

and/or velocity of circulstion. 7his requires further ecxplanation.
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For the individual firm, the setting aeide of amortization quolas
out of total receipts and their expenditure for replacement of outworn
equipment do not alway: coincide in time, Amortization will usually
be a continuocus process, whereas the replacement of durable means of
production is usually discontinuous, For the economy as a whole, both
procesées are more continuous and run parallels During any period of

tine, a number of firms use their amortization quotas to accumulate
balances or to repay loans, while others draw on their balances or
borrow from the market in order to replace their -quipment.

By saving we mean income minus expenditure for consumption.

We must distinguish between currently earned income, which is simply
the money valus of the net output of the economic community, and
income currently ava%;sblo for consumption. This distinotion rests
upon the fuet that inacome earned i1s distributed, not continuously,
but periodically. The fect that incomes are earned continuously,
expended continuously, and distributed periodicelly hes the conse-
quence of creating a time-lsg between the moment when a given sum is
sarned and the moment when it becomes available for expenditure on
consumption. This distinction between earned income and available
inecome is of conaidereble importance in the description of the
process of change in investment end in total demand, through time.

If in any short period chosen es a unit of time the income

surrently sarned excoeds the income availsble for expenditure, the
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oxcess must be finunced out of inflationary sources. Thus, the money
invested to=day is financed partly by savings out of income earned
yostorday and becoming available to-dmy and partly by inflation. But
all that is invested to~day inclusive of the part financed by inflation,
becoms to-day's surned income snd to-morrow's available inoome, If
then, a part of the latter is seved to-morrow, it constitutes again
current saving, although 1t is historically of inflationsary origine.

We can now proceed with the enalysis of the monetary side of
the expansion process,

In the first instance, we have assumed that the expansion
proceas hes been started, New investment opportunities have appoarcd
and a certain number of people sre prepared accordingly to borrow
new money, or to utilize their own idle reserves on a large scale.
This can be expressoed by eaying that the demand curve for money has
shifted to the right to such a degree that more than the current
flow of savings is teken up snd inflationary sources are being
tepped. The totsl demand for ,o0o0ds in terms of money increases and
the cumulative continuation of the process may be described by the
statement that this incresmse of the demand for goods causes the
demand curve for investible funds to shift further to the right.

A further inflow of new money will result if, the flow of current
savings does not suddenly rise to an extent sufficient to satisfy
the growing demend, and if, the supply of investible funds from

inflationary sources is not inelastic., This will tend to force the

demand further to the right.
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The sugply curve is likely to shift to the right -~ that is,
supply is more plentiful -~ bucause of & tendeney to dishoard on the
part of the public end the banke. This will intensify the force of
expansion. Then , roduction incre:ses and prices rise, not only the
entrerrencurs, tut the lenders = benke and investing public - are
likely to take a more optimistic views This will explain the psy=
chological factor. It is extremely importsnt to realize that both
the demand curve and the supply curve for invesiible funds are-
subject to frequent and rapid shifts, These changes are in{luenced
not only by technological factors, but also by psychologiecal factors,
changes in demand for particular zoods, etce

Seving and its eff ect on the proceas s,=
Allusion has Leer mede io the actions of income receivers with respect
to spending end saving,. First, it was pointed out as an essential
link in the expansiorn process in the sense that the incressed carning
of the workers caused by incrovsased investment would in part be s, ent
i wediatelys Secondly, it was mentioned =8 & source of investible
funds, Therofore, it is important to cemonstrute the probable conge=-
quences on the exysnsion of & change in the proportion of income
saved by the publi¢ as a whole and, the factors which determine whether
the jroportion saved will te great or emall, or vhether it will rise
or fall,

By the proportion of income suved, we intimate the average
proportion of income not epeni on consumers' goods in the income

period in which it Locomes aovailsble., - must, of course, keep in
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mind the dietinction betwesn the period in which income is e:rned and
that in which it becomes available for expenditure or saving.

An incresse of saving normally exercises s deflationary dfeot
at the moment of its appearances The amcunt of dishoording is reduced
end the currently earned income rises less fast than it would othere
wise have done. lue consequences of this savings, if rursued in
subsequent periods, will indicate that the deflationary effsct is
cusulatede 4 relstive fall in demand now leads to a reletive fall in
investment later, this to a further full in demend and s0 on. If
the increnaé in savin. is repeated in subsequent ; eriods, it may
not merely slow vown the expansion but e «n prevent it from reaching
the height it would otner.ise attaln, and finally turn it into a
decline, On the other hanuy and in accordence wlth the acceleration
prineiple, the rate of inveatmunt ill be grest.r or less according
as incomes are riging more or less fast, and, since the grsuter the
proportion saved the slower the expansion of inoomes, it follows
tgnt the higher the income saveu the less will the rate of invest-
ment be at any given income level. DBut the uxpansion will cense when
saving catohes up with investment, ond the higher the proportion of
income suved the luwer will ie the income level at which the
ex, ansion will cesse. The genersl concluslon is that saving which
is in progress during an expansion process tends to slow down the
ex ansion. Consequently, ihe more people save the slower the

expansion, and the less they save the faster is the expansion.
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Z¢ The down~turn or Criasis,.

Introductioen,== In the preceding chapter we heve
shown the reasons for e cumulative expansion in the business cycle,
But what needs to be explained now is why this expansion process,
in the normal course of events, is brought to an end, ‘e can dise
tinguish betwecen twe types of disrupting or mitigating forces. Those
which arise quite independently of the process of oxpansion which
it interrupts and, those which are usually brought about by the
process of expansion itself, In other words, an expaisiun may be
interrupted on the one hand by an uccident such as chan_es in the
harvest due to woesther conditions or it may itself give rise to male
ed justments in the economic system which temd to check or reverse
the wery process by which they werc¢ brought about.

The proximate causes of the downe-
t urn.~= An outright and deliberate contrection of the cirouleting
medium may be the rroximate cause of ithe down-turn. Then we have
at once a decreasse in the Llotul demand for goods and it is compara-
tively easy to explein the further development of the contraction.
It is mueh more difficult to explain how a disturbunce which does
not in itself consist of z decreause in demand and which directly
affecto only a purt of the economic system can lead to & decline in
the agiregate demand rather than to a mere shift in demend from one
commedity or group of commodities to another.

