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INTRODUCTION 

It is apparent from the persistence with which depressions 

occur, from the gravity of their economic and social effects, and 

from the growing consciousness of that gravity, that our knowledge 

of the causes of depressions has not yet reached a stage at which 

measures can be designed to avert them. But, in recent years an 

exceptional advance has been made in this particular branch of 

economic science. Today, it may be said, two distinct questions 

remain to be answered. Have the Governments sufficient knowledge 

to enable them to avert further depressions? 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 cate­

gorical affirmative, but at least the categorical pessimism 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 discussed in isolation from the major problem of which 

they form part, that is, the problem of the business or trade cycle, 

by which is meant, a wavelike movement affecting the economic system 

as a whole. It is, therefore, with the major problem that this study 

is concerned. 



On the nature and causes of economic crisis, a very large 

volume of literature hus been published each attempting to ©Apose 

some new theory and/or facts concerning 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 Section and Economic 

Intelligence Service to sumiaariae these different theories. This 

study was eventually submitted to the assembly in the Annual 

Report of 19l6f offering a classification which it is proposed 

to follow in this systematic study of the theories of the business 

cycle. 

Following this systematic analysis, it is intended to 

present a synthetic exposition of the nature and causes of this 

economic phenomenon. As a general conclusion, it is deemed 

appropriate 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 

post-war years, and, at the same time, attempt to form a picture 

of the economic situation at the beginning of 1947. 



CHAPTER I 

SYSTEMATIC ANALYSIS OF THEORIES 

PRELIMINARY REWARXS 

Before atte itlng to expose the various theories of the 

business cycle, it may be advisable that some remarks on the 

general logical nature of any explanation of the cycle, and on the 

mutual relation between various possible explanations, be brought 

forward. 

Such a complex phenomenon as the business cycle which 

embraces almost all parts 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, explanations 

which have been founded on the terms of one single cause have been 

more and more discredited. On the contrary, the majority of modem 

writers are careful to point out a whole set of factors, and perhaps 

not always the same combination of factors, contribute towards 

producing an alternation of prosperity and depression. Basically, 

the difference between the theories is a difference in the emphasis 

laid upon the different factors rather than a di;'ference in the 

enumeration of contributing causes and conditions. 
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The method to be followed in this exposition is the most logical 

and natural one. It has boon preferred to begin with the leoo complicated 

theory and proceed thereafter to the raor* complicated, frequently, it 

happsns that the latter covers all the factors on which the fonaer lays 

stross, while urawing attention to others which the former have over­

looked or treated as irrelevant, or put aside by aeans of a convenient 

simplifying assumption. 

The various theories will be examined, as far as possible, under 

the following headings* 

I. General Characteristics. 

II* Explanation of the upswing or prosperity. 

XII* Explanation of the upper turning-point or the crisis. 

IV. explanation of the down*swing or th© depression. 

V. Explanation of th© lower turning-point or the revival. 

1. Th© Purely Monetary Theory 

G e n e r a l C h a r a c t e r i s t i c s . ~ Money and 

crsdit occupy a central position in our economic life. That they 

play an important part in bringing about th© business cycle, 

either ae an impelling force or a conditioning factor, is almost 

a oertainty. Luring the upswing of the economic cycle the physical 

volume of production end of transactions brow while price* rise. 

This means that the money value of transactions rises, Luring the 
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depression, the money volume of transactions fails* In other words, 

the work which money must and does perform follows the ups and downs 

of the business cycle. 

For the Purely Monetary Theorists the trade cycle is a 

purely monetary phenomenon in the sense that changes In the flow of 

money are sufficient cause of changes in economic activity, of the 

alteration of prosperity and depression, of good and bad trade, tvhen 

the demand for goods in terms of money grows, trade is brisk, 

production increases and prices go up. tfhen demand falls off trade 

slackens, production decreases, prices sag. 

The flow of money is determined by consumers' outlay. The 
consumers' outlay comprises not only expenditure on consumers' 
goods but also expenditure on new investment goods, i.e., that 
part of consumers* income which is saved and invested.* 

T h e U p s w i n g . — The upswing of the trade cycle is 

brought about by an expansion of credit and lasts, so long as the 

credit expansion goes on, or is not, at least, followed by a credit 

contraction. A credit expansion exists, when the banks ease the 

conditions under which they grant loans to the customer. Borrowing 

may be encouraged in various ways. The banks can lower their 

standard to security offered| they can increase the length of time 

for which they are agreeable to lend} they can be leas severe in 

discrimination as to the purpose for whioh a loan is made. But 

the ^r&^clple instrument of expansion is a reduction of the discount 

rate. Kach of the other .'ensures is equivalent in some way to a 

1. R. G. Hawtrey, The Art of Central Banking, Chap. 3. 
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rsduotion in the costs of credit. This reduotion in the discount rate 

acts as en inducement to the merchant who is thus placed in a strategic 

position. If the rate of Interest is sufficient - and in ordinary 

circumstances a slight reduction is enough • merchants are induced to 

increase their stocks. They ^ive larger orders to the producers and 

thus increase production. 

Increased production leads to an enlargement of consumers' 
income and outlay. This means increased demands for goods in 
general, and traders find their stock diminishing. There result 
further orders to producers, a further increase in productive 
activity, in consumers' income and outlay, and in demand, and a 
further depletion of stocks. Increased activity, whidh 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 act as a further inducement to borrow. Profits 

are increased. Merchants are stimulated to hold larger stocks in 

order to gain from a further rise in prices. In the same 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 a cumulative rise in prices. 

There is an expansion of the circulating medium. But also 

there Is an acceleration or increase in the velocity of the circulation. 

When prices rise and trade is brisk, merchants and producers not only 

2. R. G. Hawtrsy, The Art of Central Banking, Page 167. 
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borrow more, but they use up any idls balanoes whieh thsy may have 

at their disposal. 

Idls balances are the inheritance of the previous depression. 
If they exist to a large extent, it may be that an enlargement of 
the consumers' income and outlay is brought about with little or 
no expansion of the outstanding bank credit. 

Thus there is a principle of the instability of velocity of 
circulation, which is quite differsnt from the principle of the 
instability of credit, but is' very apt to aggravate its effects.3 

T h e d o w n - t u r n.— Therefore, once expansion is 

started, it proceeda on its own momentum without any further 

encouragement from the banks, ^uite the opposite the banks must bs 

careful and watchful not to let the expansion out of hand and 

degenerate into wild inflation. If the prooess of expansion gains 

momentum the rate of interest must be raised drastioally. A discount 

rate which will suffice to nip the expansion in the bud, may later 

prove too ai&all to stop it. 

•hen the credit expansion is discontinued, prosperity comes 

to an end. Since the ;rocess of expansion has gained momentum it 

must te stopped by a Jolt. This may cause the expansion not only 

to be stopped but to be reversed and be followed by a process of 

contraction. 

Tnen credit has definitely turned th<< corner, and a 
contraction has succeeded to an expansion, the downward tendency 
of prices is sufficient to maintain the process of contraction, 
svsn though the rats of interest is no longer, according to ths 
ordinary standards, high.4 

3. R. C. Kawtrey, The Art of Central Banking, Fa^e 171. 

4. R, 0. Hawtrey, The Art of Central Banking,, rage 1^3. 
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D o w n s w i n g » — Ths process becomes as cumulative as 

that of the process of expansion. All the factors which tended to 

stimulate the expansion now conspire to push contraction further. 

Ths prices are falling and the merchants expect them to fall further. 

They reduce stock and give smaller orders, or no orders at all, to 

producers. Incomes decrease, demand sags and stocks accumulate 

further. Borrowing is further reduced. A vicious circle is set up, 

and in all respects, is the negative counterpart of the vicious 

circle of expansion. 

T h e R e v i v a l . — Loans are liquidated and gradually 

money flows back from circulation into the reserves of the bank. 

The reserve ratio, at first, becomes normal, and then, is built up 

over the normal. The rate of interest has fallen to an abnormally 

low level. But, with prices sagging and a prevalence of pessimism, 

even a low rate of interest will not stimulate merchants and producsrs 

to borrow. It is then that the Central Bank or the governing power 

must create a stimulating factor. This factor is usually ths 

purchase of securities on the open market. This new money may be 

used to repay debts to the banks, so that the only result is a 

change in the composition of the a sets of the batiks. But eventually 

this new money will find an outlet into circulation, incomes will 

again begin to rlae and a self-reinforcing process of expansion is 

again started. 
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The banks, and especially the leaders of the banking system, 
the Central banks, should not watch the reserve proportions so 
much as the flow of purchasing power. The demand for goods, the 
flow of money, is the important thing — not the outstanding 
aggregate of money units, the aim of banking policy should be to 
keep the consumers' outlay constant, including outlay for new 
investment. But account should be taken of changes in the factors 
of production — not merely the growth of population, but also the 
growth of capital — and allowance ought to be made for ths 
proportion of skilled labour of varying gr&das and for the 
appropriate amount of economic rent. In other words, the aim 
should be stabilise, not the price level of cosMaodities, tut the 
pries level of factors of production.•> 

2. The Over-investment Theories 

P r e l i m i n a r y R e m a r k st— This section is the 

systematic analysis of some closely related theories expounded by a 

great number of authors generieally known as "over-investment theories'1. 

The over-development of industries which produce producers* 

goods or cepital goods as related to industries producing consumers' 

goods, is seemingly the central theme of all these theories. The 

starting point is usually the universally admitted fact that capital-

goods industries are more severely affected b> the business cycle than 

industries which produce consumers' goods. During the boom period 

(upward phass) of the cycle ths output of producers' goods rises 

much mors, during the downward phase recede much more, than the 

production of perishable goods. Durable consumers' goods such as 

houses, automobiles, etc., are considered as approximating that of 

capital goods. 

For these theorists, this phenomenon is the symptom of a 

serious maladjustment which develops during the upswing. The 

$, R. 0. Hawtrey, Tho Art of Central Banking, Page 303. 
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production of capital goods as compared with the production of consumers' 

goods is extended more than the underlying situation can permanently 

tolerate. Thus, it is a maladjustment in the structure of production 

that causes the breakdown of the boom, and not a mere shortage of money 

due to an insufficiency of bank reserves. It follows that, once ths 

boom has besn allowed to develop, the setback cannot be staved off 

indefinitely by monetary measures. 

Thus, according to these theories, the business cycle is not 

a purely monetary phenomenon, tout that does not preclude ths 

possibility of money playing a decisive role in bringing about the 

cycle and causing a serious periodical and real maladjustment. Some 

members consider monetary forces to be the impelling force or faotor 

disturbing the equilibrium. Others believe that certain monetary 

arrangements ere conditioning factors, which do not necessarily disturb 

the equilibrium, but rather, they are the instruments through which 

the active force of non-monetary nature operate. «'e can, therefore, 

distinguish two different sub-groups. There is possibly other 

groupings but it is fslt that this arrangement is the most useful 

and natural. 

A. The Monetary over-investment theory 

G e n e r a l C h a r a c t e r i s t i c s«— These 

theorists at;re© with the purely monetary theory of Mr. R. 0. Hawtrey 

in assuming an elastic money supply. They argue that the circulating 

medium consists, under modern conditions, 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 market transactions. 

That there is a functional relationship botween the interest 

rate, changes in the quantity of money and, the price level, hea 

long been a reoogniiied fast. These relationships li£.ve been expounded 

by Knut .ticksell in Interest and Prices, who distinguishes between 

the "money rate" or actual "market rate of interest" as influenced 

by the policy of the banks or other monetary factors on the on© hand, 

and, the "natural rate of intsrest" on the other. The latter is 

defined as "that rate at which the demand for loan capital Just 

equals the supply of savings" or again as "that rat© which would 

prevail in a barter economy where loans are made in nature". 

Wicksell goes on to argue that, if the market rate is below the 

natural rate, prices will riset if it is above, prices will tend 

to fall. 

There is however a fallacy in this last proposition, as was 

explained by F. A. Hayek in Monetary Theory and The Trade Cycle. 

In a progressive economy, where the volume of production and trans­

action rises, the flow of money must be Increased in order to keep 

the price level stable. Therefore, the rate of interest must be 

kept Bt a level low enough to induce a net inflow of nsoney into 

circulation. 

T h e U p s w i n g.~ The theory explains that the boom 

is brought about by a discrepancy between the natural and the money 
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rate of interest. If ths money rote stands below the equilibrium 

rate, a credit expansion will ensue. As soon ss prices begin to rise, 

ths process has tendencies of becoming cumulative for the reason that 

thsre is a twofold causal connection between interest rates and the 

price level. A low interest level tends to raise prices and a high 

level to depress them* but, on the other hand, rising prices tend 

to raise interest rates and falling prices to reduce them. If prices 

riss and people expect them to continue to rise, they become more 

eager to borrow and the demand for credit becomes stronger. Falling 

prices would, of necessity, have the contrary effect. 

The most practical way of approaoh to understand this rather 

complicated inter-relationship is to conceive of the situation in 

terms of the supply of, and demand for, credit. The supply is 

furnished by the savings of individuals and corporations, supplemented 

by inflationary bank credits. The ability of the banks to create 

credit makes the total supply more elastic than it would otherwise be. 

Nevertheless, it is perfectly clear that, in order that the 
supply and demand for real capital should be equalized, the banks 
must not lend more or less than has been deposited by them as 
savings (and such additional amount as may have been saved or 
hoarded). And this means naturally that they must never allow 
the effective amount of money in circulation to change. At the 
same time, it is no less clear that, in order that the price level 
may remain unchanged, the amount of money in circulation must 
change as the volume of production increases or decreases. The 
banks could either keep the demand for real capital within the 
limits set by the supply of savings, or keep the price level 
steady but they cannot perform both functions at once.'-' 

6. A. F, Hayek, friers arid Production, Page J\% 
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Ths demand for credit is a more co plex and volatile phenomenon. 

