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THE TRADE CYCLE

A. | NTRODUCTI ON

Prior to the publication of Keynes’ "General Theory" in
1936, the phenonenon of the Trade or Busi ness Cycle
occupi ed on inportant place in econonic theory. The
course of the cycle, which had a periodicity of from?7
to 11 years, fell into four phases : -

(a) Recessi on.

(b) Depression.

(c) Expansi on.

(d) Boom and Peak.

Many t heories were advanced to account for the fact that
these cycles followed the same pattern. It was quite
seriously argued, for exanple, that variations in solar
activity (sun spots) correlated with variations in

out put, enploynent, inconme and prices through their

i nfluence on world harvests of staple foods and raw
materials. The nost inportant theories can be classified
as follows:

(a) The Harvest Theory.

(b) The Psychol ogi cal Theory.

(c) The Over-lnvestnment Theory.

(d) The Under Consunption Theory.

(e) The Monetary Theory.

Al these theories threw sone |ight on aspects of the
problem but did not get to the root cause of the

cycle. It was Keynes' concept of the Miultiplier, |inking
changes in incone with changes in investnment, that
opened up a new |line of approach.
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B. FEATURES OF A BUSI NESS CYCLE

Li ege;

GE

An idealised version of a business cycle is represented here
in Figure | where GE represents general economic activity
and T represents time. The length of the cycle is measured
fromtrough to trough (D) or frompeak to peak i.e. Bto F
As we have nentioned there are 4 phases. AB can be called
the expansion phase. Bis the turning point and is the peak
or boom BC is the second phase, called the recession phase.
Dis the | ower

turning point and is known as the depression

DE is the fourth phase and is known as the expansi on phase.
1. EXPANSI ON

The prol onged depression has led to a | arge vol une of

unenpl oynent, to | ow wages, |low prices, |ow profits and

poor rates

willing to
willing to
vesting it

success in

nm sm anong

of interest. There are many people who are
lend to safe borrowers but few investors are
accept the risk of borrow ng noney and i n-

in on enterprise which has so little hope of
view of the low prices and the general pessi-
the buying public.
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However, at this stage some devel opment will occur that
will bring about a return of confidence. Before the
trend to recovery can be initiated there nust be this
return of confidence.

Certai n devel opnents, taking place at just the right
nonment, can set recovery (revival) on its way. Anobng
these we may include : -

(a) Governnment expenditure on public works.

(b) Governnent assistance to private enterprise (e.g.
housi ng schenes).

(0) Governnent expenditure on a certain project (e.g.
rear mament) .

(d) A need for new houses because of popul ati on growt h.
(e) Exploitation of new inventions which | eads to new

i nvestment and activity.

(f) Assuming prices cannot fall any |ower, entrepreneurs
enter new production programes.

(9) Firns deciding to replace or review out-of-date or
worn plant and equi prent while prices are | ow

(h) If a country has experienced a | ong period of
depression, the discovery of a valuable mnera

deposit can bring about confidence and recovery.

(1) The building of railways can have a beneficia
effect by creating confidence in the econonic

future.



THE TRADE CYCLE. PAGE 4.

As soon as the process starts, nore people will have to
be engaged in industry and that will mean a | arger wages
bill which, in due course, will lead to i ncreased expen-

diture and thus to a further demand for goods. It is

al so obvi QUs that many propositions which were not feasible
during an earlier boom because of the higher interest

rates which then prevailed, will now be paying propositions
when the rate of interest is low It is a feature conmon

to all trade cycles that when the expansion starts, it

starts in the capital goods industries, i.e. in the indus-
tries produci ng machi nery and sinilar goods. The | ow
rate of interest will be of particular inmportance to

these industries since, as a rule, they require nore capi-
tal than the consunption goods industries. Fromthe capi-
tal goods industries, the devel opment sereads to the other
i ndustries of the country and to agriculture.

BOOM

The expansi on soon devel ops into a real boomw th prices
rising all round. This is very largely due to the policy
of the banks who will be willing to expand credit for

sone time almost without limts.

This shows, as is now generally accepted, that the boom
isinits effect very simlar to any other inflationary
devel oPnent, and that the depression represents a form

of defl ation.

VWile the general price level is rising during the boom
this does not represent equal proportionate rises in al
prices. The prices of s e goods will rise faster than
those of others. Wth increasing enploynent, bottlenecks
arise in certain occupations. This may |ead to higher
wages and higher profits in these industries while tighter
control still remains to be taken Up in other branches of
i ndustry.