A decrvese in the supply of funds msy be a proximate cause

for the orisis, It is not difficult to find examples in the



SYNTHRSIS ON THe CYCLE 55

financieal history of u central bank of a couutry having undertaken a
restrictive oredit policy. The motive is usually to step an internal
drain on reserves or to resiore external equilibrium, %ithout being
foreed either by the external situation or on internal drain of its
cash resourses, a central tank may soniract orudit because its fears
the consequences of a prolonged expansion. Ths enumeration of other
cmses could be curried ony but what is sufficient to realize is that
e tightening of the supg;ly of funds Ly the monetary asuthorities has a
depressing influence and is cnpable, if sirong enough, of interrupting
an expansion,

A disturbance in e curiain branchof indusiry can also give rise
10 a gener:zl contraction. Bu pose thel, in an individuel industry a
number of firma sre forced {u curtail output or to cease opersting
altogether. A reduction in the level of output ef this industry will
reduce the earnings of the {sctors employedi. The wage-blill will
diminish end this will czuse some decrezse in the demand for wage
goods., If sales zZo on while in ihe process of liquidating stocks,
the procesds or returns of suci sales may be used for repaying banks
and other debts instead of Leing reinvestied in the purchase of labour,
materiale, etc., -=- this will have a deflutionary effect. A breakdown
in an individual industry may very well csuse at least a temporary
fall in the total demand. whether this will start a cumulative process
of contraction or not, depunds on the magnitude of the uisturbance

and the general situation.
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f#hy must an sxpunsion come to an e n dew=
¥e have seen that an expansion is in its first phase somewhat of precarious
nature end that it is liable {0 be reversed by an accidental disturbance.
However, if it has a chanoe to d:velop undisturbed for u while, it will
gein momenium end become, to & certain extent, imsune to disturbances
-hich tend {0 reduce total demand.

The two most cssential conditions for the smooth progress of an
expansiocn ars troadly epeaking, an slastic supply of money and an
elrstic supply of means of production. Both conditione are escential.
If either is lacking, the situation becomes precarious. Sugpose that
the money supply is inelastic in the upward direction. It‘a pertial
disturbance arises tending to produce a hold=up in the stream of money,
»e got an ebsolute decroase in the quantity of money and the velocity
of circulation, vhich may casily engender a general contraction., Again,
suppoee that therc is full employment of all factors of produstiocn.

The money stream must then remain constant in the face of the forces
making for expansion -~ except to the extent to which the natural
increese in the su; ply of factors end in their efficiency permits of
an incrense in output ~- or else prices must rise and an outright
infletion develops, If the latier happene, it is ecusy to see why the
position is umtcnable, why the rise in prices s1ll become progressive
and will lead sconer or leter to a breakdown. 1ify on the other hend,
the money sireaw is kept conutant, in spite of the rise im the

demand for funds, equililrium may be preserved. But the system is
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is then very sensitive to defletion:ry shocks and, may ewsily be plunged
by some accident into « spirel of contruction. This makes it clear that
under full employment s ;iven deflationary shock is morc likely to entail
s general contraction thun il the su; ply of lulour snd ctusr fnetors of
production is elastic,

Suppose, {or sxample, that thers is a shift in demand, The
dezand for commodity & incre.ses and thet for F docreeses., This
necessitates an incresve in production in commodity A. Arything that .
necessitetes an Incre.se of produstion in one irdustry will, under full
employment, affect other industrics adversely by raizing their cost
of groduction. Ome industry can expand yroduction only at the expense
of a contruction of cutjut in other indusiries, Adversely, under
conditions of selastic supyly of mena of production in general, anyone
industry can, t, a certain extent, expand produstion rvithout raising
costs to other indusiries, sinply Ly drawing on the sxiating reserves
of unemployed labour and idle rssources.

we have s0 fuar conirueted both extremes, i.c.y full employment
on the one nond and porfectly elastic supply »7 all fzelors on the
other hand, ‘lhat resasily Qxiata, of course, is uluays on lntermediate
state., =ven at the bottom ¢f e severe depression, the supply of
fectors and of finishked guods is never perfectly elustic, while at
the height of the bLoom there is never atsolutely full employment.
Technically speaking, ther. 1s almost ulwoys scope for increcsing
totel produetion to a certain extent by drawing into employmeut

hitherto unemjloyed fuctors, grovided all wasume suflficient mobility
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of the means of produetion, Put this does not throw out our wrgument.
Since it is sufficient to assume thet, uuvring the coursé of the expansion,
the supply becomes less and less elwatic, even if it doesz not ¢ fully
from one extreme to the other,

But the mere fact that, there is «till much unemployment does
not justify the eoncelusion that, en increanse in the total demand for
goods in terms of moneoy will permit en incre:se in output and employ=
ment almost proportional to the increrse in demand, coupled with a
comparatively slirht rise in prices in generals Thorefore, the sensi-
tiveness of the economic system will become greet Lefore complete full
smployment has been reasshed. The resson is that, the existence of a
level of unsmployment which might at first sppear relatively high,
can by no mcans be taken o3 a safe indication of grest elasticity of
the supply of factors of procuction, or of output in gensrals Ve
mey econclude that, duriny the course ~f an experaion «hich hes sturted
from the depth of & depreasion, the economic system Lecomes the more
vulnerable the nearer full employment i» spproached.

Disturbences created by the process
of expans i one== There ars two sroups of disturbances which
may be expected to arise in the sconomic systen in the ocurse of an
expansion. (1) There mey be a mechanism which works in such a way
that, a monetary expansion is alter a while turmed into a contraction
vithout the latiter being induced by a loas, or the expectation of a

loss, in any particular industiry. In other words, taer¢ may bLe no
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difficulty in any particsular industrys cost aay sverywhsre be coversu
by actuel end expocted selling price. .ut, sucdenly, therc cowcs a Litch
in the flow uf money, the totsl demand for goods falls of{y nund this
gives rise to e cumul:tive ;rocesa of coriructione (2; The other is
thaty as a rusult of the maladjustusnis in the siructure of rouuction,
sowe particular inuustr; or [roup of industrics ls lorced to curiail
output unc employment mnd, thereby start a genoral coniractione