Lst us start from a situation whsrs the banks maintain a rat© of interest 

at whieh the demand for, and ths supply of, credit exceeds the supply 

of savings. A credit expansion ensues, prices rise, and the rise in 

prices raises profits. The demand for credit rises at each rate of 

interest, more is demanded than before. But the monetary expansion 

does not expand savings to ths same extent, and ths equilibrium rate 

of interest rises. Consequently, if the banks persist in maintaining 

the same rate of interest, the gap betwesn the squilitrium rate and ths 

market rate will be even wider than before, and the amount of credit 

expansion required even greater. Prices rise higher otill, profits 

are raised, and the vicious spiral of Inflation continues. After ths 

movement has gathered momentum, it can only be stopped by a consider­

able rise in the rate of interest being enforced by the banks. 

The rate of interest, according to this theory, has not only 

ths function of regulating the quantity of money. Like every other 

price, it has, in an individualistic economy, the more fundamental 

function of serving as a guide to ths allocation of the factors of 

production to the different branches in the production process. It 

is the vertical structure, more precisely, whieh is governed by ths 

rats of interest. At any given moment, the available means of 

production are in some way apportioned betwesn ths various stages of 

production. Ths apportionnement of the factors of production 

devoted to ths production of consumers' goods and the earlier stages 

of production respectively can, of course, be modified and is being 

modified continuously. In other -vords, the methods of production 
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have become more indirect, more roundabout, and more capitalistic, 

in the sense that a greater amount of capital, intermediate goods 

such as machinery, raw materials, half-finished products, &tc, is 

used per unit of output of consumable goods. 

The money stream which the entrepreneur, representing any 
stage of production, receives at any given moment is always 
composed of net income which he may use for consumption without 
disturbing the existing method of production, and 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 magnitude of the profitB he hopes to derive 
from the production of his particular immediate product.? 

The force which determines the lengthening of tho process of 

production is, broadly speaking, the rate of saving. The signals for 

the entrepreneurs to elongate the process are the availability of new 

capital and the lowness of the rate of interest. The mesne of 

production will gradually be drawn away from the consumption goods 

industries. These industries will have to contract and the higher 

stages of production will expand. 

The entrepreneurs who want to invest are provided with 

purchasing power ty the banks and compete for capital goods and 

labour. Prices will rise and consumers' goods industries (the 

demand for the production of «mich has not risen, or nt least, not 

so much as the demand for capital goods, which is swollen by the 

newly created purchasing power) will be unable to retain, at the 

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

7. A. F. Hayek, Prices and Production, Pa^e 4?. 
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employ. Thsy will be forced, therefore, to release factors or xeans 

of production, for their use in the higher stages of production, 

that is, for the production of additional capital goods. 

Obviously, the necessary condition is that the demand for 

consumers' goods does not rise at equal pace with the creation of 

credit and the rise in demand for capital goods. The increment of 

income will not be at onee available for expenditure purposes and 

prices «ill thus rise quicker than disposable income, and consumption 

will be curtailed. 

T h s d o w n - t u r n . — This monetary expansion and 

heavy investment, according to these theorists must end in a 

collapse. It is impossible to continue indefinitely, because, by 

artificial lowering of the interest rate, the economy is lured into 

long roundabout methods of production which cannot be maintained 

permanently. For some time, lnoreasing advances by the banks enable 

entrepreneurs to carry on construction by ths new roundabout methods. 

But sooner or later, it becomes clear that the newly initiated 

extensions of the structure of production cannot be oomploteu, and 

the work on the new but incompleted roundabout processes must bs 

discontinued. The investment boom collapses and a large port of 

the invested capital is lost. 

The proximate cause for the breakdown of the boom is 

almost invariably the inability or unwillingness of the banking 
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system to continue the expansion. But the whole over-investment 

sehool, however, dsny 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 expansion could go on indefinitely. It 

follows that a crisis is equally inevitable in the ease of voluntary 

saving if the flow of saving is suddenly reduced. It is, however, 

asserted that sudden 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 must stop because in a closed economy, 

leaving out of account purely monetary and institutional factors, 

the continuance of expansion will involve a progressive rise in 

prices. A progressive rise in prices and the danger of a complete 

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 a relative inflation, such as 

can be made within the limits of a constant price level, is not 

sufficient to allow for the completion of the new roundabout 

methods of production which have been instated under the stimulus 

of expansion. Either the rate of expansion of credit will bs 

sufficiently increased and prices will be driven up and the in­

evitable breakdown will be postponed, or the boom will collapse at 

once owing to an insufficiency in the capital supply. 
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T h e d o w n s w i n g.— During the boom, reuson the 

members of this school, the process of production is unduly elongated. 

This elongation has accordingly to be removed and the structure of 

production has to be shortened. Alternatively, expenditure on 

consumers' goods must be reduced by retrenchment of wages and other 

incomes which are likely to be spent wholly or mainly on consumers' 

goods, sufficiently to make the new structure of production possible. 

This entails a lengthy process of rearrangement where workers are 

thrown out of work in the higher stages of production. 

In addition to tho difficulties which must arise from the 

f tot that the structure of production does not correspond to the 

flow of money, there must, of necessity, be a deflation, that is a 

shrinkage in the aggregate flow of money. People will spend less, 

they will hoard their money rather than deposit it *lth the banks 

and thus energize a cumulative process which will continue until 

an incentive is injected into tho system that will lure tho people 

into investment. 

T h s R e v i v a l . — When the fell of prices comes to an 

end and pessimism gives way to a more optimistic outlook, ths currant 

money rates, without being changed, will soon otand below ths equi­

librium rate. In other words, the equilibrium rate is likely to 

rise above the money rate. In terms of supply and demand, this can 

be expressed by saying that the demand curve will mov« to the right, 

or, loosely speaking, that decand will rise. At tho same time, the 
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banks will be in a liquid position, and there is every reason to expect 

that they will liberally comply with tho increased dsmand for credit. 

Ths barrier between the soney market and the capital market is broken 

down, and the funds accumulated behind the barrier flow into the 

investment market. Thus a new upswing starts smoothly. 

The thing which is n-eded to secure healthy conditions is ths 
most speedy and complete adaptation possible of the structure of 
production to tho proportion between the demand for consumers' goods 
and the demand for producers' goods as determined by voluntary 
saving and spending. If the proportion, as determined by voluntary 
dsoisions of individuals, is distorted by the creation of artificial 
demand, it must mean that part of the available resources is again 
led into a wrong direction and a dsfinits and lasting adjustment 
is again postponed. The only way permanently to mobilize all 
available resources is, therefore, not to use artificial stimulants -
whether during a crisis or thereafter - but to leave it to tirae 
to effect a permanent cure by the slow process of adopting the 
structure of production to the means available for capital purposes. 

B. Ths Non-monetary over-investment theory 

G e n e r a l C h a r a c t e r i s t i c s.— The difference 

between the monetary and non-monet&ry over-investment theories concerns 

the role of money and monetary factors' and ins t i tu t ions in bringing 

about the boom and the over-inveotmont which leads to collapse and 

depression. The wri ters of th i s j;roup in exposing the i r theory do not 

run in monot&ry terms} thoy mention monetary factors , but they relegate 

them to a re la t ive ly subordinate r u l e . 

Professor G. C&suel erophiticc.ily asserts that the business 

cycle i s characterized by ch&n&es in the production of capi ta l goods, 

8. F , A. Hayek, Prices and Froduction, Pa&e 98. 
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especially of fixed capital equipment. The production of consumers' 

goods does not show the same regularity of change during the buuiness 

cycle. 

while the production of fixed eapital depends essentially 
on trade cycles, the production of consumption goods shows no 
marked dependence on trade cycles. This means that the alterna­
tion between periods of boom and slump is fundamentally a variation 
in the production of fixed capital, but has no direct co ruction 
with the rest of froauetion. J 

T h e U p s w i n g.— The authors describe the mechanism 

of the cumulative ana self-sustaining process of expansion, which 

begins to work after the dead point of the depression has been over­

come, in approximately the same way as the monetary over-investment 

theory. The revival of investment activity generates income and 

purchasing power. Demand rises, first for capital goods and invest­

ment materials, such as iron, steel, cements, etc., and later also 

for consumption goods. Prices rise, mainly prices of capital goods 

and investment materials. This stimulates further investment. 

Profits are made which swell the funds available for investment and 

provide an important psychological stimulus for further investment. 

Thus, prosperity increases rapidly as it proceeds. 

However, the monetary side of this process is not closely 

analysed. But they do admit that credit is an indispensable means 

of the upswing. From 0. Cassel in the Theory of Socjal economy. 

it can be inferred that he realizes the necessity of an el; stio 

currency supply. He seems to believe that monetary funds are 

$. G. Cassel, The Theory of Social Economy, Vol. 2, Page 252. 
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accumulated during ths dsprsssion, on which the producers can draw 

during ths upswing to finance the expansion. It, thsrefore, follows 

that no positive steps need be taken by the banking system, at any 

rate during the first phases of ths upswing. However, he does not 

dsny that, after a certain point, support by the banks is required to 

carry on. 

T h s d o w n - t u r n » — It is in this phase of the 

theory of the business cyols that tho non-monetary over-investment 

sehool offers its most valuable contribution. The upswing cannot go 

on indefinitely and their explanation of how it is brought to an and 

is most preciss. 

Thsy rejsot ths under-conaumption theory (which we shall sss 

at a later stags) which assumes that the coLlapse is dus to a shrinkags 

of ths demand for consumers' goods, or to its failure to rise, or to 

the facts of too much savings on ths part of both ths individuals 

and corporations. On the contrary, they accept that it is an actual 

shortage of capital that brings about the crisis. They go to great 

pains to point out that capital shortage does not simply mean a 

deficiency of monstary funds, but rather, that it is the symptom of 

a serious disproportion in ths production of certain well-defined 

types of goods. Thsrsfore, they conclude, monetary measures can 

nsvsr prevent the crisis. It is not over-saving but undsr-saving 

whieh 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 ths boom. 

Over-produotion occurs regularly in the case of durable capital 

goods, and also in the case of durable consumption goods. This 

necessarily involves a decrease in demand and over-production of cons­

tructional material. This discrepancy between the demand for, and 

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

as on the side of demand. Additions to the capital equipment are paid 

for out of capital. Therefore, the production and marketing of durable 

capital goods must dspend on the amount of capital which there is 

available for investment. But, for various reasons, as the end of 

the boom approaches, the formation of monetary capital tends to diminish. 

More important, however, than the decrease in demand, is the 

increase in production and supply, a large proportion of the new 

capital equipment constructed during the boom is used to produce 

materials which are required for the further production of such new 

equipment. So the supply rises progressively in the face of a 

constant falling demand. 

They go further to explain that the lack of monetary funds 

available for investment represents a shortage of physical goods of 

a certain kind. It becomes impossible to utilise the whole supply 

of raw material and equipment destined for the construction of more 

oapital equipment and durable consumption goods, for the simple reason 

that thsy alone cannot do the job. They could do it only in 



SYSTEMATIC ANALYSIS OF THEORIES 

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 (th 

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 forthcoming 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 savings 
available for taking over the real capital produced. What is 
really over-estimated is the capacity of the public to provide 
savings in sufficient quantity.1° 

T h e d o w n s w i n g . — These authors lay great emphasis 

on the psychological reaction which i3 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 

crisis, financial panic and numerous bankruptcies, or whether it has 

come to an end gradually without much dislocation. But, always, 

money is hoarded or used to finance losses instead of being invested 

and spent on producers' goods. Since savings are not invested, 

everything that increases the rate of saving has a depressing 

influence. Prices fall and this intensifies the prevailing pessimism. 

10. G. Cstsel, The Theory of Social Fconomy, Vol. 2, Page 649. 
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T h e U p t u r n.— According to 0. Cassel the revival is 

never brought about by an increase in the demand for consumers' goods, 

but always through increased investment. New investments are 

stimulated by the lowering of construction coats of capital equip­

ment which ensues during the depression as a result of reduction of 

wages, fall in the price of raw materials, reuuctlon of interest 

charges, adoption of Improved methods of production, etc. He also 

lays stress on the fall of the rate of interest as exercising on 

immediate and powerful influence on the value of fixed capital equip­

ment. But on the whole, these adjustments, which are automatically 

made during the depression, ere not of themselves sufficient to 

revive the spirit of entreprise and overcome the dead point of 

depression. Stronger incentives ore required to opsn out the factors 

of new opportunities for investment and raise the prospective rate 

of profit. In this respect, it is generally admitted that expansion 

will come sooner or later, if the rate of interest is low and credit 

plentiful and er̂ sily available. But, of course, if a stimulus is 

injected in the system, such as a new invention, the opening-up of 

new territories, etc., the expansion will come earlier and will 

gather momentum more quickly. 

As entrepreneurs are compelled by economic exigencies to 
save, they put aside, as savings, a part of thsir profits. Ths 
proportion of these savings to profits usually exceeds the savings 
from othsr groups of income, ihen the proportion of savings set 
aside from the profits of entrepreneurs is greater than the 
average rate of savings, the community's formation of capital is 
greater in these times, which ar-3 therefore, particularly favour­
able for the entrepreneurs' point of view. Such a time is the 
period at the beginning of a renewed trade activity.il 

11. u. CM>S61, Ir.e iheory of social Iconouiy, Vol.k, Fn/.e 620. 

http://activity.il
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3. Under-consumption theory 

G e n e r a l C h a r a c t e r i s t i c s . — The under­

consumption theory has had a long history and may be trii ed back as 

far as Maithus. However, we shall confine ourselves to more con­

temporary writers such as J. A. Ilobson, Economics of Unemployment.» 

and *. Catchings, The Road to Plenty. 

It is difficult to summarize these theories because their 

scientific standard is lower them the theories of those already 

reviewed. They cannot be analysed as systematically as 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 contribute. The under-consumption theory is an explana­

tion of the crisis and depression rather than a theory of the 

business cycle. Wherever the cycle as a whole 1B explained many 

features have been taken from the monetary and over-investment 

theories. Another reason why this theory is difficult to summarize 

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

concept, but covers a great variety of phenomena. 