The fact that luxury trades nake a relative gain during
the boomis a very inportant one, since it explains the
greater instability of these industries. Simlarly,

manuf acturers with high profits at their disposal wll
decide to invest part of themin their own businesses by
pur chasi ng new machi nery, and having new prem ses built.
Thus the capital goods industry and the building trade
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wi Il show an equally nmarked cyclical tendency. The
general high level of incomes will also lead to on in-
crease in the consunption of inported goods and may, un-
| ess other countries have al so already reached the stage
of the boom cause the balance of trade to becone un-
favourabl e.

RECESSI ON

In the same way that the depression contained within it-
self the seeds of the boom so the boomcontains within
itself the seeds of another depression

During the boom the rate of interest has been rising
gradually with the increased denmand for | oans.

The easiest way to reduce the demand for | oans woul d be
to increase the rate of interest, i.e. as the boom draws
to its conclusion, the rate of interest rises rapidly.
Many nmanufacturers borrow in order to be able to carry
on their production progranmme, and when they start their
operations they may be able to count on a reasonabl e
profit in view of the lowrates of interest and the
great expectations of any branch of industry. The rise
inthe rate of interest may conme as an unpl easant sur-
prise, and many capitol schenes may have to be cut short
or cancel |l ed al t oget her

Thi s means that the enploynment position in the capito

i ndustries suffers, and sone people in these trodes |ose
their jobs. This represents the first sign of the ap-
proachi ng depression. Unenpl oynment | eads to wage cuts

in other trades, |ower wages nean | ower noney incones
and this neans | ess nobney expenditure. Business turns
suddenly from good to bad.

Si nce, during the boom businesses stock up with goods
and raw materials - a very wise precaution in view of the
general tendency of prices torise - they are able to
carry on For a considerable tine without having to re-
order. However, by stopping their normal replacenent
demand, the branches of business dealing with the fina
consumer, deliver a severe blowto the sections which
supply themw th their goods.
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DEPRESSI ON

Prices are low, there are abundant funds ahailable in
the banks waiting to be invested, and there are thousands
of unenpl oyed cl onouring for work.

Duri ng the depression, the necessary adjustnments are
bei ng made in the econom c systemto adapt it to the
changed circunstances. In industries in which high pro-
fits were being earned, wi thout experience and without
havi ng anything new to offer, conpani es which have been
devel oped during the boom are now wound Up. | ndividuals
who have over-reoched thensel ves on the stock exchange,
pass through the bankruptcy courts. "Mishrooni shops

whi ch have been develOped to skimthe consumer market
have to close their shutters.

The high | evel of unenpl oynent causes a reduction in

i mports, as people have | ess nmoney to spend on such
goods. Governments also try to save donestic enpl oynent
by encouragi ng people to spend their noney at home, and
by cutting down inmports through tariffs, quotas and
simlar means. However, since the inports of one country
are the exports of another, such tendencies nerely | ead
to on export of unenploynent and depression to other
countries, and little is saved in the long run

THE MULTI PLI ER

A change in total spending can lead to a greater change
in the equilibriumlevel of national incone. This is
because expenditure on the port of anybody generates

i ncomre for sonebody else, and increased incone, inits
turn, leads to greater expenditure - which leads to

Tore savings on the port of sonebody ....... 8.9. A
invests in a typewiter (NB. nmoney laid out on a non-
consumabl e good, e.g. hardware is regarded as an in-
vestnent). B, from whom he bought the typewriter, buys

o lown-nower fromC - who uses sone of the extra nobney
in his pocket to buy sonme trellis fromD - who then buys
O large ball of sisal twine to tie up sone creepers. And
so on, until the original R165 paid for the typewiter
has been "used up" entirely, as it were, in a circulating
fl ow of nobney into both investnment and savi ngs.
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The diagram below illustrates very sinply this function
of the Multiplier in a circulatory fl ow
| NVESTMENT | NCOVE CONSUMPTI ON SAVI NGS
R2 500 R2 500 : R500 T R2 000
500 : 100 t 400
100 : 20t 80
20: 4116
4 : .813.2
.8: .16 1 ..64
ANgzgo ON
s lzs 6_25 E5
EQ E:
1. Total savings is equal to investnent
. _ Total incomes generated _ 3 125 _
2” Multiplier _ Investnent _ 2 500 _ 1’25
3. The narginal propensity to save : 1.25 (given)
Keynes al so denonstrated that the rate of investnent was
| argel y dependant on the marginal efficiency of capita
which in its turn,was dependant on expectations of entre-
preneurs regardi ng future prospects.
Hi s basic concepts of the narginal propensity to consuneg,
the marginal efficiency of capital and liquidity preference,
were fundanmental in the later dynam c theories of such | ea-
di ng economi sts as Harrod, H cks and Hansen, to mention but
a few
D THE ACCELERATI ON PRI NCl PLE
The Acceleration Principle was the next concept to be explored.
It explained the effects of induced as distinct from vol untcrx
i nvest ment .
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This principle holds that there is a certain nornal rel a-
tionship between the stock of real capital and the |eve

of output. If, for exanple, an investnent of RLO 000 in

pl ant and nmachinery is required to produce an annual out-
put of R5 000 worth of consunption goods, then this ratio
is 2.