Under any monetery urrangement which im lies a limitution of
the quantity of legal tender money, there is an u;per limit to the
expansion of the siream of money. This explains the f:ot that the
economic system becomes more and mor: sunsitive to deflationury shockg.
It does not, hosever, cxplain why, in the absence o sucii shocks, en
expansicn of the siream of coney should i.mediately Lo followed Ly a
contr ction rather then by & period of stabilitye kre [, U, Hawirey 18
hss endeav.ured to establiish the existence of a wmonetary mechanism in
which the mere cessatlion of credit expansion lead io a subsequent
contractions The theory is bused on the lag of cmsh resorves in the
banks behind the expaneion of credit. The drain of cesh continues ofter
the expansion of credit has come to an end, The banks wailch only the
present position of itheir cush reserves ond, do not loruvses that these will
shrink for a while ufier credit has ceused to expand. S0 ithey are
led to expand too lony, ana later they are forced to coniract in urdor

t0 maintain tneir reserve groportions. le further implizs that, all

2lee Ote especially iae Art of Jenural . ankinge
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that is nocessary to forvstall the conirastion, is for the ceniral bank
to furnish the comnercial bunks with the necessary cush to relieve them
from the necessity of contrueting credite It la diflicult to telieve
that the banks would not learn {rom exyerience, and would repeatedly make
the same mistake of underesstimuting the drain of cash, consequent on a
Ziven expansion of credit. The theory is notl very convincinge

The other possitle disturbances which may occur &uring an
expansion, are maludjustments in the structure of yroduection arising
out of the fust that in some induatries, Lhe sellin; ;rice of the
products falls short of the cost of productionj in other .ords, the
demand is insufficient to meet the cowt of production at ree
sunerstive pricese 'There is no initial decreuse in the itotal monetary
demand for goods, 1.€sp in the streawm of money. Hut the flow of goods
does not correspond to the {low of money and therefore, in some¢ line
of prouuction, demand doss mot cover cost, This is not ut ell sure
prising whon many perts of the ;roduction ;rocess has ewbarked on
long~term investment in many lines, thul new co..odities are being
introduced, that goods, the consumption of which so far wuas confined
to the upper classes, are uuie accesaible for the consumption of the
sewses, that new ;rocesses of production are teing put into operution.
These changes must and do deeply influonce conditions of coet and, of
demand for, ony _iven lndustry., Relutive .rices of the vsriocus
finished products and, of helf-finished goois and, {actors of

produetion, are forced to change.
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Many other fuetors have tieen brousht forward to exjlain the reason
why the expansion process must inevitably come to an end. Axmonyg the.main
of these frotors «e may mention (1) the effeot of shortege of credit on
derived demand (.) the operation of the acceleration prineiple (3) the
effeot of shortage of factors of production on derived dJemsnd, and olhers
which will be too lengthy to develop here. Eut all thegse fuotors lead
to the same conelusion that the process of expansion comes to an end
when there is a serious breakdown in the supply of money and, the su;;ly

of means or factors of production.
3¢ The Frocess of Contraction.

General Pescocripition of the nechanismne=-
The process of coniraction, like the process of expansion, is cumulative
anéd self-reinforcing. Once startec, there is a tendeney for it to go on,
even if the force that hes initiated it, has in the weantime ceased to
operate, The contruction may start from a atate of full employment or
partial employment. In bolh cases, the mechaniem is, in prihciplo, the
same.

Deflation, in the sense of a yradual decrense in the total
demand for goods in terms of money, plays an cssential role in the
contraction process. Once the process has got under way, a deflation
or self~deflation of the economie system is an effect of the process
of deflation. In money respectsy and ss etated previously, the

contraction is the exact counterpart of the expansion  rocess.
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Sup;ose that contraction has been started beoause, a large conse
.rustion scheme which wes under way, has hud to be interrupted owing to
inability to raise the ncoe sary funds for further financing. Iomand
for construction matericls and implements falls off, and productiun in

the industrics which produce these things is curtaileds The demand
will aag at wrious points, merchants will give smaller orders to
producers, produetion will be further curtailed and workers will be
relensed from em;loyuent. This reduces income, then incomes fall,
the demand for all kinds of goods is further reduced anc¢ depression
spreads to other parts of the soonomic system.

At first, the process will probably proceed slowly but gradually
it will gain momentum. At the beginning, the process mey easily lLe
stopped or reversed Ly [avourable influences «lsswhere., Luter, shen
the demand for u grester number of commodities has fallen for some
4ime and contraction hese spresd to many paris of the economic system,
expansionary influences, which in the earlier astagea of the process
would have been sufficient enough tc outweigh the forces of conirage
tion, will no longer be sirong enough to reverse the downward movenent,
but will merely slow it down, This is what is rveent when we say that
“the process hus gathered momentum®,

After the process hes continued for o shile, intensifyin. fuclore
are likely to come into play. Prices will soon te in to fall, and
losses will be mude overywhers, becsnuse wages and other cost items

cannot rezdily be reoduced, Thore will bte a tendency to reduce stocks
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end, to ourtail orders end purchuses, by more than the auount by which
sales have gone down. A sustained fall in demand and prices is Lound
to oreate, in the bLusiness world, a more pessismistic outlook in genersl
and, an expectation of a further fxll in prices, whether tiis be
Justified or not. The profit rate will be reduced all elong the line,
and new invesiment or ree-investment of amortizetion quotaes will be
eurtailed or even stopped completely, MNobody dercs to embark on
ambitious echemes of investment, This will intensify the tendensy
to reduce commodity stock and to incre:se money stocks, that is teo
hoarde This is the counterpart of the tendency to dishoard during
expanaion,

It is important to note that such a contrsetion process can
happen even in a pure cash economy wiih constant quantity of money.
In a modern banking and credit economy, powerful intensifying fectors
come into playe If a large part of the circulating medium consisias
of bank money (demand deposits subjeot tc withdrawal by menns of
cheques) and if tho banking syetem es a whole, or a number of indie
vidual banks, get into difficulties, the benks will roatrict crudite.
They will camll in ocutstanding loans and, be reluctant to srent new
ones, In consequence, the guantity of money will shrinke. If ithe
depositors have a run on the banks and, want ic change their
deposits into notes, the deflation Lecouwes still more serious.