L i f f e r e n t t y p e s o f t h e o r i e 0 1 — All 

under-consumption theories are concerned with the alleged insufficiency 

either of money incomes or of expenditures on conoumera' goods out 

of those incoratoB. There exiatB however, jreat variations between 

the different theories. But let us however, consider briefly the 
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ways In which undsr-eonsumption has bssn held responsible for depressions 

In one way or another. 

Ths undsr-eonsumption theory in its crudeet form is that, owing 

to technological improvements ana inventions tine to the accumulations 

of capital, there is a tendency for production to outgrow the capacity 

for eonaumption. This statement can be dlscar&eo immediately as being 

wholly unfounded. 

Frequently, under-consumption is given a meaning approaching 

or even replacing that of deflation. It is used to express tae process 

;~y whieh purchasing power is in some way lout to the econosdc system, 

and therefore, fails to became income and to appear es demand in the 

market for c&neuxers' goous. Mousy disappears or is hoarded, and the 

income velocity of aoney diminishes. In other words, it is deflation 

whieh is a possible cause of a breakdown but, as such, it is covered 

by the explanation of the t&cnttary theory of the business cycle. 

Often timeB, the under-consumption is expressed in the 

following manner. There is, it is said, a secular tendency for the 

volume of production to fcrow. The population increases. Inventions 

and improvements raiue the output of goods. Additions are nitidis to 

the stock of capital. Jirlces of commodities must therefor* fall 

and depression follows, unless the quantity of money ie continuously 

increased and creates the consuming power necessary to absorb the 

increasing output of goods at stable prices. This is too general 

a statement to be accepted as an explanation of the business cycle. 
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The various factors w.uch make for an increase is the volume of product­

ion must be treated separately. 

The growth of population, the enlargement of the capital stock, 

the improvement in the technical processes of production, are all secular 

movements. Therefore, the proposition that the supply of aoney aoes 

not keep pace with the growth of production cannot, por ac, explain 

a cyclical movement. It is hopeless to explain the business cycle 

without taking into account tho cutoulative nature of the processes of 

expansion and contraction. The considerations in question do not show 

why these proceesec are cumulative. Nor do they explain why the 

processes come to an end sooner or later and give rise at once to a 

cumulative process in the opposite direction. 

In ite best reasoned form the under-consumption theory uses 

under-consumption to aiean over-saving. Depressions are caused by ths 

fact that too small a proportion of current income is being saved 

and too sxail a proportion spent on consumers' goods. It is the 

process of voluntary savings by individuals and corporations which 

upsets the equilibrium between production and sales. 

Savings may lead to a depression because they do not find 

an outlet in investment. There may be an excess of savings over 

new-investment *hich will be lntenaified by every additional act of 

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

In other words, saving produces a deflation, because the surau aaved 

are used to liquidate bank credit, or are accumulated or hoarded 
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in the shape of cash or idle deposits. During ths depression, whsn 

ths spirit of sntreprise runs low and pessimism prevails, it is 

probably true to a large sxtent that saving engenders deflation 

rather than new investments, and that ths slump is, to that extent, 

prolonged and intensified. But the breakdown of the boom can 

hardly be explained this way. 

Savings lead, on the one hand, to a fall in the demand for 

consumers' goods, because the money saved is not spent on oonsumption. 

On the other hand, savings are, as a rule, invested productively. 

The sums saved serve to add to the capital equipment of the community. 

Ths ultimate aim of all this is, to increase ths production of goods 

for final consumption. Thus, 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 

ths prices must fall. 

There are many serious objections to this theory. We have 

already had ocoasion to discuss a case where a general increase 

in demand for consumers' goods and a consequent tendency of ths 

consumption industries to expand production are not only not a 

sufficient condition of prosperity in the higher stages of production, 

but, on the contrary, the cause of its collapse. Ths monetary over­

investment theory has shown ths possibility that, when at the end 

of the boom the demand for consumers' goods rises and their production 

tends to increase, this upsets the equilibrium between costs and 
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prices in ths higher stages of production, because there are then no 

idle factors of production, w.iieh can be drawn into employment in ths 

higher stages, and there are not ths necessary funds to retain 

employed factors of production against ths competition of ths consumption 

industries. 

4. Psychological Theory 

G e n e r a l C h a r a c t e r i s t i c s.— To 

spsak of psychological explanations of the trade cycle or of parti­

cular phases of it, is in a way misleading. Every economic fact 

has a psychological aspect. The subject-matter of economic science 

is human behaviour which can hardly be separated from its psycho­

logical basis. Ahen we assume that an entrepreneur will increase 

his output if demand rises or cost is reduced, or that workmen 

will respond to changes in money wages but not so readily to changes 

in real wages, or that consumers will buy more of a given commodity 

if the price falls and less if they think it will fall mors, 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, whether expressed or implicit, in the 

economic theories of the business cycle. 
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It must be pointed out that, gsnerally, ths exponents of the 

psychological factor in the business cyels are In agreement with other 

theorists in their explanation of ths phenomenon. Rather, the psycho­

logical factor it is said, is supplemental to ths monetary or other 

economic factors and not an alternative element of causation. There 

exists a distinction of emphasis rather than of kind. 

A n a l y s i s o f t h s f a c t o r » — The writers of 

reference who have laid stress on the psychological factors in the 

explanation of the business cycle are principally Professor A. C« Pigou 

in Industry fiMottttttlMt. «n<* Professor F. .. Taussig in PrtflcJBlv 

of HfQnoffllcfl- 4e need to define more precisely the actions and 

reactions of the psychological factors required in the explanation 

of the bu&incstt cycle. These factors come into consideration in 

economic theory in connection with anticipations and expectations. 

Static theory, and those theories based on the static hypothesis,iia 

picture the entrepreneurs* decisions as to the volume* and alterations 

in the volume, of output and employment as beln^ determined by a 

comparison of prices and costs. The prices, costs, profit margins, etc., 

by wnich the entrepreneur is guided in his decision, should be conceived 

as factors e-pasted to rule in the future and not simply given factors. 

This is true when the entrepreneur, for example, is guided in his 

decision solely by the current prices. On the face, it would appear 

llo. ^ce especially A, F. Hayek, Price and Production. 
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that in this ease, no element of expeetation is present. Quite the 

contrary the expectation in this case is ths Lslief and the hope that 

current prises will continue to prevail in the future. 

But future events cannot be forecasted with absolute precision. 

The further they are in the future the greater the uncertainty, and 

the greater the possibility of unforeseen and unforeseeable dis­

turbances. In principle, there is always an element of uncsrtainty 

in every entrepriee. This element of uncertainty may vary but it is 

still present. Alao the longer the processes in which the oapital 

is sunk, and ths more durable the instruments and squipment to bs 

constructed, the greater is the element of uncertainty and the risk 

of loss. Naturally, economic actions and reactions in such eases 

are less rigidly determined by observable fasts than in other cases. 

Ths psychological theorists here have recourse to optimism and 

psoaimisffl as additional determinants. An attitude of optimism is 

a characteristic of the prosperity phase of the eyelet pessimism 

is that of the depression. The turning points of the cycle are 

marked by a change of optimism to pessimism and vice-versa. 

Optimism and pessimism are regarded as causal factors which 

tsnd to Indues ths riss and fall of Investment whieh are character­

istic of the upswing and downswing respectively. It implies that 

the connection betwsen a fall in ths interest rate and a Changs in 

ths other objective factors, on the one hand, and the decision of 

ths entrepreneur to invest more, on the other hand, is not so 
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rigid as the economic theories sometimes maintain. »hile it ie true 

that developments are not determined wholly by th© objective factors, 

the introduction of these determinants make no positive contribution 

to the explanation of th© cycle so long as the optimism tind i<assi£aism 

remain purely phenomena within the science of applieO jaychology. 

£e cannot observe states of mind, but it is possible to make certain 

observations from which states of mind or chants of mind are inferred. 

It follows that the factors that go to siake people optimistic 

or pessimistic can be observed. This is the point ct which this 

theory makes a positive contribution to the explttnation of the business 

cycle. There ie the fact that, in a period when demand and jrouuetion 

are rising in many branches of industry, producers in branches which 

have not yet felt en increase are inclined to expect one. The 

connection betwoen the objective factors with which the other theories 

are concerned and the volume of investment is, as it were, loosened. 

Also there ie thf> fact that, when demand and prices have continued 

for a while to rise, people get into the hebit of expecting a 

further rise of equal or ar^r*ximately oqual extent. That is to say, 

they ;rojfcCt current experience too confidently in the future. 

The theorists stress the fact that the discovery of errors 

of optimism {jives birth to the opposite error of posaitaism. Profesaor 

A. C, Pigou , oints out that 

The extent of the revulsion towards pessimistic error, which 
follows when optimistic error is uisclosed, depends, in purt, upon 
the magnitude of the preceding optimistic error But it is 
also affected ly what one may call the uetonation which accompanies 
the discovery of a given amount of optimistic error. The detonation 
is greater or loos according to the number or scale of the legal 
bankruptcies into which the detected error explodes.-1-1 

12. A. G. fi^ou, Industrial fluctuations, I a .e 9^. 
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If ths entrepreneur himself is financing the enterprise, t. e 

repsreussions ars lsss serious than in the case where the enterprise 

is financed by borrowing, especially by borrowing from the banks. 

5. Harvest Theory 

G e n e r a l C h a r a c t e r i s t i c s.— The relation 

between changes in the agricultural situation and industrial fluctua­

tions is much more complicated than most people think. There exists 

a great number of theories on the subject and the authors are generally 

willing to admit that ths effects of weather-induced harvest variations 

may be partially or totally offset by the effects of other causes, 

whether these be inherent or outside the economic system. 

It is not necessary to assume a cyclical movement in agri­

cultural output itself to establish a causal connection between 

agricultural output and business cycle. Fluctuation in crop yield, 

in ths output of livo stock, etc., may be regarded analagous to 

inventions, etc., which appear at irregular intervals, and set in 

motion cumulative processes of expansion or contraction in the 

industrial system, or at least, reinforce or retard expansion or 

contraction. Harvest fluctuations which do not appear with the 

turning points of the cycle will tend to disturb the periodicity 

of the cycle rather than determine it. This lr> the view taken by 

in 
Professor A. C. Pieou / Industrial Fluctuation? since, though he 

treats harvest variations as an important potential'cause operating 

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 Strategic factors in the Business 

Cycle, denies that fluctuations in agricultural output are among the 

causes of the cyclical fluctuation of business. 

Agriculturs appears to have its own cycles, whose timing 
has no clear or regular relation to the cycles of general 
business.13 

Agriculturs, hs writes further, is not an active but a 

passive slement. The very inelasticity of agricultural supply exposes 

ths 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 any case, this theory of the effect of agricultural 
purchasing power is somewhat discounted 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 credit without sub­
tracting an equal amount from the corresponding power of other 
groups.14 

I n f l u e n c e o f f l u c t u a t i o n s.— Professor 

A. C. Pigou, in Industrial Fluctuations, links up harvest variations 

and industrial fluctuations by arguments appropriate to an economic 

system without a common msdium of exchangs. He then proceeds to take 

13. ;'p. cit. page 61. 

14. Op, cit. p«u.e &5» 
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into aeeount the modifications introducsd into the relationship by ths 

fact that economic incentives present themselves in a money form. An 

exceptionally good harvest leads to a lorger demand on the part of 

farmers in terras of agricultural proauce for the product of industry. 

This will raise the real income of the community, will 
lead to an increase in the supply of new capital from savings, a down­
ward tendency in interest rates and an increase in the demand for 
labour in terms of wage-goods. Suppose, however, that the 
general demand for agricultural products is elastic, the increase 
in the demand for labour in terms of age-goods will lead to more 
employment for the reason that the supply schedule of labour 
is rigidly elastic, thanks to the rigidity of the wage rates.15 

So far, the analysis has proceeded on a purely barter 
economy. But the additional borrowing requirements of the farmers 
may be satisfied by the banks. This is induced by the improved 
expectations of yield. The result is a monetary expansion of a 
cumulative nature whieh enhances the demand for labour and thus 
increases industrial output.io 

6. Other aspects or factors which influence the Business Cycle. 

So far in our analysis we have explained pure theories, is*, 

satisfactory explanations of the business cycle which demonstrates the 

complete evolution of the cycle. But, there exists explanations of 

certain factors, which, although they do not cover the whole cycle, 

nevertheless play an important role in elucidating the mechanism of 

the business cycle. 

The changes in costs of production, the horizontal maladjust­

ments, and over-indebtedness although they do not cover the whole 

business cycle, nevertheless play an important part as factors which 

15. Ibiu. fat>e 41 a«u Cf.ap. < ami 10. 

lo. Ibio. 1 o.t̂  ov am C-ia*. J ami ^4. 
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sometimes have been put forward as the causes of the psriodicity of the 

crisis end depressions. 

1. Changes in cost of production. 

The statement that a restriction in industrial activity is due 

to the fact that ^reouction cost has risen above selling prices is 

compatible with any explanation of the crisis and depression. It does 

not add much to the statement that industrial activity has been 

reduced. The proximate cause of the reduction in industrial output 

is the fact that expected prices do not covsr production costs. This 

is true, even though a series of orop failures, monetary reflation, 

over-investment or anything olss, is ultimately responsible for the 

breakdown of the boom and for the depression. All these factors must 

finally find their expression somewhere in a disappearance of the-

profit margin. 

The rise and fall of production cost, and the prominent role 

that they play in the explanation of the eyele, are fully explained 

by V. C, Mitchell. 