If the demand for the product rises, then the anmpunt of
addi tional investnent required will be twi ce the anount

of the increase in demand. Hence the rate of increase in
the stock of capital is a function of the rate of increase
i n consunpti on.

This explains why fluctuations in the heavy industries
such as iron and steel, ship-building, engineering, etc.,
have been nuch greater than in consunption goods industries.
E. PERODICITY

Capital goods industries (including those producing

dur abl e consunpti on goods such as nmotor cars) produce

for two types of demand : -

(0) Repl acerment of worn-out nachines.

(b) New machi nes.

The anmount of replacenment depends upon the existing stock
of machines, their effective working life, and their age-
distribution. Thus a stock totalling 100 machi nes with on
effective working life of 10 years will require replacenents
Ot 10 nachi nes per year, provided they were purchased at
the sane rate in the past.

If, however, 50 of the machi nes were purchased ei ght years
ago and another 50 six years ago, then the repl acenent
rate would be as follows: -
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It therefore there is a sudden increase in the demand for
the product and new machi nes are added to the existing stock
during any one year, a wave of replacenent will be created
and superinpoSed on the existing pattern. This woul d not
matter were new additions to be nade at a constant rate,
since in each year sone would fall due for replacenent,
especially if such additions were small in relation to the
total stock of capital.

Experi ence, however, shows that investnment has al ways
tended to be heavi est during the upswi ng phase of the
cycle, so that there are likely to be recurring peaks

of replacenents depending on the life of the asset.

In periods of rapid technol ogical progress, much equip-
ment is discarded before it reaches the end of its effec-
tive physical life, to be replaced by newer and nore pro-
ductive equi pnment.

Note that in building, the long Iife of dwelling houses

in particular, tends to | engthen the cycle, coupled with
the fact that the annual construction is small in relation
to the stock.

For inventories (stocks) the replacenent period is short,
which tends to shorten the cyclic effects.

F. | NTERACTI ON OF MULTI PLI ER AND ACCELERATOR

There are thus two distinct relationships between Incone
(Qutput) and | nvestnent.



THE TRADE CYCLE. PAGE 19.

(o) The level of income is a function of the rate of

i nvestment (rmultiplier).

(b) The level of investnent depends upon the rate of
change in inconme (accelerator).

At first sight, these two appear to be irreconcil able.

If investment is constant over tinme, the multiplier wll
bring about a constant |evel of incone, but a constant

| evel of investnent requires a constant increase in incomne.
Bot h conditions can, however, be satisfied if the incone
in each period is a nultiple of the incone in the previous
period. Thus if income grows at a constant rate of, say,
20% a year, the propensity to save is V2 (multiplier : 2)
and the capitol output ratio is 3:1, the result can be
illustrated as follows :-

Period Inconme | nvestnent StOCk Of Ca lta

at start of Period

1 100.0 50 N50

2 120.0 60 NOO

3 144.0 72 N60

4 172.8 86.4N32

5 207.4 103.7 518.4

50 long as the variables do not change, the expansion
illustrated above will in theory continue indefinitely.
If the rate of investnent were to rise because of a change
i n business expectations, in the rate of interest, or in
the marginal propensity to save, then a cunul ative ex-
pansi on woul d take pl ace.

Conversely, a full in the rate of investrment would bring
about a cumul ative contraction.

Such expl osi ve expansi ons or contractions would not,
however, in thenselves lead to cyclic fluctuations. Sone
other factors must inhibit indefinite expansion and turn
it into a contraction. Such factors are found in :-
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FLOORS AND CEI LI NGS

G

4
A cumul ati ve expansion requires ever-increosing utilisation
of productive resources, particularly of |abour. Once the

| evel of full enploynment is reached, no Further increase

in output is possible unless productivity rises through tech-
nol ogi cal innovation, better nmanagenent or factor substi-
tution. This provides the ceiling. Once the rate of in-
crease in incone falls off, a reversal takes place.

The necessity to finance additional investment provides
another restraint. This requires an expansion of the noney
supply. Under 19th century gold standard conditions, ex-
pansi on woul d eventual ly be checked by the "rules of the
gane" i.e. the necessity to naintain convertibility into
gol d. Under 20th century nonetary managenent, the none-
tary authorities now control the noney supply and can take
appropriate action to restrict or to stinulate further

gr ow h.