Owing to the rigidity of a number of cost items, each decresase

in the totsl demand for goods in terms of momey is followed by &
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cortain shrinkege in groduetion, Any red.ction in ;rocuetion of finished
goods tendas to be tranemiitud with inercasing violunce to the preceding
stages of ;rouvuction, wiieu uouin tunds to reduce the weumund for
finished goous. This continues into a long and painful process.

The onetary analysis of the proces s,
The monetury manifestation of the cuwmulutive jrocess of contraction is
the prolonged fall in the totul demand for yoods in terms of money.
If the total demand for goods in terms of money did not full, there
would be no such rapid .etorimtion of the wconomic situnti.n, no asuch
swift fall in production and employment, ss i3 the fuct exhitited in
the course of cyclicsl depre.sionse.

Wuen the uemena for guods ln genersl falls .nd uroduetion shrinks,
the demand for investitle funds falls, in other wsords, the demand
curve shi.'ts to the lefi. Assuming that the supgly curve is unchanged,
and ie feirly elustic over the _.iven range, the new point of intere

section will be to the left of‘the cld oney l.6s, the wvacunt of invest=

ment is reduced. but we cannot sessume thalt the supply of assvio_ s is
ns elastic as t.e sujply of investille funuse This iewms thet part
of the supply of inveaslible funds which io not teken up by the demand
will be oiverted, not into expendiiure on consum;tlon goous, but into
hoaruse In other worus, it »ill Le¢ .ithurewn from circulation. Therce
fore, the total demand for goods in terme of money {alls further,

prices fall still lower and production und employment asre further
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reducede This provides a further discouragement to tne demaand for 1lnvose
tible funds, and the demand curve. is shifted further to the left,

On the other hand, the contraction rocess is bound to pive rise
to unfavoureble reactions on the supily side. Losses are made cverywheres
defaults snd Laenkruptcies threuten or asctually o cur. The effect is ton
make the banks and the investing public cautious and jeeeimistic, The
risk of lending rises and the supply of investible funds decrewscs. In
other wordsy the supply curve ghifts to the left, The interest rotes
are thereby pushed up or arv prevented from falling, in epite of the
falling demand, which intensifies the deflation.

For a more detailed study of the monotary uspects of the contraotion
processy it is necessary teo start with the following considerstion. The
total demund for goods in terms of monoy shrinkss this may be due to a
shrinkage in the guantity of money and/or to e eereasc in ils velocity
of circulation, Thereforsy it must be poseible to demonstrate that (1) a
part of the monetary circulation is destroyed and/or (2) money does
not change hunds so0 [requently egainet goode, becsuse it is hocrded or
used for other gurposes (3) it is conceiveble that & deflationery
influence msy be exe¢rted by another development «hich Jdoes not affect
the flow of money, but sods Lo the ork which money hus to dos +ihat is,
un increase in the turnover of goods (4) financial transsctions may
fimobilisze & lurger purt £ the circulating medium, and demand for
goode fallue

Thore are & number of forms in anich tl:;e monetary conirngtiona

mey appoary but not all of thuse foras are rogulur or uncvoidalle
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features of overy cyclical depression. The attempt is iwede here to arruage
them approximately in decreasing order of regularity and cona, lcuousnesse
A restriction by the central monctery authorities of the circulation

of gold aolnme, notes wnd shorteterm liwbilitics weans a decrsuse in the
flow of purchasing power. This is a deflation by the central banke It
is a struight-forward case and doea not require much coument. in cutright
redustion of central bank money (short-torm lismbilities) is however not

an invariable feuture. At least, it is usually not pursued right ihrough
the shole course of deprecsion. It is a co .en experience &t the
beginning of the depreossion, or during the finenciel crisis which
usually marks the turning point, or in some later financial crisis in
the aourse of the depression, to oteerve a short increase in note
eirculation aceamjanised by a decrvnae ln the total demand for i ovods,

lioarding of gold and bunk notes by pgrivete individuals is wlso

a clear cese of adeflation. Geld is sought from the bLanks by the
public in exchange for notes so long as the latter is redeemeble in
golde The circulation is thereby reduceu and pressure is trought
upon the bank of issue 1o contract further in order to improve the
reserve ratioe. Bank notes erc hoerded, or bank deposite er- turned
into notes. This brings promsure upon the coumorecisl banks o
contrauct credit in order to preserve their cesh roserves. Clearly,
hoarding of yold and bank notes Ly the public la not a feature of
every cyelical depression. It huppens ususlly only in severe
depressions or ahen the Lankiny system is in a bed shape, euch us was

the cuse in the United States, im 1933
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An invarisble feature of any contruction in an economy with o
fairly developed bunking syslemy is the contrmction of crecii by the
comzerciel benks., Since bank deposits ure a means of jaynent, a
liquidation of bank loans and deposite is a clear case of deflation.
The public, instead of holding securitics directly, holds bank deposits
and the banks in turn hold securities or loams backed by securities.
If and when the public loses confidence in tho bank derosits and
degire to turn them into oush, the Lanks are forced to sell seccurities
in order to find the nocessary money. This precipiietes a furiher
fall in security values which, of course, rais¢s the reel rute of
inter st at whioh Lusinese cun raise long-term capitul. It may be
objeoted that, i{ the public, which converts ita deposits into cash,
does not upe the money to Luy up securitiea, us fsst aas the banks
unload them on the market, this shows thol it prefers holding money
to holding securities at the curren? price, the effzet of which
sat be to force the price of securitics down to the smae estont.