The decline in overhead co«t per unit of output censes when 
enterprises have once secured all the business they can handle with 
their standard equipment, and a slow increase of these costs begins 
whsn the expiration at the old contracts makes necessary renewals 
at the hi^h rato of interests, rents and, sularios which prevail 
in prosperity. Meanwhile, the operating costs rise at a relatively 
rapia rate. Lquupment which is antiquated and plants which are ill 
located or otherwise work at some disadvantage are again brought 
into operation. The i-ricc of labour rises, not only because the 
standard rates of wages go up, but also because of the prevalence 
of higher pay for ovurtiu.©. "till more serious is the fact that, 
efficiency of labour declines, because overtime brings weariness, 
because of the employment of unuoairablea and, because crews cannot 
be driven at top sposd when jobs ore more numerous than men to fill 
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them. Ths prices of raw materials continue to rise faster, on the 
average, than the selling prices of products. Finally, ths numerous 
small wastss ineident to the conduct of business enterprises creep 
up when managers are hurried by a press of orders demanding prompt 
delivery.17 

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

the cost of production in terms of labour rises because inefficient 

workers and undesirables must bs employed and, because antiquated 

equipment must be brought into operation when production is expanded. 

This is quite natural and the supply prices rise. 

This obviously limits the extent to which production expands 
in response to a jiven rise in denandj and, aince the whole process 
takes time, it is natural that we should find expansion carried 
forward continuously up to a point, and then stopied.*® 

All this does not explain, however why expansion should be 

followed by a breakdown and depression. 

Another point ie the Lrguraent thvit efficiency tends to fall 

during the upswing, because waste crops up everywhere. The contrary 

is also true for the downswing. It wu.pt, however, be adaitted that, 

theoretically, a heavy fall in efficiency, unaccompanied by a corres­

ponding fall in money wages and not compensated by a rise in prices, 

may produoe a general depression, tut this factor, still does not 

explain the process of expansion and why a depression must follow the 

breakdown. 

2. Horizontal Maladjustments. 

A horizontal maladjustment is the over-development of a 

particular branch of industry. It can only explain a partial depression 

17. A'. C. Mitchell, Business Cycle and Unemployment, Pages 10 and 11. 

18. A. C. Pisou, Industrial Fluctuations, Pe^e 278. 

http://wu.pt
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because, if an industry is over-developed and, if tho foraer is depressed, 

the latter must prosper. This partial dislocation of the productive 

process does not explain why the deflationary cumulative process of the 

depression is set in motion. 

Horiaontal 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. Consequently, if a given demand cannot 

be satisfied by a producer} other ^roduoers art. accordingly called upon 

to satisfy it. This loads to competitive duplication of plant and 

equipment, involving errors in the estimation of future wants. Ihe 

circumstances conclusive to bringing about such errors are fully 

explained by F. tf. Taussig, in Principle nf Economics. Vol. 1, Page 3&8 

and seq. and A. C. Pigou, in Industrial Fluctuations. Chap. 6. 

3» Over-lndeltulness. 

Ths existence of large debts in terms of money is certainly 

a most potent factor which would tend to aggravate a depression. The 

burden of debts becomes heavier with the fall in prices; toad this 

leads to distress selling wluch depresses prices further. Thus, a 

liquidation of bank crodits is induced, which means a shrinkage in the 

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

Over-indebtedness, it is said, may be regarded as the normal 

eauee c£ the collapse of the boom. In such cases over-indebtedness is 

closely connected with over-lnveotaent. To say that the cause of the 
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breakdown is over-investment is the same thing as saying that investments 

have been made which later turn out to be unprofitable. In other words, 

sales proceeds 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 extending credit to different sorts of borrowers, 
have to consider questions of liquidity and of safe margins on 
collateral. Credit con, accountants, lenders on real estate, 
brokers, government and legislators, all have scat sort of over-
indebtedness. *9 

It goes without further explanation that this margin of over-

indebtedness Is no other than the eaf© margin for over-investment. If 

the collateral or others are present to protect the borrowed money, 

this over-indebtedness as Irving Fisher calls it, becomes real invest­

ment, with the hops of obtaining higher returns than the rate of 

internet required to pay on this borrowed money. 

Irving Fisher describes dsbt as follows. 

JSost kind of pocket money, such as bank notes, take the form 
debts to the bearer, Esnk checks, which the depositor thinks of 
as representing his money in the bank, rsally represent a debt of 
the bank to the depositor, and usually the depositor obtains his 
cheeking account ty going into debt to the bank,*-' 

Not be in,: able to explain the business cycle conclusively on 

these assumptions, Irving Fisher e tablishes what, he calls a "debt 

cycle". He explains thust 

Ultimately, of course, the over-indebtedness, whether of one 
individual or of a whole community, will be wiped out, with or 
without business failures. £ut sometimes the liquidation, or the 
psychology which accompanies it, does more than restore a. normal 

19. Irving Fisher, Booms and wepressions, Page 10. 

20. Irving Fisher, Booms and degressions, Page 8. 
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debt situation. Those debtors who have burned their fingers by over-
indebtedness, and those creditors who have burned theirs by over-
lending — especially if the two group comprise most of the community 
become over-cautious, and end in an undue reaction against borrowing. 
Then the pendulum may gradually swing back, caution may again be 
thrown to the winds, and over-indebtedness again prevail. The 
pendulum may sven swing back beyond the point of equilibrium, where 
people will again go too far into debt, but presumably not BO much 
too far as the first time. This swinging baok and forth may go on 
Indefinitely, constituting a debt cycle.*1 

This factor of over-indebttidnese, as can be seen, may contribute 

greatly to the breakdown of a boom and even cause the downturn of the 

cycle. Nevertheless, it cannot explain fully and conclusively the 

businsss cycle with its cumulative expansion and contraction processes, 

and the fact that when one process ends the other must follow. 

7. Conclusion. 

rtith the completion of this analysis of the different theories 

of the business cycle, one question looms in our mind. «hlch of these 

theories explains fully the cyclical movement of business. This 

question would be answered categorically in the affirmative by the 

different theorists, in respect of tne theory they have expounded. 

However, it can be seen easily that thee* theorists have tried to 

explain the business cycle with the firm conviction that this pheno­

menon is due to certain fundamental principles or factors, tilth 

this in mind, they have &one forward with their explanation, dis­

regarding any other factor which are inherent to any business cycle, 

21. Irving Fisher, Booms and Depressions, Page 12. 
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or at least disregarding the preponderant part or attachment that exists 

between these fnctors. Thus w© have these different theories which are 

mainly based on assumptions that the trade cycle resolves around certain 

predetermined principles or factors. 

£hile it is not the purpose to rsject fully any theory on 

business cycles, it is however the endeavour to show that these differsnt 

theories do not sxplain fully the general phenomenon of the trade cycle, 

but only part thereof. With this purpose in mind, it is now proposed 

to review the different theories shortly to show that they are not 

complete in their explanation and, ae the esse may be, erroneous in 

their statements. 

1. The Purely Monetary Theory. 

That money plays an important part in the business cycle is 

a definite accepted fact. But that the business cycle can be fully 

explained by the fact that money controls every other factor, which 

thus become dependent on the monetsry factor, is definitely an error. 

The monetary activity in the expansion phase, and the recession in 

the contraction phase, run parallel with that of production and one 

is dependent on the other. This is explained by the f- ct that during 

ths revival from a depression, monetary instruments must activate 

produetion and vice-versa. If thi9 mutual activity were not present 

the procssB would not gain momentum, because the accidents which cause 

ths activity cannot of themselves carry the process of expansion 
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further than an impulse. If this impulse were not c&rried iy oti.tr 

factors it would c<uiss th© economic system to ectivte due to the 

impulse and thence return to its' previous status of activity. 

The theory stands in contradiction to rcany other related 

theories in that it contends that a change in the -ete of interest 

influences the economic system, not through a direct Influence on 

investment in fixed capital, but through the provision of working 

capital and particularly stooks of goods. Further the content! n that 

the reason for the breakdown of the boom is always a monetary one 

and that prosperity could be prolonged and depression staved off 

indefinitely, if the money supply were inexhaustible, can certainly 

be challenged. 

t. The Monot&ry aver-invssstxu&m. uto^ry. 

These theorists, in similarity to the previous one, have 

tried to explain the business cycle on the assumption that capital 

is the sole major f odor of the economic cycle. They have put aside 

production factors and have assumed an elastic supply of money. 

It has long teen recognized that there is & complicated functional 

relationship between the interest r*te, changss in the quantity of 

money and the price level. Their activity alone cannot, however, 

explain in full the businees cycle. They hnve, however, brought soms 

facts of the money system into play which hwd been left aside by the 

Purely Monetary Theorists. That, the differences in the rrtt. of 

http://oti.tr
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money such as explained by the "market rate of interest" and tiie 

"natural rate of interest", or th© influence of "forced savings", are 

determining factors in the explanation of the business cycle can be 

appreciated, however, to construe a business cycle nround the.ee 

factors is naturally an incomplete statement. It is, further, a 

little difficult to understand why the transition to a more round­

about process of production uhoulu be aaaoeinteu with prosperity ana 

the return to a less roundabout process a synonym of depression. 

However, they have contributed tretitly to tho explanation 

of the cycle in expanding the analysis of the maladjustment in the 

structure of production brought about by the credit expansion during 

the prosperity phase of the cycle, and, the explanation of the 

breakdown as consequent on that maladjustment. 

3. The Non-Monetary Over-Investment Theory. 

In the previous two theories we have Been that monetary 

factors were the main factora in the explanation of the cycle. Now 

we come to a .̂ roup of theorists who put monetary factore in a sub­

ordinate role. They go on explaining their fieory on the basis thut 

changes in the r̂c-'-uction of capital ;;ood3, os^ecially of fixed 

capital equipment, arc the factors mainly res^o-isiLl" for tl;v 

business cycle. It ^an be shown that thwy are eo.v<feILed lu nssusne 

an elastic eurrtney or credit nujply in order to prove what they 

wish to demonstrate. 

http://the.ee
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However, us has already been stated, thin theory offers its 

most valuable contribution to the theory of the business cycle in its 

explanation of the breakdown of the boom. 

4. Other Theories. 

As concerns th* other theories explained in our analysis, 

the fact will te appreciated that none of these have attested to 

explain the theory o^ the business cycle. They are all based cr. 

factors which may influence the economic system to the extent of 

changing the status of ths system at the movant of their inception. 

That these factors may activate the boom or the depression, is 

conceded. They may influence any part of the cycle to the extent 

of causing a crisis, accelerate the contraction process, etc. They 

may even be present in every cyole. Lut they cannot, ho*-ovcr, 

explain the cumulative process of the expansion and the contraction, 

nor can they explain the turning points afttr each of theso processes 

As all other theories, they have based themselves on factors 

which may be observed in any cycle. They have contributed greatly 

to th© theory in explaining the activity of these factors on th© 

trade cycle. Their contribution should be kept in mind constantly in 

any explanation of the business cycle. 



CHAPTER II 

SYNTHESIS ON THE BUSINESS CYCLE 

INTRODUCTION. 

Before attempting to expose a synthesis on the business or 

trade cycle, it is well that we should arrive at a unanimous 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 meant, not a completely isolated 

country, but a country in possession of all the attributes which we 

shall find necessary for the full development of the trade cycle. 

Depression means a state of affairs in which real income 

consumed or volume of consumption per head, real income produced or 

volume of production per head, and the rates of employment are 

falling or are subnormal in the sense that there are idle resources 

and unused capacity especially unused labour. 

Prosperity, on the other hand, means a state of affairs in 

which the real income consumed, real income produced and the level 

of employment are high or rising, and there are no idle resources 

or unemployed workers 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 cf 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 produetion. 

Real income consumed, real income produced, rate of employment 

are comparatively precise concepts and even to some extent measurable 

quantities. These three indices can be regarded as the criterion of 

the existence, and measure of the degree, of prosperity and depression 

and changes in the seme. 

we must now define business cycle. In the general sense, a 

business cycle may be defined as an alternation of periods of pros­

perity and depression, of good and bad trade. But this definition is 

obviously too wide for the purpose of any analysis. However, an 

alternation of periods of depression and prosperity is what we should 

normally expect. "anai. 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 the basis of our study. 

Further, the economic cycle in which we are primarily interested 

is that of alternation of relatively prosperous and depressed times, 

together with all the concomitant changes in all parts of the 

economic system, which extern, s over the period of three to twelve 

years. This movement is called the business cycle proper. 

The business cycle will be studied under the following 

aspeote t 
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1.- The upswing also called the prosperity phase, or the ex­
pansion process. 

II.- The upper turning-out, that Is the change or the turn 
from prosperity to depression. 

III.- The downswing also known as the depression piase or the 
contraction process. 

IV.- The lower turning-point, that is the change or turn froia 
de.rcesion to prosperity. 

At this point, it may be of value to mention two features which 

can be observed probably without ©Aception, in every business cycle. 

One Is the fact that the cyclical uj.a sno do.vna of prouuct.on and 

employment are accompanied by a parallel movement of the money value 

of production and transactions. Th© other is the fact that the 

cyclical fluctuations are more marked in connection with the product­

ion of producers' goods than in co-.nection with the production of 

consumers' goods. These two features are of utmost su^tstive value 

and must be kept in mind at all times. 

1. The Process of i.xpansion. 

I n t r o d u c t i o n.— '-e must at»sum« that the process 

hes, in one way or another, been started, and investigate by what 

is meant that the process is cumulative and self-reinforcing, and on 

what factors this cumulative quality depends. It vill be iajpousible 

to avoid reference to the factors which etrrt such h L rooeaa. 

These factors will however be studied further in our ext osition. 

G e n e r a l D e s c r i p t i o n o f t h e M e o h a n i 

%e start our analysis of the process at the bottom of the dej rtr. aion. 
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In effect, It means a situation where there ar© unemployed productive 

resources. If thsre is such unemployment, the sup. ly of labour can 

be satisfied at the same or only slightly higher aage. Therefore, the 

supply of labour is ccmjletely or almost completely elastic in t e 

upward direction. Since there are ample stocks of raw matrrials, 

under-employed capital equipment, etc., then the supply of other .Means 

of produetion is also elastic. 