In the case of a cunulative contraction, the floor wll
be reached when net investnent falls to zero, i.e. when
capital goods industries are producing for replacenent
only.

The economic systemw || thus oscillate between its upper
and lower Iimts. Wiere the nultiplier is low, i,e. the

MP.S. is high, fluctuations will tend to be smaller than
where the multiplier is high

H. TRADE CYCLE THECRI ES

Let us discuss the five theories we nentioned earlier in
some detail

1

THE HARVEST THEORY

This "agricultural" or "sun-spot" theory is one of the
earliest explanations of the Trade Cycle. It was
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devel oped by WS. Jevans - an economi st in the nineteenth
century. He anal ysed agricultural output figures and
cane to the concul sion that annual variations in output
were part of a rhythmic pattern. This pattern he
determ ned was the result of a ten-year period of

sol ar heat brought about by regular variations in sun-
spots. Recurring deficiencies in heat, he said, reacted
upon harvests and econom c activity. To Jevons,
variations in the goodness of harvests were sufficient
to produce cycles of depression, activity, exitenent
and col | apse.

In short: -

The Harvest Theory stresses the influence of climatic
conditions on agriculture and econom c activity.

The Harvest Theory - a separate agricultural theory -
has since been disputed for the foll ow ng reasons :

(0) There is no uniformt in the len th of the

"weat her cxcles". (Jevons’ successors have in turn
altered the period - 11 years, 3 and a half years and

8 years have been suggested).

(b) "Weather cycles" do occur in agricultural output, but
it has not been groved that thex control cxcles in
total Broduction outeut.

(c) Agricultural fluctuations are nerelx one of nobnx

S

timuli in the econom c sxstem

(d) The Trade Cycle is greatly concerned with that
branch of industry which does not obtain its raw

materials fromagriculture, nanely the capita
goods industry.
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2. THE PSYCHOLOGQ C5& THEORY

The Psychol ogi cal Theory is referred to as the theory

of over-confidence or over-optimsm

The view adopted is that rhythnmic cyclical changes are
caused by "mutual generations of optimsmand pessim sni
It is said that the "nental tone" of entrepreneurs
- S T-T--

varies and gives rise to errors of undue optim sm or
pessim smin business forecasts.

Thr ough mutual suggestion the errors or excesses extend
to all business. There is no doubt that psychol ogy

plays an inportant role in industrial fluctuations.

For exanple, during an industrial boom- a period of
strong excitement, an excited nman swi ngs fromone extrene
to the other, thus producing a change fromoptimsmto
pessim sm

The essential feature of this theory is that mnds of
entrepreneurs do not work independently. Wen an
entrepreneur is optimstic so are the others and

busi ness as a whole is good. Wen an entrepreneur is
pessimstic it is because business appears to be bad.

The psxcol ogi cal theorx draws attention to the human factor,
whi ch cannot be di sregarded once a boom or depression has
start ed.

However, this theory also has defects, viz., it does not
explain either the basic causes of a crisis, or its
recurrence at regular intervals, or the fluctuations in

t he purchasi ng power of the community. It explains the
menus by which the repercussions of some apparently
trivial event may be wi dened.

3. THE OVER-| NVESTMENT THEORY

The basis of the Over-lnvestnent Theory is that during
the upswi ng of the Trade Cycle, there is over-invest-
ment in the industries producing ca ital oods as
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conpared with those industries produci ng consuner goods.
The production of capital goods is too great, with the
result that there is a serious nmaladjustnment in the
structure of Eroduction. This nal adj ust nent causes

t he breakdown of a boom

In other words : -

The Over-lnvestment Theory is based on

the view that there is mal adjustnent in

the structure of production, due to over-

i nvestnment in the capital goods industries.

During the downswi ng, the crisis is centred on the capita
goods industries, which are nuch nore seriously effected
by the Trade Cycle than the consunmer goods industries.
The nost inportant adherents of the Over-Investnent
Theory believe that behind this maladjustment lies the
nonetary forces operating under the banki ng system
These forces | ead to excessive investnent in capita
goods industries, which results in mal adj ustnment.

Thi s School has contributed a great deal to the Trade
Cycle Theory by : -

(0) analysis of the naladjustnment in the structure of
producti on brought about by credit expansion in

the prosperity phase of the boom and

(b) explanation of the breakdown of the boomas a
consequence of this mal adj ust ment .