This ie to expecot the investor to be too rationals It i3 likely

that people, who hmve bought securities at & high price, alll hold

on to them whon ‘he market is low, even where they would no lonzer

be willing to Luy the sane securlties ax‘tha sane price. Moreover,
the mere fuct that banks Qold cecurities, may lced to a contrietion of
commercisl credit which w#ill be even more deflationery then the eftect

on sesurity pricec.
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Industrial and coumercial enterprises tend, like the lanza, to
irerease thedr liguidity (uring & genernl contraction, i.e., they
endeczvour to strenghten their o-sh reserves snd, ito reduce their debts
+ith the banks. Thorc is s twofold purpose behind thi attempt to
increese liquiiity., First, there ir the uncertainty ms to the
so8sitility of reisin; funds, when the; arc neoded to meet li:clilities
<hieh fell due, Durin, s perioed of contrsection, it 1s difficull to
get credit from the bamnks, or from the sujpliers of raw meterials
end other weane of produetion. There is the deanger thet sueh crudits
may be difficult to renews In addition, ore 1« not oure of teing paid
punotually by one's own deblore Ail this mskes increased liquidity
seer advisclhle, Secondly, there ic the frot thet, when prices farll
and losees wre mede and, further losses arc expectod, the replacement
of fixed or working cnpitil, ws well as nov investment «h ciz may hove
boen contemplated Lefor« the situastion beccamo too bad, is postponed
or suspended for the time teings It Coes not yay to invest or ree-
invest, therefore, idle balunces nre sceumuluted, or bank lonns
repaid even when the benks are no longer .ressing for rcruyment,

Whatever 2ay Lv the motives for, and the form of, the jursuit
of liquidity, the immediate effect is the some in all cuses, iemand
for yoods shrinks, prices fall, ;roluction ic curtailed and the
general situation ls e gravoicds S0 the dnitia) =ehie wment of
greetor liguidity creates a need Jor furthor steps to maintain

liquidity, and makes thin, s worse than ilhey were. urilually, however,
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with the fall in pricus and wages and, the curtallment of yroduction,
funds arc libersted snd liguidity increeses all uround,

In the first stuges of the eyclical contrnetion, a strong
deflationary effect may be esercised by t:e liculdation of inter-
personal and inter-business debits. This is epert from the bani cebis.
The debts of a bank to 1ts customers are normally used ss money. The
owner treats them as ceshe They constitute purchasing power mnd
have a velocity of eirculation. Therefore, the extinetion of such
debte through bank fallures, or through a contraction of bank credit,
diminishes purchasing power and demand for gnods. Other detts may,
of course, perform the same function. A bill mey cireulate as money,.
Its settlement hos then the oseme effect ss the liquidstion of a
depoeit, Iven if detts, other than bank debts, do not circulate as
money thoy may le¢ highly liquid anssets. The de ree of ligquicity
will of course depend .n the stonding of the debtor and the situation
of the market. GSuch debts are used as a liquidity reserve. - hen
during a .rocess of genersl comtr ction, they diminieh in quantity
or lose their ealesbility, they can no longer, acecuet:-l f{ulfill
thie furection mnd, must be repluced by money, bank deposiis, or
central tank money. The demsnd for money incresses, its veloeity
of eirculntion tends to fall and, the totrl cemund shrinks sccording
to the jrocess previcusly describede

“hen a uebtor is  ressed to repay a loan, he is not alweys in

a position to meet hie oblijation out of his current receipts.
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Ordinarily, he will be {'orced 1o sell sssets in order to raise the
fund t0 repay nis debt. Thewe forced sules will have u uepressing
influence on the ,rice of tue assets, with deflutionury consequences,
It is argued thut these trunssctions absorb money, temporarily at
lowgt, end withdr:w it for other uses. Purchusing yower, which
otherwvise would huve bLeen spent for nes investment or for consum; tiun,
is now spent for old gecurities .smu other sssets which are thrown on
the market by harassed debiors. out it is clearly ceen thet if the
price of ceourity falls, it is equivaleni tu a rise in the interest
rates This will obstiruct the financing of new investuent through
the issus of securitics. bank losns wre frequently srunted on
securitiss, If the latter fall in jrice, this certainly will not
promote the willlngness and ability of the banks to lende If the
price of resl goous (house, ete.) fallu, the production of thece
coode loses ite profitability end will be ocurtailed. Therefore,
these forced sales of ussets and the consequent falls in price

produce or intensify deflation.
4, The Upeturn: hovival,

The proximate cuauves 0f revival.s- in
exyanesion cen always Le stopped and & contregtion ;rocess sturted by
e restriction of c¢redit by the banks. A contrasetion, however, cannot
slvays be ended promptly merely by waking credit cheap end plentiful,
There will slwuys be & rste of intercst hich enough to discoursge oven

the most eager bLorroer. But, when prices unu Jemwsnd sre falling end,
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are expected to fall further, the demand for inveatible funds may hLe
at 80 low an ebb, thut there is no rute which will lewi to a revival
of investment mnd, entail un increuse in the effective circulatiun
of money, thut is, in the totel demand f r goois in terws of money
per unit of time,

he still, therefore, study the verious possibilities and
fuctors of & revivel in investment as the starter of en expansion on
the basis of the demand, and sup;ly scheme for investible funds. A
stimulus 10 investoment can come elther from & change on the demand
side,y or, if there is still a lstent deusnd for investib.e funds,
from e e¢hange on the supply aide, Anything that hus the efiect of
shifting the demand curve, or the supjly curve to the right, tends
to bring ebout en expansion,

If the demand [{or invesiible funds is really sc inelastic over
a certain range that, a change in the inter.sl raie hes no influence
at all on the amount of monsy investud, & change on the sup.ly side
will neake no diffcvrence to investment or, to the effective guantity
of money. Given the stste of demand for loana of verious types and
naturities, we mway say that anything which mekes sup;ly more plentie
ful tends to initiate an expunsion., OUne of the most important
influences is that of the cenirsl and commercliul bunke, whether cxere
cieed through discount policy with n view to increusing the liquidity
of the short term market or, through open market opurvtions which

affeot primarily the long term market,
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e may now turn to the discussion of the fuctors cxerclsing e
fuvourable influence on the demand for cepitels If in sn individual
firm or industry output is being expunded, workers must be hired, raw
materiels bought, machinery and equipment ordered, If money ic used
for that purpose which would mot be used otherwise, the money siremm
swells and the demand for other goous risese It is, of course,
immat.rial whether new money is created ty the btanks or, idle funds
are utilizedes The upshot is that any of the expansionary faciors
all along the line, may act as a starter for a genercl process of
expansion, &hether they actually do or not depends, in wny iiven
case, on the megnitude of the particuler change and, on the genersl
situation. If & .rocess of coniraction is under way, a strong
expansionary impetus is required to restrein and reverse it. If the
contraction hus spent its {orce, & slight'atimulus may be sufficient
to start the system on the up-grede.