Suppose, now, that expansion has been started for any reason 

whatsoever, e.g. avenues of new investment opportunities have been 

opened and the large sums are being invested over a period of time in 

the economic system, v.g. the building of a new power dam. The 

funds for investment are not withdrawn from other uses, but consist 

of money newly crested by the banking system, or come out of hoarae 

of unused purchasing power. Therefore, th© &c .rotate demand for 

goods in terras of money incresste. Unemployed workers are hired, 

raw materials, etc., are bought and ordered. There ie no guarantee 

that all the money thus inject-d «dil remain in circulation, ^uite 

ths contrary, through numerous leakages a smaller or larger ; art 

of this new purchasing po*or *ill be sterilised and ithdrawn from 

circulation. But a certain i-art of t. e money *ill go on circulating, 

i.e., will be spent by successive recipients. It con be readily seen 

how it will stimulate other tranches of industry and thus the 

expansion will gradually spread to all p&jrts of tLe economic system. 
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The producers of materials and implements will inareuse their 

produetiOn. The capital necessary for this will be raised by idls 

funds at their disposal, by borrowing from the banks (the r&tos of 

Interest at this stage will be low), by floating a new issue on the 

market. They will hire more workers and buy the material or equip­

ment that they require. The worker will, at least, spend part of this 

new money immediately. This will stimulate the production of 

consumers' ;:oods due to an increased demand. This, in turn, reacts 

favourably on the higher utages of production. Idle monetary funds 

are sst in motion end the demand of goods is further increased, which, 

in turn, generates income. Obviously, at first, the process will 

proceed slowly but it *ill gather momentum as new and increased 

demand continue. At fiiot, the process may be offset by adverse 

influences! but, as the demand for many goods has grown for some 

time and the expansion movement has spread to many parts of the 

system, the increees in the total demand for goods in terms of money 

per unit of time becomes greater. At this further stage, adverse 

influences whieh tend to decrease the flow of money against goods 

will now only be able to decrease the rate of increase in the flow 

of money and to slow down the general expansion. This is what is 

meant *hen ^e say that the process has gained momentum* It has 

become strong enough to overcome obstacles of lesser magnitude or 

force. 
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There are other faotors which will come into play and reinforce 

the expansion. A rapid and sustained increase in output due to an 

increase in the flow of money will certainly lead to a rise in pro­

duction costs and commodity prices at various points, even if the 

labour supply should, for a time, remain elastic. Profits will also 

rise all along the line, owing to the fact that rigid overhead costs 

can be spread over a larger output and wages lag behind prices. 

This continued ri e in demtnd and increase in profits and 

prices is bound to create, in the businese world, a more optimistic 

outlook in gen ral, and in particular, an expectation of a further 

rise of prices. The entrepreneur*: will be encouraged to embark on 

more ambitious schemes of investment in fixed capital. 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 waiting to be muds, and, given the profitability 

at the existing price oost ratio, the investment will be undertaken 

only if the price and cost ratio is expected to last long enough to 

permit the amortization of the invested capital. 

Thus, ths expansion proceeds in a progressiva and cumulative 

fashion. As it advances, restraining forces come more and more into 

play. This will bs explained further in the chapter dealing with 

the upper-turning point of the crisis. 

T h e M o n e t a r y a n a l y s i s o f t h e e y s t e a,— 

#e have so far explained the mechanism of the expansion process on 
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the aesumptiun that the monetary factor was moving automatically with 

the process. As was stated in our introduction, a parallel movement 

exists in money value of transactions and promotion and the ups and 

downs of jroduetion and employmont. Therefore, any explanation of the 

business would not be complete without an analysis of both parallels. 

After a slump, an expansion of the monttary circulation, in the 

sense that the money value of the volume of production and total 

demand for goods in term of money per unit of time increases, is a 

regular feature and an indispensable condition for a rapid expansion 

of production. If the monetary circulation could not somehow be 

expanded, prices of goods and productive services, especially money 

weges, would have to fall simultaneously with the rise of employment 

and production. Certainly such a fall in prices is the contrary to 

what actually happens durinj a recovery from depression. 

The expansion, in a technical „ense, is due to a discrepancy 

between the money or m«;rkst rat® of interest, on the one hand, and 

the natural or equilibrium rate of interest, on the other. If the 

former is below the latter, & cumulation process of expansion sets 

in. For exploration of this process we must have reoourse to the 

familiar Marshalii an curve. Alone the horizontal axis of s system 

of rectangular co-ordinates we measure amounts of investible funds, 

and along the vertical axis ths price paid for investible funds, 

i.e., the rate of interest. For each amount of investible fund we 

sup]ose the demand price to be «etenained. The demand price is of 
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course the rate of interest at which this amount ould be taken up by 

entrepreneurs for investstent purposes. If ,% j^in these points, we 

obtain tho demand curve for investible funds* In general, it slopes 

doT^nvard froa left to rl^ht and it rwprfeients the fact that at lower 

interest rates larger quantities are demanded and invested for pro­

ductive purposes. Similarly, for each amount the supply price is 

determined, and by joining these points together the supply curve of 

be 
investible fun.is is obtained. It may/horizontal for a certain range, 

in which case the supply is sale to be elastic for that certain 

range. It may be vertical and the supply is then oaid to be inelastic. 

The system of these curves always refer to a point of time or a 

short period of tiae. The elope of the curve is determined by 

certain /actors which will now be determined. 

The demand curve for investible funds bears a close relation­

ship to the curve of marginal profit rate. Marginal profit rate 

ie that rate of profit in terms of mone-y which an entrepreneur 

expects to derive from a concrete piece of investment, .he supply 

of investible funds i^ derived from three sources, nemoly, from 

amortization quotas, from new savings, and, from inflation in the 

broed sonss. The first two, which may ie regarded as grosa saving, 

l'jave the total demand for goodc constant. Inflation implies an 

increase in the total demand for ^oo^s, a rise in quantity of money 

and/or velocity of circulation. This requires further explanation. 
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For the individual firm, the setting aside of amortization quotas 

•ut of total receipte and thslr sxpenditure for replaoement of outworn 

equipment do not always coincide in time. Amortization will usually 

be a continuous process, whereas ths replacement of durable means of 

produetion is usually diseontinuous. For the economy as a whole, both 

prooesess are more oontinuous and run parallel. During any period of 

time, a number of firms use their amortisation quotas to accumulate 

balances or to repay loans, while others draw on their balances or 

borrow froa the market in order to replace their < quipment. 

By saving we mean income minus expenditure for consumption. 

We must distinguish between currently earned Income, whieh is simply 

the money value of the net output of the economic community, and 

income currently available for oonsumption. This distinction rests 

upon the fact that income earned is distributed, not continuously, 

but periodically. The faet that incomes are earned continuously, 

expended continuously, and distributed periodically hae the oonss-

quenoe of creating a time-lag between the moment when a given sum is 

earned and the moment when it becomes available for expenditure en 

consumption. This distinction between earned ineoae and available 

ineoae is of considerable Importance in the description of the 

prooess of change in investment end in total demand, through time. 

If in any short period chosen as a unit of time the ineoae 

currently earned exceeds the income available for expenditure, the 
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excess aust be financed out of inflationary sources. Thus, the money 

invested to-day is financed partly by savings out of income earned 

yesterday and beooaing availabls to-day and partly by inflation. But 

all that is invested to-day inclusive of the part financed by Inflation, 

become to-day's earned income and to-morrow's available income. If 

then, a part of the latter is saved to-morrow, it constitutes again 

current saving, although it is historically of inflationary origin. 

Ws can now proceed with the analysis of the monetary side of 

the expansion process. 

In the first instance, ws have assumed that the expansion 

process has been started. New investment opportunities have appeared 

and a certain number of people are prepared accordingly to borrow 

new aoney, or to utilize their own idle reserves on a large seals. 

This can be expressed by saying that the demand curve for aoney has 

shifted to the right to such a decree that more than the current 

flow of savings is taken up and inflationary sources are being 

tapped. The total demand for ^oods in terms of money increases and 

ths cumulative continuation of the procsss may be described by the 

statement that this increase of the demand for goods eausee the 

demand curve for investible funds to shift further to ths 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 demand, and if, the supply of investibis funds from 

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

demand further to the right. 
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Toe supply curve is likely to shift to the right — that is, 

supply is more plentiful — bwcau >e of a tendency to dishoard on the 

part of the public and tho banks. Tide will intensify the force of 

expansion, -hen ,reduction incret sea and prices rise, not only the 

entrepreneurs, but the lenders - banks and investing public • are 

likely to take a more optimistic view. This will explain the psy­

chological factor. It is extremely important to realize that both 

the demand curve and the supply curve for investible funds are 

subject to frequent and rapid shifts. These changes are influenced 

not only by technological factors, but also by psychological factors, 

changes in demand for particular goods, etc. 

S a v i n g a n d i t s e f f e c t o n t h e p r o c e s s . — 

Allusion has besn made to the actions of inoome receivers with respect 

to spending and savin*,* First, it was pointed out as an eesential 

link in the expansion process in the sense that the increased earning 

of tho workers caused by increased investment would in part be s^ent 

immediately. Secondly, it was mentioned as a source of investible 

funds. Therefore, it is important to demonstrate the probable conse­

quences on the expansion of a change in the proportion of income 

saved by the public as a whole and, the factors which determine whether 

the proportion saved will be great or small, or hether it will rise 

or fall. 

By the proportion of income saved, we intimate the average 

proportion of income not spent on consumers* goods in the income 

period in which It bocomws available, .e must, of course, keep in 
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mind the distinotion between the period in which income is e:raed and 

that in which it becomes available for expenditure or saving. 

An increase of saving normally exorcises a deflationary effect 

at the moment of its appearance. The amount of dishoarding is reduced 

and the currently earned income rises less fast than it would other­

wise have done. Ihe consequences of this savings, if pursued in 

subsequent periods, will indicate that the deflationary effect is 

cumulated. A relative fall in demand now leads to a relative fall in 

investment later, this to a further fall in demand and so on. If 

the increase in saving is repeated in subsequent leriods, it may 

not merely slow aown the expansion but e tn prevent it from reaching 

the height it would otner^ise attain, and finally turn it into a 

decline. On the other hand, and in accordance with the acceleration 

principle, the rate of investment ill be greettr or less according 

as incomes are rising more or less fast, and, since the greater the 

proportion saved the slower the expansion of inoones, it follows 

that the higher the income eaveu the leas will the rate of invest­

ment be at any given income level. But the expansion will cease when 

saving catches up with investment, and the higher the proportion of 

income saved the lower will te the income level at which the 

expansion will cease. The general conclusion is that saving whieh 

is in progress during an expansion process tends to slow down the 

expansion. Consequently, the more people save the slower the 

expansion, and the less they save the faster is the expansion. 
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2. The down-turn or Cris is . 

I n t r o d u c t i o n * — In the preceding chapter we have 

shown the reasons for a cumulative expansion in the busineoa cycle. 

But what needs to be explained now i s why this expansion process, 

In the normal course of events, i s brought to an end. \e can d i s ­

tinguish between two types of disrupting or mitigating forces. Thoss 

which arise quite independently of the process of expansion which 

i t interrupts and, those which are usually brought about by tho 

process of expansion i t s e l f . In other words, an expansion may be 

interrupted on the one hand by an accident such as changes in the 

harvest due to weather conditions or i t may i t s e l f give rise to mal­

adjustments in the economic system which tend to check or reverse 

the very process by which they were brought about. 

T h e p r o x i m a t e c a u s e s o f t h e d o w n -

t u r n.— An outright and deliberate cont recti on of the circulating 

medium may be the proximate cause of the down-turn. Then we have 

at once a decrease in the total demand for goods and i t i s compara­

tively easy to explain the further development of the contraction. 

It i s much aore dif f icult to explain how a disturbance which does 

not in i t s e l f consist of a decrease in demand* and which directly 

affects only a part of the economic system can lead to a decline in 

the aggregate demand rather than to a mere shift in demand from one 

co-mod i ty or group of commodities to another. 

A decrease in the supply of funds may be a proximate cause 

for the c r i s i s . I t Is not dif f icult to find examples in the 
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financial history of a central batik of a com.try having undertaken a 

restrictive credit policy. Tho motive is usually to stop an internal 

drain on reserves cr to restore external equilibrium, without being 

forced either by th© external situation or on internal drain of its 

cash resourcss, a central bank may contract credit because its fears 

ths consequences of a prolonged expansion. The enumeration of other 

eases could be carried on, but what is sufficient to realize is that 

a tightening of the supply of funds Ly the monetary authorities has a 

depressing influence and ia capable, if strong enough, of interrupting 

en expansion. 

A disturbance in a curtain branch of industry can also givs rise 

to a general contraction. Su pose that, in an individual industry a 

number of firms are forced to curtail output or to cease operating 

altogether. A reduction in the level of output o£ this industry will 

reduce the earnings of ths factors employed. The wage-bill will 

diminish and this will cause some deorsase in the dsmand for wage 

goods. If sales go on while in the process of liquidating stocks, 

ths proceeds or returns of such sales may be used for repaying banks 

and other debts instead of being reinvested in the purchase of labour, 

materials, etc. — this will have a deflationary effect. A breakdown 

in an individual industry may very well cause at least a teaporary 

fall in the total demand, whether this will start a cumulative process 

of contraction or not, depends on the magnitude of the disturbance 

and the general situation. 
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Why m u s t an e x p a n s i o n c o m e t o an e n d.— 

We have seen that on expansion i s in i t s f i r s t phase somewhat of preearlous 

nature and that i t i s l iable to be reversed by an aeoidental disturbance. 

However, i f i t has a chance to develop undisturbed for a while, i t wi l l 

gain momentum end become, to a certain extent, immune to disturbances 

..hich tend to reduce total demand. 

The two most essential conditions for the smooth progress of an 

expansion arc broadly speaking, an e last ic supply of money and an 

elastic supply of means of produetion. Both conditions are essential . 