4. THE UNDER CONSUMPTI ON THEORY

This theory is very popular. It attributes the basic
cause of a crisis to the unequal distribution of nationa
i ncome between the different classes of society. For
exanpl e, the wealthy class has a surplus of incone over
expendi ture, which it saves.
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Supporters of this theory contend that the savings of
the wealthy class are excessive because they lead to
the production of nobre goods than the conmunity as a
whol e can afford to buy at the prices which are re-
munerative to entrepreneurs.

In other words : -

The Under Consunption Theory attributes the

basis of a crisis to the fact that savings

are applied to capital purposes and produc-

tive power is increased beyond the anopunt

needed to supply consunption goods that can

be bought at renunerative prices.

These savings are used for capital purposes either by
direct investment or by the creation of credit by banks
where these savings are deposited. |ndustries producing
capital goods beconme nore active; and, the increased
total wage bill of industry initiates a trend to greater
activity in consuner goods industries.

E23, as the wealthier class over-saves, too small a
percent age of incone is spend on consumer goods.
Increase in workers’ pay (due to increased activity
needed i n consuner goods industries) proves to be
insufficient to maintain demand for the increased output
of goods.

VWat, then, does the Under Consunption Theory contribute
to the Trade Cycle Theory? It is the analysis of the
results of over-saving, especially by the wealthier
class of entrepreneurs and share-holders, that this
School nakes its greatest contribution to Trade Cycle
Theory.
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THE MONETARY THEORY

There are several variations of Monetary Trade Cycle
Theory. Sone adherrents enphasi se the overeexponsi on

of credit, others stress the slowness with which interest
rates are adjusted to equilibriumlevel, while stil

ot her advocates stress nol adjustrments that arise between
saving and investnent. However, all these adherrents

of the Monetary Theory have one feature in comobn

they attribute Trade Cycles to defects in the nonetorx,
fi nanci al and banki ng organi sation.

The best known and the nost clearly expressed expl anation
of the Monetary Theory is that of R G Howtrey. (He was
an English econom st,funmpbus for his witings on Mnetary
Theory and Practice). Let us review Hawtrey’'s Theory.
Hawt rex’ s Theor x

According to Hawtrey, the Trade Cycle is sinply a replica,
on a small-scole, of a nonetary inflation and defl ation
Busi ness activity, he says, is stinulated initially by
some external factor. Traders then increase their
purchases in order to replenish stocks and they borrow
frombanks to finance their increased purchases. The
activity of borrowing brings into circulation nore

noney whi ch provi des workers with on increased incorme.
The rise in consuners’ incones |leads to a further increase
in demand for consumer goods and, in turn, to a further
increase in troders’ demands for | oans.

In this way, a vicious circle begins that leads to

still further demands for |oans. The banks encourage

the trade expansion by granting credit liberally and

by on expansi onary policy.

However, this expansion of credit cannot continue
indefinitely. Eventually, the bunks take neasures to
restrict further expansion of credit. The Centra
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Bank initiates this by refusing further noney to the
commer ci al banks. In turn, the conmmercial banks find

it necessary to call in sone of their |oans.

At this stage, a contraction in activity occurs.
Consuner’s incones fall; consuner denand for goods

di m ni shes; traders order |ess from producers; and,
producers are forced to | ower prices to clear stocks.

A vicious downward spiral of prices begin. The down-
swing in the Trade has started, and depression results.
Revi val begins only when the reserves of banks are

built Jp during the depressi on. Wen the banks’

reserves are |arge enough they expand credit and anot her
cycl e begins.

Howtrey states that the regular swing fromboomto deBression
and vice versa is caused bx the instabilitx of credit.
Howtrey attributes the |oan to the exeansion of bank credit.
If Hawtrey is correct, it seens that a change in banking
policy should be sufficient to elinminate the Trade Cycle.
Such a step would lead to an inprovenent. E21, you

must renmenber that the expansion of credit is the result
rather than the cause of the change in business activity.
The forces which initially give rise to the expansi on of
trade may not necessarily be nopnetary.

(Al though the banks can check the creation of credit,
they cannot control the speed at which noney is
circul at ed).

Hawtrey's theory is useful in that it indicates that

the capitalist credit systemplays a large role in

Trade Cycles and that nonetary authorities should be
alert to the credit policies of banking institutions.
RECONCI LI ATI ON OF TRADE CYCLE THEORI ES

Trade Cycles have been occurring ever since the end

of the eighteenth century. However, no two cycles
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are identical. It should be said that nopst expl anations
advanced by econom sts are valid to a certain degree.
However, the nost feasible Trade Cycle Theory is the
one that incorporates certain aspects of all the theories
we have di scussed. The theory that succeeds in this
respect is that of Lord Keynes.