Limitatlilons of the contraction
Proces se= It nus been demonsiratud that the econcmic asystem
during an expansion tends to become incressingly vulneratle when 1t
approaches full employment, first, beceuse the supply of reans of
production in general, and labour in psrticular, bccomes more and
more inelaestic inm the upward direction and, secondly tecause the
expanseion of total monetary demand must sooner or lauter slow down,
or else pricee must rise continuously, which sgein garnot o on

forever. :.e must now apply this principle to ithe inverse situstion
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@s it aevelops during & contruction  rocess,

There 1s obviocusly & tenuency Uor the clesticily of supply of
means of pro.uction of all kinus, of laebour anu jrouucers' gooas to
become yreater as the contraction increveses. The suj, ly of lalbour
recovers its elastiocity in the upward dlrection. In otuer words, an
increavud dJeuand for labour cun again bLe satisfied ot constant, or
only slightly rising wnjes, Sinmilarly, —onopolietic restriction by
entreyrensurs often succeeds in maintainin, reletively stuble prices
for.certain goods and gervices right through the contrsction. In tuls
way, elcsticities are creuted in the surply of means of production
and products at verious -tsges of prepuration. “he o nsequence is
that, it becomes sasier for any one inuustiry 4o expand grouuction
in response to en actual, or eéxpwcied, incresse in demend for its
product, withouti ithervby increasing the cost of ;roduction of other
inuustrieses In other -oris, the derressing consequences of certein
chunges are thereby mitigatied, while the expansionary conseguences
have {ree playe.

An elastic money end cerecit supply wtich is m second pre=
requicite for an easy sturt and smooth development of the expaneioy
process, is eventumlly reoiored in he course of conwruction. 8
prices fall, the velue of ceniral ienk money which is =t the b re
of the credit structure, will rise. 4o long as the struclure
iteelf is undameged, each &t.p will bte based broesder than before,
The gold reserve will cover a lurger proporti n of the central bank

woney, 7The caph rezerves of ithuv tunks #ill rice relatlvely Lo their
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short term lisbilitiese Clrcululiun currency anc lejosits Iln the hunds
of the public will rise relatively to ihe .onuy frcome w.odc. tany
receive and, the capital which they possess. L[ut thie procoss need
not be continuous, It may encounter a whole series of sotbacks. The
sounting debt burdens wnu the stru;zle to aveid bankrupticy itself
ereaies a need for ready coshe Lankruptcies an.. the fear of good
debte turning into bad ones  ive rise to s flight of liqui ity which
is not satisfied even by incre-sed reserved proportions and rising
hourds. It i3, hosever, only =z matter of iime {ill the courae of
bankruptcy is errested, and the monetary munition sccumulstes for =
new expansion,

Legically, it is, of course, conceivable that, in the ulasence
of an expanslonary impulee, the contrection should go on and on
indefinitely. Zut there is _ood resscn, ' ssed on gonersl ex.erience
of human behaviour, to sup,ose it will not do so. In this co nection,
there is one¢ lmportant consciderstiun which is gometimes overlooked,

A persistent shrimkege in the total monctery .emand Tor ysoods,

must b. accompanied either by a continusd vestruction of money, or
by a continued acecumulstion of money hoards, How far the ,rocess

of destruction will o in & concrete ¢ se dersnds con the monetnry
organization and institutional factors of the country concerned.
Nowadays, it is mainly deposit money rather ihan centrgl tenk mone,,
which 43 exposed to destruoction., To vhat cxtent the destruetion

of deposit money goes, de;ends on the organization of the banking
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system and to & great extent also on {actors which way vary from one
depression to the other.

After the destruction of money has come to an end, the continue
ence of the contractiun must be accompanied by & growing sccumulation
of money hoards in variocus shapos. The mugnitu.e of these hoards
will increase in terma of monetary uniis =t the cxpense of money in
eiroculation., It increcses still faster owing to & fall in prices,
in terme of resl purchasing power. These hoards will grow im relation
to real income, as well s, in relation to real sealth. In other

worde, jeople will hold an incressin, proportion of their resl
income und wealth in the liquid fomm oé moneye. It should be noted
that so long as people are adding to their hosrds, the rate of
intercst on investible funds wi.l be kept relatively high in spite
of the fact that, the demand of ;roauucers for money for investment
purposes, is at a low ebb, Under un’avourable circumstences, such
a situation may last & long time. But, ss it implies that money
hoards are growing all the time in megnitude, we aie probably
Justified in wesuming thet there will bLe & limit to suech horrding.
After liquid resources have reached a certain high proportion of
wealth, the need for liquidity will eventually bLecome satisfied
and people will etop adding to their hourds. If the ratc of
interest remains high, because therev is still a demund Lor credit
for purposes of rexl investmeni, hoarders will ce tempied to put

their funds on the oepital market sooner than, if ihe rate of
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interost has alresdy fallem t0o & low level. Eut, oven if the rate of
inter. st is low, there¢ will come a point where hosrds reach such a
high proportion of income end wealth that ther. is no jocint in
increasing them. Une or both ol two thin,s will hapren. rither
sore money will te lent out on the capitul market, with the result
that intervst rates will be forced down and investment will be
revived, ory if the demand of .roducers for credit is sbsolutely
inelastic, ,eople will btecome less iisposed io save, and the demand
for consumera' goods wi:l cease to fall, or msy even rise. The
eonclusion ig thut, on very genoral grounds, there is a strong
probability that there is s 1imit to the fall in the total monetary
demand for goods, even in the atsence of any special stimulus for
expansiocn.

Katureal forces of readjustmenties
The egonomic system is eapsble by ituelf of putting an end to a
contraction sand turning it into an expansion. There are expansionary
impulses which can be relied u on with & fair de ree of certainty
10 occur sutomstically soomer or leter, and to turm contr ction
into experision. These automstic expansionary impulses are primarily
in the shape of fuctors which direotly stimulates procucers’
epending., It is, thersfore, convenicnt to uistinguish Lctween
changes on the side of the supply of, and demand for, invostiitle