If either i s lacking, the situation becomes precarious. Suppose that 

the money supply i s inelastic in the upward direction. If a partial 

disturbance arises tending to produce a hold-up in the stream of money, 

we get an absolute decrease in the quantity of money and the velocity 

of circulation, which may easily engender a general contraction. Again, 

suppose that there i s fu l l employment of a l l factors of produetion. 

Ths money stream must then remain constant in the face of the forces 

oaking for expansion — except to the extent to which the natural 

increase in the supply of factors and in their efficiency permits of 

an increase i s output — or else prices must rise and an outright 

inflation develops. If the latter happsns, i t i s easy to see why the 

position i s untenable, why the riae in prices * i l l become progressive 

and wil l lead sooner or later to a breakdown. If , on the other hand, 

the aoney stream i s kept conutant, in spite of ths rise in the 

demand for funds, equilibrium may be preserved. But the system i s 
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is then very sensitive to deflationary shocks and, may easily be plunged 

by some accident into a spiral of contraction. This makes it clear that 

under full employment a &iv«n deflationary shock is more likely to entail 

e general contraction th;oi if the «?Ui ply of labour and otiier factors of 

production is elastic. 

Suppose, for example, that there is a shift in demand. The 

demand for commodity A incre.se® and that for B decreases. This 

necessitates an increaue in production in commodity A. Anything that • 

necessitates an incrfc.se of production in one industry will, under full 

employment, affect other industribs adversely by raising their cost 

of production. One industry can expand production only at the expense 

of a contraction of output in other industries. Adversely, under 

conditions of elastic supply of memo of production in general, anyone 

industry can, tj a certain extent, expand production vithout raising 

costs to other industries, simply by drawing on tho existing reserves 

of unemployed labour and idle resources. 

»»e have so fur contrasted both extremes, i.e., full employment 

on the one hand and perfectly elastic supply of all factors on the 

other hand, ".-hat really exiote, of course, is always on intermediate 

state. Even at the bottom of a severe depression, the supply of 

factors and of finished goods la never perfectly elastic, while at 

the height of the boom there ia never absolutely full employment. 

Technically speaking, ther*. is almost always scope for increasing 

total production to a certain extent by drawing into employment 

hitherto unemployed factors, provided all assume sufficient mobility 

http://incrfc.se
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of the means of produetion. Put this does not throw out our {argument. 

Since i t ie sufficient to asaume that, during the course of the expansion, 

the supply becomes leas and less e la s t i c , even i f i t doee not go ful ly 

from one extreme to the other. 

But the mere fact that, there Is «itill much unemployment does 

not justify the conclusion that, an increase in the total demand for 

goods in terms of aoney wil l permit an increase in output and employ­

ment almost proportional to the increase in demand, coupled with a 

comparatively sl ight rise in pric*s in general. Therefore, the sensi-

tiveneee of the eeonomie system will become greet before complete fu l l 

employment has been reached. The reason i s that, the existence of a 

level of uneaployment which mi^ht at f i r s t appear relatively high, 

eon by no mc-Min be taken os a safo indication of greet e last ic i ty of 

the supply of factors ©f production, or of output in general. As 

may eonelude that, during the course f an expansion vhich has started 

from the depth of a depression, the economic system becomes th© more 

vulnerable the nearer fu l l employment in approached. 

D i s t u r b a n c e s c r e a t e d b y t h e p r o c e s s 

o f e x p a n s i o n.— There are two groups of disturbances which 

may be expected to arise in the economic system in the course of an 

expansion. (1) There may be a mechanism which works in such a way 

that, a monetary expansion i s after a while turned into a contraction 

without the lat ter beinp Induced by a loss , or the expectation of a 

loss , in any particular industry. In other .vorda, there may be no 
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difficulty in any partieular industryi cost aay everywhere be covereu 

by actual and expected selling price, -ut, suddenly, there co^os a '..itch 

in the flow of money, the total demand for goods falls off, and this 

ijives rise to a curaul tiv© ;.rocesd of contraction. (2) The other is 

that, as a result of the maladjustment3 in the structure of .reduction, 

sotoe particular inuujjtr,> or ĵ roup of industries la forced to curtail 

output ana employment and, thereby atari a gen&ral contraction* 

Unuer any monetary arrangement which im, lies a limitation of 

the quantity of legal tender money, there is an u.por limit to the 

expansion of the stream of money. Thio explains the f;.ot that the 

economic system becoraes more and more sensitive to deflationary shocks. 

It does not, however, explain why, in the absence of suoix shocks, an 

expansion of the stream of t.oney should i..mediately be followed ty a 

eontr ction rather than by a period of stability. iir. E. i*. tlawtrey' i a 

has endeavoured to establish the existence of a monetary mechanism in 

whioh the mere cessation of credit expansion lead to a subsequent 

contraction. The theory is bused on the lag of cash reserves in the 

banks behind the expansion of credit. The urain of cash continues ofter 

the expansion of credit has come to an end. The bunks watch only the 

present position of their cash reserves and, do not foresee that the&e will 

shrink for a while oftcr credit has ceased to expend. So they are 

led to expand too long, ana later they are forced to contract in ordor 

to maintain their reserve proportions. He further implies that, oil 

21a. i>i e especially the Art of den-*r&l . ankinc. 
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that is necessary to forestall the contraction, is for the central bonk 

to furnish the commercial banks with the necessary cash to relieve them 

froa the necessity of contracting credit. It is difficult to bslievt* 

that the banks would not learn froa experience, and would repeatedly caako 

the seas mistake of under-estimating the drain of cash, consequent on a 

given expansion of credit. The theory is not very convincing. 

The other possible disturbances which may occur during an 

expansion, are maladjustments in the structure of production arising 

out of the foot that in some industries, the soiling ; ric© of the 

products falls short of the cost of production} in other ..ords, the 

demand is insufficient to meet the cost of production at re­

munerative prices. There is no initial decrease in the total monetary 

demand for goods, i.e., in the stream of aoney. But the flow of goods 

does not correspond to the flow of money and therefore, in some lino 

of production, demand does not cover cost. This is not nt all sur­

prising when many p'arts of the production ;rooeas has embarked on 

long-term investment in many lines, that new co>.. .odities are being 

introduced, that ^oods, the consumption of which so far was confined 

to the upper classes, are made accessible for the consumption of the 

mosses, that new processes of production are being put into operation. 

These ohangss aust and do deeply influence conditions of cost and, of 

demand for, any oiven industry. Relative ;.rices of the various 

finished products and, of half-finished goods and, factors of 

produetion, are forced to change. 
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Many other f«otors have been brought forward to exjlain the reason 

why the expansion process must inevitably come to an end. Among the.main 

of these factors *e may mention ( l ) the effeot of shortage of credit on 

derived demand (*.} the operation of the oceeleration principle (3) the 

effeot of shortage of factore of production on derived demand, and others 

whieh wi l l be too lengthy to develop here. But a l l these factors lead 

to the same conclusion that the process of expansion comes to an end 

when there i s a serious breakdown in the supply of money and, the supply 

of mesne or factors of produetion. 

3* The Process of Contraction. 

G e n e r a l D e s c r i p t i o n o f t h e m e e h a n l s m.— 

The process of contraction, l ike the process of expansion, i s cumulative 

and self-reinforcing. Once started, there i s a tendency for i t to go on, 

even if the force that has Initiated i t , has in the meantiae ceased to 

operate. The contraction may start froa a state of f u l l employment or 

partial employment. In both oases, the meehanisa i s , in principle, the 

some. 

Deflation, in the sense of a gradual decrease in the total 

demand for goods in terms of money, plays an essential role in the 

contraction process. Ones the process has got under way, a deflation 

or self-deflation of the eeonomie system i s an effeot of the process 

of deflation. In money respects, and as stated previously, the 

contraction i s the exact counterpart of the expansion Lrecess. 
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Suppose that contraction has been started because, a large cons­

truction scheme which ua.a under way, has had to be interrupted owing to 

inability to raise the ncoe aary funds for further financing. Demand 

for construction materials and implements falls off, and production in 

the industries whioh produce these things is curtailed. The demand 

will sag at various points, merchants will give smaller orders to 

producers, produetion will be further curtailed and workers will be 

released from employment. This reduces income, when incomes fall, 

the demand for all kinds of goods is further reduced and depression 

spreads to other parts of the economic system. 

At first, the process will probably proceed slowly but gradually 

it will gain momentum. At the beginning, the process may easily be 

stopped or reversed by favourable influences elsewhere. Later, when 

the demand for a greater number of comodities has fallen for some 

time and contraction has spread to many parts of the eeonomie system, 

expansionary influences, which in the earlier stages of the process 

would have been sufficient enough to outweigh the forces of contrac­

tion, will no longer be strong enough to reverse tho downward movement, 

but will merely slow it down. This is what is ;xeent when we say that 

"the process has gathered momentum''. 

After the process has continued for a while, intensifying factors 

ore likely to come into play. Prices will soon be in to fall, and 

losses will be m&de everywhere, because wages and other cost items 

cannot readily be reduced. Thore will be a tendency to reduce stocks 
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and, to curtail orders and purchuttes, by more than the amount by which 

sales have gone down. A sustained fell In demand and prices is bound 

to create, in the business world, a more pessismistlc outlook in general 

and, an expectation of a further fall in prices, whether t;.is be 

justified or not. The profit rate, will be reduced all along the line, 

and new investment or re-investment of amortization quotas will be 

curtailed or even stopped completely. Nobody daros to enbark on 

ambitious schemes of investment. This will intensify the tendency 

to reduce commodity stock and to increase aoney etooks, that is to 

hoard. This is ths counterpart of the tendency to dishoard during 

expansion. 

It is important to note that such a contraction process can 

happen even in a pure cash economy with constant quantity of money. 

In a modern banking and credit economy, powerful intensifyinc factors 

come into piny. If a large part of the circulating medium consists 

of bank money (demand deposits subject tc withdrawal by moms of 

cheques) and if the banking system as a whole, or a number of indi­

vidual banks, get into difficulties, the banks will restrict credit. 

They will call in outstanding loans and, be reluctant to grant new 

ones. In consequence, the quantity of money «ill shrink. If the 

depositors have a run on the banks and, want tc change their 

deposits into notes, the deflation becomes still more serious. 

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

in the total demand for goods in term** of money is followed by a 
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c e r t a i n shr inkage i n p roduc t ion . Any redac t ion in *roauct ion of f i n i s h e d 

goods tends t o be t r ansmi t t ed with i nc reas ing v io lence t o the ^.receding 

s t ages cf p roduc t ion , which a t >in tends to reduce tht> uemand for 

f in ished goods. This cont inues i n t o a lon^ and pa in fu l p r o c e s s . 

T h e M o n e t a r y a n a l y s i s o f t h e p r o c e s a.— 

The monetary man i fes t a t ion of the cumulative i rocens of con t r ac t i on i s 

t he prolonged f a l l i n t h e t o t a l demand f o r yoods in terms of money. 

If t he t o t a l demand f o r goods i n terms of money did not f a l l , t h e r e 

would be no such rap id ©tor i a t ion of the economic s i t u u t i . n , no auch 

swift f a l l in product ion and employment, as i s t he fve t exhib i ted in 

the course of cycl ic&l d e p r e s s i o n s . 

When t h e uemana f o r £oods in genera l f a l l s nd produetion s h r i n k s , 

the demand f o r i n v e s t i b l e funds f a l l s , i n other words, the demand 

curve s h i f t s t o the l e f t . Assuming t h a t t h e supply curve i s unchanged, 

and i s f a i r l y e l a s t i c over the ,-iven range , the new poin t of i n t e r ­

sec t ion w i l l be t o t h e l e f t of the old one, i . e . , the amour-?, of I n v e s t ­

ment i s reduced. But we cannot assume t h a t the supply of .savings i s 

as e l a s t i o as t/.e supply of i n v e a t i i l e funus . This u s m s tha t p a r t 

of the supply of i n v e s t i b l e funds which i s not token up by the demand 

w i l l be a i v e r t e d , not i n t o expendi ture on consumption goods, but i n t o 

hoarL.a. In o the r woros, i t * i l l Le ..ithuruwn from c i r c u l a t i o n . There­

f o r e , the t o t a l demand f o r £ooda i n t e r n s of money f a l l s f u r t h e r , 

p r i ce s f a l l s t i l l lower and product ion and employment are f u r t h e r 
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reduced* This provides a further discouragement to trie demand for inves­

tible funds, and the demand curve is shifted further to the left. 

On the other hand, the contraction j.roce®a is bound to &,ive rise 

to unfavourable reactions on the supply aide. Losses are made everywhere* 

defaults and bankruptcies threaten or actually o cur. The effect is to 

make the banks and ths investing public cautious and pessimistic. The 

risk of lending rises and the supply of investible funds decreases. In 

other words, the supply curve ehiftt* to the left. The interest rates 

are thereby pushed up or are prevented from falling, in spite of the 

falling demand, which intensifies the deflation. 

For a more detailed study of the monetary aspects of the contraction 

process, it is necessary to start with the following consideration. The 

total demand for goods in terms of money shrinks* this may be due to a 

shrinkags in the quantity of money and/or to e decrease in its velocity 

of circulation. Therefor** it must be possible to demonstrate that (l) a 

part of the monetary circulation is destroyed and/or (2) money does 

not change hands so frequently against goods, because it is hoarded or 

used for other purpos&s (3} it is conceivable that a deflationary 

influence may be exerted by another development *hich does not affect 

the flow of aoney, but aads to the ork which money h«s to dot that is, 

on increase in the turnover of goods (4) financial transactions may 

immobilize a larger p&*rt f the circulating medium, and demand for 

goods falls. 