Thi s famous econoni st (1883 - 1946) is best known for
his two great books, the "Treatise on Mney" (1930)

and the "General Theory of Enploynent, Interest and
Money" (1936). The theories which he put forward nmay
be termed "Keynesi an Soci al i sni

Let’s consider his theory in detail

KEYNES' THEORY

Keynes’ reasoning on the Trade Cycle includes change
in the rate of interest, under-consunption, over-

i nvest nent and psychol ogi cal concepts. The tendency

to consunme (high in |ower income groups) and to save
(high in higher income groups) is also considered.

Mor eover, he anal yses the rel ati onship between incones,
consunpti on expenditure, savings, investnment and the
mai nt ai nance of a reasonable | evel of enploynent.
Keynes denonstrates that the community’s expenditure of
consunpti on and i nvestnent goods determ nes the |eve

of economic activity. As incones rise, savings tend

to increase; and, the fall in expenditure causes the
econony to spiral down into depression

In order to avoid depression, he says, expenditure is
necessary. The policy that has devel oped fromthis
factor is that the Governnent is responsible during
peri ods of depression. The Government nust be
responsi ble for creating public works to generate the
expenditure that will end unenpl oyment, says Keynes.
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. | REMEDI ES AND PALLI ATI VES

It is necessary to control the Trade Cycle if it cannot be
elimnated. There is no agreenent on the cause of Trade
Cycles, nor on the cure. Nevertheless, it is inmportant to
consi der suitable remedies.

l.

CREDI T CONTROL

You shoul d be aware by now that sonme formof credit
control is necessary. Credit selection is likely to

be nore effective than an absolute limtation of credit.
Credit control involves co-operation between the conmercia
banks and the Central Bank. An appeal for co-operation
fromthe commercial banks, rather than conpul sory
subservience, is likely to achieve credit control
However, any rash interference concerning credit contro
with the authority of the comercial banks mi ght be

di sadvant ageous. It is the "man-on-the-spot" (the

| ocal bank manager, for exanple) who must distinguish
between credit which is required for specul ati ve purposes
and credit which is needed for genuine trade pronotion.
Mor eover, the Central Bank shoul d endeavour to secure
the co-operation of the public and other banks. (This
can be effectively determ ned by neans of propaganda).
But, you nust remenber that it is extrenely difficult

to control the speed of circulation

| N\VESTMENT CONTRCL

I nvest nent control nay be either absolute or Bersuasive.
When absol ute investrment control (i.e., direct Governnent
interference is in operation, capital issues may not be
turned out by any new or existing enterprise unless

perm ssion fromthe Treasury has been obtai ned. Absolute
i nvest ment control represses private enterprise. It can
only be enforced in tines of national crisis, such as
war .
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Per suasi ve i nvestrment control may take the form of

pr opaganda - encouragi ng people to save, to buy CGovernnent
| oans, or to "spend while prices are | ow'

In tinmes of over-optimsmthe Government may seek the
co-operution of the commercial banks. The | ending

policy of banks may curb a tendency to excessive
specul ati on.

3. SCCI ALI SATI ON OF | NDUSTRY

There are sonme people who believe the cause of boom

and depression to be found in the capitalist system of
private enterprise.

The only successful renedy for Trade Cycles, they propose,
woul d be conpl ete sociolisation of industry on Russian
lines. Arguments for and against this remedy are

based on those of private enterprise and a pl anned
econony.

4. EQUALI SATI ON OF | NCOVES

Supporters of the Under Consunption (or Over-Saving)
Theory recomrend a system of taxation which would secure
equal ity of inconmes. Equalisotion of incones inplies

i ncreased taxation on the weal thier classes.

However, this suggested renedy is not viable because

it is the savings of the wealthier classes that provide
the bul k of noney needed For investnment (i.e., investnent
f unds) .

5. PUBLI C WORKS

A popul ar proposal to minimse the effects of depression
is that public authorities plan a programme of public
works in order to alleviate the distress which results
from unenpl oynent. (This, of course, is the remedy
Favoured by followers of J.M Keynes).



THE TRADE CYCLE. PACE 21

Public works schemes of this nature have not achieved
much success, however. Apart fromfinancial difficulties,
it has been found that there is the risk of msdirecting
machi nery and materials fromwhat could be nore usefu
pr oj ects.

STATE BUDGETI NG FOR A DEFICI T

It is suggested that Central and Local Governnents
budget for deficits during periods of depression and
conpensate for the deficit during times of prosperity
and, consequently, |lower the burden of taxation when
profits are | ow.