funds,
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Beginning with changes on the eupply side, se sssume that the
demand for investible funds hus not completely vanishede In other
words, there is & latent demand at a jositive rate of intercst wnich
cannot te satisiied, becwuse the prevaeilin: rite of inter at iz too
high owing to the supply citustion. This being so, the cessation of
the hoerdin,, ;rocess #ill not only halt the conirroiion in the
monetary demand for goousy but it will also lead, in the course of
time, to expansiocn. .hen the bunks, indusirial ({irns, anu private
individuals, have on the wiole rvached the conclusicn ik { their
cash reserves are lurge enough, the rat. of interwvet will fall,
because of @ certein amcunt of money waich will te put on the cepitul
market inastead of going into hosrdse Invesiment will ;ick up =
little. This will etebilize the wmonelary demund n: well us the
aggregete demend for goodas It will also\trin; about u statilization
of employment and ;roduction. If no nes .usiness failures and other
shocks disturb this comperitive stubility for a while, confiuence
will return and people will be templed to reduce their hosrds.
dhen ;ricuvs have ceased [alling, or when ihey are expectcd to remain
stable or to rise, there iz u sirong inducement to dishourd,
besause hoarding means the sacrifice of the ,rofits of inve:staentse
On the other hand, wuring; the coniraction, the debt turien of
dnuustry will have been recuced in various wayse <hus, the lausis
for a revival of finencing incressed jrocuction Ly louns, or other

means, will have been restored.
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Turning now to the demand side, we find ih:-t, Curing u coniruction,
the demand for investitle funds may have reached slmost the vanishing
;odnt; 8o that & fall in the supply price, or the murket rate of
interest, uven to a very low 1 vel, may have very little influence.
Nobody dares to invest. The ro:.son is not thal the accumulation of real
wealth has gone so far, that physicaully there wure no investment
poesibilities left. rather, it is ithe fear thut prices «iil fall and
& lack of conlidencey a fealing of uncertainty sibout the fuiure in
general, when totul demund end [rices nave once sgain scttlew cown
al some level or oiher, the cemand for investivle funvs will rise
autowatically with the mere lapse of iliwe, 7The fear that jrices will

fall further will :radually disepyear and, certain investazents
suion would have been joussitle and profitable tut, i: veé noi been
undertaken, becuuse of the feir thet demand and ;rices would fall
further, :ill begin io te made.

It 48 very likely that durin, the contrmetiun, when invest-
meni wes at a standstill, new inveniions may have been mude which,
in spite of the f ot that ihey would reduce the cest of | rovuctiun,
bave not been put into applic:.tion Lecuuse they neces:itrted more
or less heavy investmente, which the entregreneur was not wi.lin, to
make when he e-.pected & fall in demand and jrices. :hus a siock
of inveetment o; portunities is accumulateu, which is likely to
induce invesiment expenciture ss soon =8 the goneral fall in ;rices

has been ato;pede The way in which, alter a lon. spell of dejression,
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the ice is broken Ly somc entreprising spiritsc, who have the courage
to iry something new in some line of jroduetion, and tho wuy iam ahich
the example they set le followed Ly others in the same or cther
branchee of indusiry, are recurrences whigh ¢an easily Le traced

in the history of every bLusiness cyc.iee
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GENMRAL OQUTLOOK OF CANADIAN GBUSINESS FOR 1947.

With the advent of war on 3rd September, 1939, Canada, economically
was recovering of the depression of 1937. Although Canada wah eurly in
declaring war, it was not, however, early in realizing the effects,
economically or otherwise, which this conflict wes to bring upon this
world and especially this country. It was expected and realized that
Canada would have to furnish manpower, both on the battlefield abroed
and, in the production field at home. Canada, for moral reasons, had
to be an active participant of the conflict, but also, in its role
as provider and producer of war machinery acquired in the wer 1914-18,
it had to retain some of its manpower at home in production. The
first Canadian contingent arrived in Englend in February, 1940, but
also, at that time, producers of both producers' goods and consumers'
goods had, in part, converted their production establishment to the
:roduction of war materials as required by the Government. Further,
the Government itself, hurriedly drew plans for expansion of
production of war matcrials in an effort to meet the requirements,
first of Great Britain, and later, in partieipation with the United
States, of the Allies.

Therefore, in a short period of time, Canada is changed from
a position of low employment to that of full employment; from a
situation of partial production, to that of full production; from
low earnings to excessive earnings; from a low amount of investible
funds, to a high capacity of investible funds; from poor purchasing

power for its population, to that of high purch.sing power. All
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this is the outcome of our particijation in the war and, our strategico
position ns a provider and produser of wear materiuls. ‘the funds or
monies necesuary for tliv roduction wu.t be providsa b, the vovorne
mnent who has become the sole custoser whose de.snd io limitless asd,
in sxcess of the Canadian produciive capacitye.

In order to ottaln the necesssary money, the ~overnment must
have recourse to its own people. This iz schieved Ly the imposition
of ta<as on incomes and various co wodities., Further, the Adminisira-
tion encourazes the population to lend its money in the form of war
bondsy refundable porticn of Income tax, cxcess profite tux and dar
Savinge Certific itess Lut in order to suppress u wili infleotion in
this rapid process of expansion, ihe Uovernment must injeot setbeoks
or mesaures %¢ roctard or withhold thie process, withoul curtailing
full employnient and production. This is achieved by varicus
sontrols on setive lactors of production (labour, weges, bonuses,
expansion of production stages, etc.) and controls of the commoditics
and necessities which &ll'ect the cost of livimg. Thus, we see the
Government deolare all lebour sirikes 1llegel und tLo wages {rozen,
bonuses cancelled or fortldden, production, cxcept for that of the
strict necesuities of the populstion and the requiremenis of the war
offort, curtailed and banned, control of prices of commoditics,
renta, eto.y initiuted and estabtlished,s In order to enforce ihese
controls, espeeially that of production for the reguirements of the

populmtion, the Government subsidizes e certamin tranch of incustry.

€1
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In others, it scts ea the provider of rew ratericls which ure btougut
abroad -t s high ,rice end sold to the jpr.ducer at a price at whieh
production of the finiched urtlcele can v wwde, with o profit, at the
established control prices On the whole it mey be suaid taot during
wartime, Cuneda has o closed an. conirolled cconomy ./ith a great
accumlation of investivle funds turned into forced sevin s sl the
dis;osal only of the Covernment.