There are a number of forms in jmioh the monetary contractions 

nay appoar| but not all of those forae are ru&ulsjr or unavoidable 
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features of evwy cyclical depression. The attempt is u&de here to arrange 

then approximately in decreasing order of regularity and cona^icuou&neas* 

A restriction by the central monetary authorities of the circulation 

of gold ooins, notes and short-term liabilities aeons a decrease in the 

flow of purchasing power. This is a deflation by the central bank* It 

is a straight-forward case and does not require much comment. An outright 

reduotion of central bank aoney (short-term liabilities) is however not 

on invariable feuture* At least, it is usually not pursued right through 

the whole course of depression. It is a co. .on experience at the 

beginning of the depression, or during ths financial crisis which 

usually marks the turning point, or in some later financial crisis in 

the course of the depression, to observe a short increase in note 

circulation accompanied by a decrease in the total demand for t,°ods. 

Hoarding of gold and bank notes by private individuals is also 

a clear ease of deflation. (*old is sought from the banks by the 

publie in exchange for notes so long as the latter is redeemable in 

geld. The circulation is thereby rtduceu and pressure is brought 

upon the bank of issue to contract further in order to improve the 

roanrv ratio* 3at>k notes arc hoarded, or bank deposits art. turned 

into notes* This brings pressure upon ths eommcreial banks to 

eontrast credit in order to preserve their cash reserves. Clearly, 

hoarding of gold and bank notes by the public is not a feature of 

every cyclical depression. It happens usually only in severe 

depressions or *hen the banking system is in a bad shape, such as was 

the cass in the United States, in 15*33• 
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An invariable feature of any contraction in an economy with a 

fairly developed banking system, is the contraction of credit ty the 

commercial banks. Since bank deposits are a means of t. aynor.t, a 

liquidation of bank loans and deposits ie a clear case of deflation. 

The public, instead of holding seouritios directly, holds bank deposit 

end the banks in turn hold securities or loans backed by (securities. 

If and when the public loses confidence in tho bank deposits and 

desire to turn them into oash, the banks are forced to soil securities 

in order to find the necessary woney. This precipitates a further 

fall in security values which, of course, raises the real rate of 

inter st at which business can raise long-term capital. It may be 

objected that, if the public, which converts its deposits into cash, 

does not use the aoney to buy up securities, as fast aa the hanks 

unload them on the market, this shows that it prefers holding money 

to holding securities at the current price, the effect of «/hich 

aust be to force the price of securities down to the same extent. 

This is to expect the investor to be too rational. It is likely 

that people, who have bought securities at a high price, *ill hold 

on to them when the market is low, even where they would no longer 

be willing to buy the same securities at the same price. Moreover, 

the mere foot that banks hold securities, may lead to a contraction of 

commercial credit which will b© ©von mort deflationary than the effect 

on security prices. 

http://SYNT.fr.Jl5
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Industrial and ooxinercial enterprises tond, like the- Lanka, to 

increase their liquidity < uring a general contraction, i.e., they 

endeavour to stren^hten their c e h reserves and, to reduce their debts 

. ith the banks. There is a twofold purpose behind thi attetr.pt to 

increase liquidity. First, there ie the uncertainty as to the 

possibility of raising funds, when they arc needed to meet litlilitiee 

shich fall due. Curing a period of contraction, it is difficult to 

get credit from the banks, or from thb ©uxjlitre of raw materials 

and other means of production. There is the dengtr that eueh credits 

way be difficult to renew. In addition, one is not our* of bein^ paid 

punctually by one'e own debtor. Ail this makes increased liquidity 

seem advisable. Secondly, there is the f«ct that, vhen prices fall 

and losses are mede and, further losses arc expected, the replacement 

of fixed or working capital, &s well ae nev investment «?h ch may htvo 

been contemplated before, the situation became too bod, is postponed 

or suspended for the time being. It uoee not jay to invest or re­

invest, therefore, idle balances arti accumulated, or bank loans 

repaid even when ths banks are no longer pressing for rcrnyment. 

Whatever usay bo the motives for, and the form of, the jureuit 

of liquidity, the immediate effeot is the name in all cases. Demand 

for toods shrinks, prices fall, ireduction ic curtailed and the 

general situation la aggravated. So the initial p.chie >.wnt of 

greater liquidity creates a need for further stepa to maintain 

liquidity, and makes things worse than thoy were. Urusually, ho-vev^r, 

http://attetr.pt
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*ith the fall in prices and wages and, the curtailment of production, 

funds aro liberated and liquidity increases all around. 

In the first stages of ths cyclical contraction, a strong 

deflationary effect may be OAercised by ti e liquidation of inter­

personal and inter-business debts. This is apart froa the bank debts. 

The debts of a bank to its customers are normally used as money. The 

owner treats them as cash. They constitute purchasing po#er and 

have a velocity of circulation. Therefore, the extinction of such 

debts through bonk failures, or through a contraction of bonk credit, 

diminishes purchasing power and demand for goods. Other debts may, 

of course, perform the seme function. A bill any circulate as money. 

Its settlement has then the same effect as the liquidation of a 

deposit. Even if debts, other than bank debts, do not circulate as 

money they may le highly liquid assets. The de res of liquidity 

will of course depend -n the standing of the debtor and the situation 

of the market. Such debts are used as a liquidity reserve, -hen 

during a process of general contr ction, they diminish in quantity 

or lose their ealeability, they eon no longer, auequattl. fulfill 

this function and, autst be replaced hy money, bank deposits, or 

central bank money. The demand for money increases, its velooity 

of circulation tends to fall and, the toVl uemand shrinks according 

to the process pr&vicusly described. 

Snen a debtor is pressed to repay a loan, he is not always in 

a position to meet his obligation out of his current receipts. 
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Ordinarily, he wi l l be forced to s e l l assets in order to ra iae the 

fund to repay his debt . These forced sales wi l l have a uepressing 

influence on the trice of tue a s se t s , with deflationary consequences. 

I t i s argued thut these t ransact ions absorb money, temporarily at 

l e a s t , and withdraw i t for other uses. Purchasing po*er, which 

otherwise would have been spent for new investment or for consumption, 

i s now spent for old secur i t i e s anu other assets which &re thrown on 

the market by harassed debtors . £>ut i t i s c lear ly oeen that i f the 

price of ceourity f a l l s , i t i s equivalent to a r i s e in the in te res t 

r a t e . This « i l l obstruct the financing of new investment through 

tho issue of s ecu r i t i e s . bimk loans are frequently grunted on 

secur i t i e s . If the l a t t e r f a i l in p r ice , th i s cer ta inly wi l l not 

promote the willingness and ab i l i t y of the banks to lend. If the 

price of r e a l goods (house, e t c . ) f a l l s , the production o£ these 

ioods loses i t s p ro f i t ab i l i ty and wi l l be cur ta i led . Therefore, 

these forced sales of nasots and the consequent f a l l s in price 

produce or intensify def la t ion. 

4. The Up-tums Revival. 

T h e p r o x i m a t e c a u s e s o f r e v i v a l . — An 

expansion can always be stopped and a contraction process s tar ted by 

a r e s t r i c t i on of credi t by the banks. A contraction, however, cannot 

always be ended promptly merely by making credit cheap and p len t i fu l . 

There wi l l al#ays be a ra te of intturtat hi^h enough to tiisoourage oven 

the most eager borrower. But, *hen prices anu deaand are fa l l ing and, 
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ars expeeted to fall further, the deaand for investible funds may be 

at so lew an ebb, thut there is no rate which *ill lead to a revival 

of investment and, entail an increase in the effective circulation 

of aoney, that is, in the total demand f r goods in terras of money 

per unit of time. 

we still, therefore, study the various possibilities and 

factors of a revival in investment as the starter of an expansion on 

the basis of the demand, and supply scheme for investible funds. A 

stimulus to investment can come either from a change on the deaand 

side, or, if there is still a latent demand for investible funds, 

from a change on the supply side. Anything that has the effeot of 

shifting the deaand curve, or the supply curve to the right, tends 

to bring about en expansion. 

If the deaand for investible funds is really so inelastic over 

a certain range that, a change in the interest rate h&s nu influence 

et all on the amount of money inveettxl, a change on the supply side 

will stake no difference to investment or, to the effective quantity 

of aoney. Given the state of demand for loans of various types and 

maturities, we may say that anything which makes supply more plenti­

ful tends to initiate an expansion. One of the most important 

influences is that of the central and coriiracrciul bunko, whether exer­

cised through disoount policy with a view to increasing the liquidity 

of the short term market or, through open market operations which 

affect primarily the long term market* 
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tie may now turn to the discussion of the factore t-xerclsing a 

favourable influenoe on the demand for capital. If in an individual 

f ira or industry output i s being expanded, workers must be hired, raw 

materials bought, machinery and equipment ordered. If money ie used 

for that purpose which would not be used otherwise, the money stream 

swells and the deaand for other gooae r i se s . I t i s , of course, 

iamat^rial whether new money i s created by the banks or, idle funds 

are ut i l i sed . The upshot i s that any of the expansionary factors 

a l l along the l ine , may act as a starter for a general process of 

expansion, whether they actually do or not depends, in any .,ivcn 

case, on the magnitude of the particular change and, on the general 

situation. If a process of contraction i s under way, a strong 

expansionary iapetus i s required to restrain and reverse i t . If the 

contraction has spent i t s force, a sl ight stimulus may bo sufficient 

to start the syetea on the up-grade. 

L i m i t a t i o n s o f t h e c o n t r a c t i o n 

p r o c e s s*— It has been demonstrated that the economic ay a tern 

during an expansion tends to become Increasingly vulnerable when i t 

approaohes f u l l employment, f i r s t , because the supply of means of 

production in general, and labour in particular, becomes more and 

more inelast ic in the upward direction and, secondly because th® 

expansion of total monetary demand aust sooner or later slow down, 

or else prices aust rise continuously, which again cannot ,;o on 

forever* *'.e aust now apply this principle to the inverse aitu&tion 



SYkThLSIS ON Ti*. CYCLk 

as it oevslops during a contraction .rocess. 

Thsre is obviously a tenuene^ i'or the elasticity of supply of 

mesne of >reduction of all kinua, of labour anu jrouueere* gooda to 

become greater as the contraction increases. The suj4ly of labour 

recovers its elasticity in the upward direction. In other words, an 

inoreauud deuand for labour can again be satisfied at constant, or 

only slightly rising *a^es. Similarly, ':onopolistic restriction by 

entrepreneurs often succeeds in maintaining relatively utuble prices 

for certain goods and services ri^ht through the contraction. In this 

way, slesticities are created in the sujtfly of means of production 

ana products at various stages of preparation. The o resequence is 

that, it becomes easier for any one inaustry to expand jrouuetion 

in response to t*n actual, or exacted, increase in demand for Its 

product, without thereby Increasing the coat of jreduction of other 

industries. In other »oraa, the depressing consequences of certain 

chuiges are thereby mitigated, while the expansionary consequences 

have free play. 

An elastic money and crea.lt supply which is a second pre­

requisite for an easy start and smooth development of the expansion 

process, 1 B eventually restored in he course of contraction. *-s 

prices fall, the value of central tank money which is &t the b tr 

of the credit structure, will rise. So lone as the structure 

itself is undamaged, each stvp will be based broader than before. 

The gold reserve will cover a l&rger proporti n of the central bank 

money. The cash n serves of th«i Lanka *ill rit>c relatively Lo their 

http://crea.lt
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short term liabilities. Circulation currency and p o s i t s In the handa 

of the public will riao relatively to i,he .GQiiuy incowt w..ic. tUi.y 

receivo and, the capital which they possess. Tut this process need 

not be continuous. It may encounter a whole series of setbacks. The 

mounting oebt burdens anu the struggle to avoid bankruptcy itself 

creates a need for ready cssh. 1-ankruptciea an., the fear of good 

debts turning into bad ones ;,iv© rise to a flight of liqui ity which 

is not satisfied even by increased reserved proportions and rising 

hoards. It is, ho*ever, only a matter of time till the course of 

bankruptcy is arrested, and the monetary munition accumulates for a 

new expansion. 

Logically, it is, of course, conceivable that, in the nlaence 

of an expansionary i&pulse, the contraction should go on and on 

indefinitely. But there is ^ood reason, •aaed on general experience 

of huaan behaviour, to suppose it will sot do so. In this co nection, 

there is on© Important consideration which is sometimes overlooked. 

A persistent shrinkage in the total monetary i-emend for ^oods, 

aust bv. accompanied either by a continued instruction af money, or 

by a continued accumulation of money hoards. Hour fair the ^roceoe 

of destruction will jo in a concrete c s e defends on the monetary 

organisation and institutional factors of the country concerned. 

Mowedoys, it is eiolnly deposit money rather than central tr.nk sionp.,, 

which is exposed to deetruetlon. To vrhat r-xtent the destruction 

of deposit money goes, dej ends on the organisation of the banking 
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system and to a great extent also on footers which may vary from one 

depression to the other. 

After the destruction of aoney has come to an end, the continu­

ance of the contraction must be accompanied by a growing &ccumulation 

of aoney hoarde in various shapes. The magnitu*- e of these hoards 

will increase in terms of monetary units «t the expose of money in 

circulation. It increases still faster owing to a fall in prices, 

in terns of real purohasing power. These hoarde will grow in relation 

to real income, as.well as, in relation to real wealth. In other 

words, people will hold an increasing proportion of their reil 

inooae and wealth in the liquid form of aoney. It should be noted 

that so long as people are adding to their hoards, the rate of 

interest on investible funds will be kept relatively high in spite 

of the fact that, the demand of $ reducers for money for investment 

purposes, is at a low ebb. Under unfavourable circumstances, such 

s situation may last a long time. But, as it implies that money 

hoarde are growing all the time in magnitude, we arc probably 
r 

justified in assuming that there will be a limit to such hoarding. 