In the past, attenpts to stinulate recovery by neans of
borrawi ng and spendi ng have had little success, because
of the belief that it is not feasible to have and

unbal anced budget. The orthodox view is that a deficit
in the national budget is synbolic of certain weaknesses
in the Government. As a result of this view business-
men may be prudent.

Many econom sts agree that to budget for a deficit is
sound policy during a depression, providing it is

foll owed by surplus budgeting during succeedi ng
prosperous years.

A POLI CY OF PROTECTI ON

The Government might adopt a policy of protecting home
i ndustry by restricting inmports in order to control the
Trade Cycle. Theoretically, it is possible that a
policy of protection inposed during a period of un-

enpl oyment creates additional enploynent. However,

in practice, this is not a viable policy as it could
have an adverse effect on other countries which m ght
react against it by purchasing | ess exports fromthat
protecting country and, consequently, no net gain to
that protecting country mght foll ow
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J. | I RADE CYCLES I N PRACTI CE |

Si nce 1945, discussions about the trade cycle have been

| argely acadenic. The built-up of industry and the rate

of cconanic growth in industrial countries since the Second
Worl d Nor, have been interrupted by periods of recession
but there is no significant evidence of any "cycle" as
such. The intervention of governnents in economc life,
rangi ng fromnational plans to mnimal persuasion, has al so
obscured such cyclical novenents, even if they did exist.
lherc have been no depressions as such since Wrld War 11
there have only been recessions. It has been suggested

that the cycle has not becone obsol ete but has actually just
change: its character.

activity.

7. Many theories wore advanced to explain the causes of the
Trude Cycle, sonme being conflicting, some conpl enentary,

but none conpl et e.

3. The concept of the Miultiplier opened up a new field.
Coupl ed with the Keynesian concepts of the nargina
efficiency of capital and liquidity preference, this

| aid the foundation for further devel opnents in the

t heory.

4. The Acccloruior principle explained how voluntary in-
vestment i 5 suppl enented by induced investnent, resulting
fromincreases in consunption demand.



10.

11.
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Periodicity can be partially explained by the fact that
capi tal goods industries produce for replacenent as well
as for net capital increase. Any large increase in the
latter will tend to set up a wave in replacenent, the
l ength of the cycle depending on the effective working
life of the asset.

The interaction of the nultiplier and the accel erator
woul d appear to produce instability. A constant |eve
of investnent will produce a constant |evel of incone
but a constant |evel of net investnment requires a con-
stant increase in incone and consunption.

[ f, however, income increases at d constant rate, then
the two factors will prodUCe a steadily expandi ng out -
put, so long as the multiplier and the capitol/output
rati o-do not change.

If these variables do change, an expl osive expansion
(or contraction) would take place.

Such an expansion will cease when it comes up agai nst
the full enploynment ceiling. Conversely, a contraction
will cease when it reaches the floor at zero net

i nvest ment .

We then | ooked at the 5 Trade Cycle theories in the
some det ail

Renedi es and Pol |liati ves.

(a) Credit Contro

(b) Investnent Control

(c) Sociolisation of Industry

(d) Equalisation of incomes

(e) Public works

(f) State Budgeting for a deficit.
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| PROGRESS QUESTI ONS |

VWhat part is played by either the Multiplier or the Accel erator
produci ng cyclical fluctuations in incone (output)?

QUESTI ON 1

QUESTI ON 2

"The | evel of income depends upon the rate of investment, but
the level of investnent itself depends upon the rate of change
to incone". Explain howthis paradox can be reconcil ed.
QUESTI ON 3

Qutline the essential features of a trade cycle.

QUESTI ON 4

Conment on the foll owi ng statenents: -

(a) In order to explain a Trade Cycle it is necessary to show
why there are fluctuations in national expenditure.

(b) Fluctuations in investnment lie at the heart of the Trade

Cycl e.
NOTES ON QUESTIONS 1 - 3

Al'l questions are fully answered in the |ectures.
NOTES ON QUESTI ON 4

(a) National expenditure refers to consuners’ expenditure on
goods and services (consunption) and expenditure on fixed
and working capital (investnent)
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Econom ¢ fluctuations are caused by changes in nationa
expenditure. During a typical boom period, output and
prices are high and expenditure is high whereas, during
a typical slunp period, output and prices are |ow and so
i s expenditure | ow.

In order to understand a Trade Cycle one nust explain why
there are fluctuations in national expenditure. There
are several theories which show how t hese fluctuations
cone about.

I nvestnent is expenditure on fixed and working capital.
Anot her type of expenditure is that on consuners’ goods
and services. The latter type is paid out of current

i ncome and alterations do not follow any cyclica
pattern.