The victory for the Allies somes in 1945 ¢ find &ll major
industries of Cansde still produeing excessively for the war effort,.
Full employment and high wages e$il) reign. Suddenly tu.s production
comes to an end, The sver-demending customer has now oltained all
it requires, and the rosd to reconversion te¢ peacetime production
ie now what lays ehead for all indusiries, ilosever, t.is roeconversion
met proceed in sucn o wuy, a8 not (o cavge disruplive cellons in
the cconomic system, i.v., inflation is opposed and iepreseion ia
shunneds Thereforc, the Government continues sll of iis controls
tecause full employment sill continue, the demand for consumers*
goods is atill eszcessive, end raw metericle are stlll very scarce.
Thus, with a grest emount of invesiible funds still in the hande
of the public, mnd the demend for consumers' (code still high, the
Government must lend a hand to the econcmic struclure by restricting
or withholding fsetors which, if permitted to activate the cconocmic
system, will lead to & wild inflation. That is, the reason why

the Government continues all controls well into 1946,
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However, for the period under study = the beginning of 1947 e-
the Covernment hrs relemsed a few controls, The wages are unfrozen
to permit the workers to tercain with the producors, and thus, tring
ebout a comparstive level between weyes end prices. Those workers
who were pro-ressively employed when the imposition of wage control
a8 imposed, hed found themselves forced to remain in their same
position, but the prospect of incresse of weges had disappesred,
even in the fece of the increcaing cost of living, This was &
serious malad Justment which the tiovernment could no longer permit.
Also the demand for consumsra’ goods is ever incrersing end to have
an economic stability of durstion, prices and wages must find their
true laevels -~ lovels which must rermit the preducer his Just ,rofit,
and the workers their just remuneration in accordance with the cost
of living.

The economic situation at the beginning of 1947 may be said
{0 bs a favourszble one for Caneda., Canadian cconomy is very close

to that of the United Btates, and thercfor¢, any snelysie of Caneda's
economy must be mnde in oonjunction with that of the United Gtutes.
The reasons why the economy of Cmnode is so closely related to

that of the United Stutes ars obvious and need not be menticned

here, Fut, facts and conditions in the United :tates which are Lound
to affsct Cunade's economy will, perforce, be examined.

The question which looms in the mind of Canediens for 1347

iss 3het is in the rfuture for Lusiness and for my Job? Yo consuuers,
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wuretired end impatient, the 202l is more and better werchaniise, nt
lower but not higher ;rices, if poseible. To lobour, the foal is
another round of wace lncre«ses tesrore the tusiness curve flaitane
oute To producere and entreprensurs, the _oul is high and more
efiicient production to meet current and required demand and, a
prompt halt to the spiral of ;rices, whose continuen up.ard whirlinge
will so positively leud to disnster,

There is nothing on the cards for 1947 resexblins a .epresaion.
There is, howsver, a recession shich is necesoary to add to [uture
security., It is an adjustment in the rate of change of tLusinoss
whieh 18 required and not a change in the pnee of tusiness., Tlcee
sudden and violent upward and downward pitching of the economy
bring trouble. Thercfore, we muzt kcvep the chart lines o businesas
activity end prices reasonsbly flat or sloping only slizhtly, and
avold the dengerous patiern of high peaks end ceep valleys,
Purchasing power still remains sireng. Full employment, savin s,
deferred demands, insetianble demands for sales atroad, wider
distribution of purchesing power through national [iseal policy
and socisl security messures, all strengihen the purchesing power.
It is admitted that a lot of this etrength is beiny lost ra idly.
but, employment remains very high, and despite the wldespread
nakedness of the white collar ‘roup in ruspect to savings, the Jaet
for the community &3 a wnole ia that ,crsonal savin o are siill

eonsidereble,
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The bi;gent eingl: facltor in tis complex buseiness picture is
the course of wages end prices in the United Stat.ce In the pust, the
traditionel pattern was Lo see Auvericun c.nditions reflected in the
Canadiun Lusiness scene uwbout six months after the United itutes
events Iut z.rtime conirols end jlanning may have changed thisz inter-
dependences «hat remains uncertain is the extent to which our
oconsiderable degree of w- rilme inde endences can be continued in 1947
as Canada ;0es on unraveling price amnd other conirols. The basic
plannin,, bty the lUovernment for 1947 is bused on the belief thui,
price control muchinery sh.uld try to keep the Cansdian umbrella
over the consumers® heaus lon; enough to outline the effects of
further price spiralling in the United Stutes., Rising pricoe are
the most eerious and damegin, {actor in purchasing power. It is
apparent thet in the United States, and possibly in Canade, the
demand for goods is not, being supported by asdeguate auvditions to
income, relative to rising prices. Jome goois, it may be seld, are
pricing themselves out of their markctee The cost of living hes
risen. The increase in food prices indicutes thet most people will
have less money to spend on furniture, radfos, eice It also
provides a very ,o0d reason by labour for higher wage rates.

Bothy in Canada and the United Ututes, the lsbour union leaders
are now undertakin, drives for another round of wages increascs.

The central credit conirol, throuch the bank of Canstda, hus

kept the rate of intercst low. It is hardly to be ex;octed thut an
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{nerease in the rrate will take place when it is roccession that is
epprehended. The wages of capital may be too low, Lut the stiffening
of money rates now would jolt the whole of the sconomic system and
poseidly bring disester. There are no signs thut the rate of
interest will be changed in the near future,

It is apparent, however, that there needs to Le a ree
sdjustment between prices and wages curing the coming year. These
fsoctors are the only ones which are not in accor.ance with the
others in the economic system. Lot us see shat iz being said
generally by inuueirialists on t.is subject, ¥ Po;
of January 4, 1947, states editorially:s

If labour and menagement can work together, 1947 can te
a year of si nificant progress. That is the unaunimous opinion
of the leaders in busineas, induatry and finance. The bi _gest
«ingle problem in the yecar shead, they azgree, is permanent
soluticm for the strikes and latour friction which Lo ged
dom production in 1946, If we cun solve that, we can get
produetion really rolling, then all other iroutles, including
those that muy invade us from outside our borders, will be
gomparetively unimportant,

George %, ipinney, Prcsident, Lank of Montreal, in nis
eddress at the annual meetiny of the Lank of Hontreul statess

At the present time, there is still prevalent the idea
thet purchasing power rather than production is the mainspring
of employment, income and material well-beinge. Actually,
the protlem of purchesing power now, is one of excese rather
than scarcity, and onc of the immediate and urgent tasks
confronting this nustion is to put u sound foundsation of .
production under the purchasing yower alreedy in exiztences<?

22, Financial Times, December 6, 1940, Page 4.
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