After liquid resources have reached a certain high proportion of 

wealth, the need for liquidity will eventually become satisfied 

and people will etop adding to their hoards. If the rate of 

Interest remains high, because then? is still a êrsund for credit 

for purposes of re»l investment, hoarders .viil be tempted to put 

their funds on the oapital market sooner than, if the ratt of 
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interest has already fallen to a low level . But, oven if the rate of 

interest i s low, there wi l l come a point where hoards reach such a 

high proportion of income and wealth that thert i s no joint in 

increasing thorn. One or both of two things wi l l happen, either 

more aoney wi l l be lent out on the capital market, with the result 

that interest rates wil l be forced down and investment will be 

revived, or, i f the demand of producers for credit i s absolutely 

inelast ic , teople wi l l become less disposed to save, and the demand 

for consumers' goods wixl cease to f a l l , or may even r i se . The 

conclusion ie that, on vsry general grounds, there i s a strong 

probability that there i s a limit to the f a l l in the total monetary 

deaand for goods, even in the absence of any special stimulus for 

expansion. 

N a t u r a l f o r c e s o f r e a d j u s t m e n t .— 

The economic system i s capable by I tse l f of putting an m& to a 

contraction and turning i t into en expansion. There are expansionary 

iapulsee which can be railed u on »ith a fair decree of certainty 

to occur automatically sooner or later, and to turn contr ction 

into expansion. 'Ihese automatic expansionary impulses are primarily 

in the shape of factore which directly stimulates producers* 

spending* It i s , theraforu, convenient to oistinguieh bo.tv.een 

changes on the side of the supply of, and demand for, investible 

funds. 

http://bo.tv.een
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Beginning with changes on the supply side, *e assume that the 

demand for investible funds has not completely vanished. In other 

words, there is a latent demand at a positive rate of interest wnioh 

cannot be satisfied, because the prevailing rt.te of inter at is too 

high owing to the supply situation. This being so, the cessation of 

the hotirdin^ irocess *ill not only halt the contraction in the 

monetary deaand for goods, but it will also load, in the course of 

time, to expansion. ..hen the bunks, industrial firms, &nu private 

individuals, have on the whole reached the conclusion th t their 

cash reserves are large enough, the rat. of interest will fall, 

because of a certain amount of aoney *hich v.111 le put on the capital 

market instead of going into hoards. Investment will jick up a 

little. This will etabiiize the monetary demand ;v- well as the 

aggregate deaand for goods. It will also brinu about a etatilination 

of employment and production. If no ne» .ueineau failures and other 

shocks disturb this comparitive stability for a while, confluence 

will return end people will be tempted to reduce their hoards. 

rthen prices have ceased falling, or *hen they are expected to rosaln 

stable or to rise, there is a strong inducement to dlsho^rd, 

because hoarding muans tho sacrifice of the .rofits of investments. 

On the eth«r hand, aurin^ the contraction, the debt fcunJen of 

industry will have been reduced in various ways. Thus, the basis 

for a revival of financing incre*»aed ^rocuction by loans, or other 

aeons, will have been restored. 
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Turning now t o t h e demand s i d e , we find t h t , cur ing a c o n t r a c t i o n , 

t he demand f o r i n v e s t i b l e funds may have reached almost the vanish ing 

i o i n t } so t h a t a f a l l i n th© supply p r i c e , or t h e market r a t e of 

i n t e r e s t , oven t o a very low 1> v e l , aay have very l i t t l e i n f l u e n c e . 

Nobody darea t o i n v e s t . The r e son i s not t h a t t h e accumulation of r e a l 

wealth has gone so f e r , t h a t p h y s i c a l l y t h e r e i r e no investment 

p o s s i b i l i t i e s l e f t . F a t h e r , i t i e the f ea r t h a t i^ricec: « i i l f a l l and 

a lack of conf idence , e f e e l i n g of unce r t a in ty about the fu tu re in 

genera l , when t o t ul demand and t r i c e s neve once-' again s e t t leu uoisn 

at some l e v e l or o t h e r , t h e demand fo r i n v e s t i b l e func.s w i l l r i s e 

automat ical ly with the mere l apse of t ime . The f ea r t h a t r r i c e s w i l l 

f a l l f u r t h e r w i l l gradual ly d isappear and, c e r t a i n investments 

which would have been j o s s i c l e and p r o f i t a b l e i u t , a-ve noi been 

undertaken, b tcuuse of the t'w.r t h - t demand and . r i c e s would f a l l 

f u r t h e r , * i l l begin to be ©ade. 

I t i s very l i k e l y t h a t dur in , t h e c o n t r a c t i o n , when i n v e s t ­

ment wes a t a s t a n d s t i l l , new invent ions may have been awae which, 

in s p i t e of t h e f c t t h a t they would reduce the cos t of ; r educ t ion , 

have not been put i n t o a p p l i c a t i o n b*-c?iuee they necesoitr . ted more 

or l ees heavy inves tmen t s , which t h e en t repreneur was not *r i i l in c t o 

moke when he e pected a f a l l in deaand and p r i c e s , *hus e s tock 

of investment o j p o r t u n i t i e s i s accumulates , which i s l i k e l y t o 

induce investment expendi ture as soon %*s the genera l f a l l i n i r i c e s 

has been s topped . The way i n which, a f t e r a lon«_. s.pell of deg re s s ion , 
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the ice Is broken by some entreprising aplrito, who have the courage 

to try something new in some line of ^reduction, and the wny in **hich 

the example they set ie followed by others in the same or other 

branohes of industry, are recurrences which can easily be traced 

in the history of every business eye*©* 
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GENERAL OUTLOOK OF CANADIAN BUSINESS FOR I947. 

With the advent of war on 3rd September, 1939, Canada, economically 

was recovering of the depression of 1937* Although Canada was early in 

declaring war, it was not, however, early in realizing the effects, 

economically or otherwise, which this conflict was 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 abroad 

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 war 1914-18, 

it had to retain some of its manpower at home in production. The 

first Canadian contingent arrived in England in February, 1940, but 

also, at that time, producers of both producers' goods and consumers' 

goods hod, in port, converted their production establishment to the 

production of war materials as required by the Government. Further, 

the Government itself, hurriedly drew plans for expansion of 

production of war materials in on effort to meet the requirements, 

first of Great Britain, and later, in participation 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 purchasing power. All 
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this is the outcome of our participation in the war and, our str&tcgio 

position as a provider and producer of war materials. The funds or 

monies necessary for tain production wu~t be provided by the -ovcra-

aent who has become the sole customer whose demand la limitless and, 

in excess of the Canadian productive capacity. 

In order to obtain the necessary money, the government must 

have recourse to its own people. This is achieved by the imposition 

of taxes on incomes and various co sodities. Further, the Administra­

tion encourages the population to lend its money in the fona of war 

bonds, refundable portion of Income tax, excess profits tax and »ar 

Savings Certific .tee. but in order to suppress a wild inflotion in 

this rapid process of expansion, the Government oust inject setbacks 

or measures to retard or withhold this process, without curtailing 

full employment and production. This ie achieved by various 

oontrols on active factors of production (labour, wages, bonuses, 

expansion of production stages, etc.) and controls of the commodities 

and necessities which affect the coat of living. Thus, we «ee the 

Government deolare all labour strikes illegal and the wages frozen, 

bonuses cancelled or forbidden, production, except for that of the 

strict necessities of the population and the requirements of the war 

effort, curtailed and banned, control of prices of commodities, 

rents, etc., initiated and established. In order to enforce these 

controls, especially that of production for the requirements of the 

population* the Government subsidizes a certain branch of industry. 
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In others, it acts es the provider of ruw irateriflo wLich arc- bought 

abroad rt a high trice and sold to the prjduoer at a price at which 

production of the finished article can it nude, *ith a profit, at the 

established control price. On tht whole it may be said that during 

wartime, Canada has a closed anu controlled economy ./ith a great 

accumulation of investible funds turned into forced savings at the 

disposal only of the Government. 

The victor/ for the Allies comes in 1945. .e find all major 

industries ot Canada still producing excessively for the war effort. 

Full employment and high wages still reign. Suddenly ti.i production 

comes to an end. The evor-d©mending customer has now obtained all 

it requires, and tho rood to reconversion to peacetime production 

is now what lays ahead for all industries. However, tl-is reconversion 

aust proceed in eucn a way, as not to cause disruptive cctions in 

the economic system, i.e., inflation is opposed and ieu*easion is 

shunned. Therefore, the Government continues all of its controls 

because full employment *ill continue, the demand for consumers* 

goods ia still excessive, and raw materials are still very scarce. 

Thus, with a great amount of investible funds still in the hands 

of the public, and the demand for consumers' ccode atill high, the 

Government must lend a hand to the economic structure by restricting 

or withholding factors which, if permitted to activate tho economic 

system, will lead to a wild inflation. That ia, the reason why 

the Government continues all controls well Into 1946. 
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However, for the period under study — the beginning of 1?47 — 

the Government hr-s released a few controls. The wages are unfrozen 

to permit the workers to bargain #ith the producers, and thus, bring 

about a comparative level between urates and prices. Those workers 

who were progressively employed when the imposition of ©age control 

vas imposed, h«d found themselves forced to remain in their same 

position, but the prospect of increase of *ages had disappeared, 

even in the fees of the inerersing cost of living. This was a 

serious maladjustment which the Government could no longer permit. 

Also the demand for consumers' goods is ever increasing and to have 

an eeonomie stability of duration, prices and wages must find their 

true levels — levels which must permit the producer his Just profit, 

and the workers their just remuneration in accordance with the cost 

of living. 

The economic situation at the beginning of 1947 may be said 

to be a favourable one for Canada. Canadian economy ia very close 

to that of the United States, and therefore, any analysis of Canada's 

economy aust be made in conjunction *ith that of the United Ptwtes. 

The reasons why the economy of Canada is 00 closely related to 

that of the United States are obvious and need not be mentioned 

here. But, facts and conditions in the United tates which are bound 

to affect Canada's economy will, perforce, be examined. 

The question which looms in the mind of Canadians for 194? 

1st Jihat is in the future for tueinees and for my job? io consumers, 
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w sir-tired end impatient, the ^oal is mare and better merchandise, :vt 

lower but not higher ; rices, if possible. To labour, the r;onl is 

another round of *a£e increases before the business curve flattens 

out. To producers and entrepreneurs, the ,oal is high and more 

efficient production to meet current snd required demand and, a 

prompt halt to the spiral of prices, whose continued upward whirlings 

will so positively lead to disaster. 

There is nothing on the carda for 19-*7 resembling a ueprftieion. 

There is, however, a recession *hich i« neceseary to add to future 

sscurity. It ie an adjustment in the rate of change of business 

whieh is required and not a change In tho j»«ee of tueinoofs. Tl.cae 

sudden and violent upward and downward pitching of the econorty 

bring trouble* Therefore, we mu«t keep the chart lines of business 

activity end prices reasonably fiat or sloping only slightly, and 

avoid the dangerous pattern of high peaks and aeop valleys. 

Purchasing power still remains strong. Full employment, savin's, 

deferred demands, insatiable demands for sales at road, aider 

distribution of purohasing po*er through national fiscal policy 

and social security measures, all strengthen the purchasing power. 

It is admitted that a lot of this strength is being loet r&;idly. 

But, employment remains very high, and despite the widespread 

nakedness of the white collar /roup In respect to saving, the ."act 

for the community as a #nole ia that ^.rsonal savin a are still 

considerable. 
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The biggest einglt factor in t is complex business picture ia 

the course of wages and prices in the United Static. In the past, the 

traditional pattern was to see American c.nditions reflected in the 

Canadian business scene about six months after the United states 

event. But «;.rtime controls and planning may have changed this inter­

dependence* What remains uncertain is the extent to which our 

considerable degree of «r rtime independence can be continued in 1947 

as Canada goes on unraveling price and other controls. The basic 

planning by the Government for 1947 is based on the belief that, 

price control machinery sh uld try to keep the Canadian umbrella 

ever the consumers' heads lon& enough to outline the effects of 

further price spiralling in the United St&tes. Rising prices are 

the aoet serious and damaging factor in purchasing power. It is 

apparent that in the United Suites, and possibly in Canada, the 

demand for goods is not, being supported by adequate neditions to 

ineoae, relative to rising prices, dome goods, it may be said, are 

pricing themselves out of their markets. The cost of living hus 

risen. The increase in food prices indicate© that most people will 

have less aoney to spend on furniture, radios, etc. It also 

provides a very good reason by labour for higher wage rates. 

Both, in Canada and the United states, the labour union leaders 

ars now undertaking drives for another round of wages increases. 

Tho central credit control, through the Bank of Canada, has 

kept the rate of interest low. It is hardly to be expected thut an 
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increase in the rate will take place when it is recession that is 

apprehended. The wages of capital may be too low, but the stiffening 

of aoney ratea now would jolt the whole of the eeonomie system and 

possibly bring disaster. There are no signs that the rate of 

interest will be changed in the near future. 

It Is apparent, however, that there needs to be a re­

adjustment between priees and wnges during the coming year. These 

factors are the only ones which ars not in accordance with the 

others in the economic system. Let us see *hat is being said 

generally by inuustrialists on t-J-s subject. The Financial ¥9®% 

of January 4, 1947, states editorially1 

If labour and management can work together, 194? con le 
a year of significant progress. That is the unanimous opinion 
of the leaders in business, industry and finance. The biggest 
single problem in the year ahead, they agree, is permanent 
solution for the strikes and labour friotion which bo ged 
down produetion in 1946* If we can solve that, we can get 
production really rolling, then all other troutles, including 
thoss that may invade us from outside our borders, will be 
comparatively unimportant. 

George *• Spinney, President, lank of Montreal, in his 

address at the annual meeting of the tank of Montreal states» 

At the present time, there is still prevalent the idea 
that purchasing power rather than production is the mainspring 
of employment, income and material sell-being. Actually, 
the problea of purchasing power now, is one of excess rather 
than scarcity, and one of the immediate and urgent tasks 
confronting this nation is to put a sound foundation of 
produetion under the purchasing power already in existence. 22 

22* Financial Times, December 6, 1946, Page 4. 
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