I nvest nent, on the other hand, is paid out of borrow ng
or past savings. Investnent is nore likely to vary

i ndependently of the present national inconme and
consequently it is a cause of fluctuations in incomne.

It has been found that fluctuations in investnent have
al ways been nuch greater than fluctuations in consunp-
tion. During periods of recession, the tendency has
been for the fall in national income to be confined to
i nvest ment; consunption has remai ned stable or has

i ncreased. For exanple, in the depression of the

1930's investnent in the U S.A fell by over 90% whil e
consunmption fell by less than half.

Si nce 1945, investnment has fluctuated considerably, but
consunpti on has increased every year. Many econom sts
agree that investnent in capital industries lies at the
heart of the Trade Cycle.

9311/ 08
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THE THEORY OF GRCWIH

A. | NTRODUCTI ON

Econom c growt h can best be regarded as the increase in po-
tential real |evel of output that can be produced by an econ-
ony fromone year to the next. Apart froman increase in
the avail abl e capital stock, by way of investnent, such
growth can al so be achi eved by technical progress.

Econom c growt h has become a subject of great inportance
since Wrld War I1. Its significance lies to a great extent
in political considerations as well as in the fact that,
based on macroecononi ¢ anal ysis, governnents had found ways
and means of solving the probl em of excessive unenpl oynent,
especially by maintaining a sufficient |evel of aggregate
demand. This turned econom sts attention to the probl em of
supply, that is, econom c growth. Econom c growth determ nes
how rapidly and by how nuch the standard of |iving can be
rai sed.

We can distinguish between econonic growth and econom ¢ de-
vel opnent. Econoni ¢ devel oenment is the process of growth
that takes place in devel opi ng or underdevel oped countri es.
Gromh in these countries requires a long-term conplete
reor gani sati on of the econony and its technol ogy. Econom c
grow h, however, refers to the process of raising capacity
in highly devel oped countries. The basic shape of the
econony is already a nodern one.

So far it would seemthat economic growth is something of

a necessity. There are many, however, who doubt whet her
continued econonic growth is such a good thing, and whet her
it is efficient in raising the well-being of the econony.

It is pointed out that this can only be achieved at the cost
of air, water and soil pollution as well as ever-increasing
traffic congestion in urban aress.

As we progress through this lecture you will notice that
grow h does not depend on any one factor. It is the outcone
of the interacting forces of supply (labour, capital, tech-
nol ogY) and demand (consunption, investnent, government
spendi ng and exports).
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B. THE PRODUCTI ON PCSSI BI LI TY BOUhDARY

1. Any society has a limted assortnment of resources which
can be used to produce a selection of goods and serVlces.
(a) A full-enploynent econony can only produce one

sel ection of goods at the expense of sone other

sel ection.

(b) The production-Eossibilitx frontie; shows society’ s choice.
GooD X

ow

(COODIY

In this exanple, for the sake of sinplicity we can assune
that there are only 2 choices for production, good X and
good Y. If all resources were used to produce good X

there woul d be a maxi num anpunt of X that could be produced.
This woul d be shown at point A on the graph. At the other
extrang point B shows the quantity of good Y that could

be produced it all resources were devoted only to its
producti on. These are the 2 extreme possibilities; but if
we are prepared to give up sone X we can produce sone Y.



THE THEORY OF GROMTH : PAGE 3.

For instance the foll ow ng di agram shows how on econony chooses
bet ween

(a) current consunption and

(b) capital goods (machines etc.) which make possible production
of additional anpbunts of both goods in the future.

TODAY. FUTURE

Capital | nvestnent

Capita

Current Consunption. Current Consunption.

Three countries start at the sane |evel of possibilities

but country 1 does little investing for future production
country 2 saves a little nore fromcurrent consunption, whil st
country 3 is investing a good deal in capital goods and
sacrificing much of current consunption

In the next year country 3 has forged ahead of the other two
havi ng nore of both capital and consunptive goods.

C. THE CLASSI CAL THEORI ES OF SM TH AND MALTHUS

1. Adam Smith author of "Walth of Nationsj had a theory of dynamic
devel opnent.

(a) This was the | abour theory of value, where | abour val ue

al one determ ned price.
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(b) He used the concept of the hypothetical "gol den agey
where | and was freely available for 0lL and capita
accunul ati on had not yet begun

(c) Thus real wages get all the national incone and growth
takes place as popul ati on grows.

2. Thormas Mal thus pointed out the fatal flaw in this expanding
economy. As popul ation continues to expand, nore | abourers
begin to crowd the existing | and, dimnishing returns set in
(a) The increasing | obour-1ond and decreasing output-lond ratios
(b)

nmean on increasing contribution pf each margi nal worker to
declining real wage rates.

Secondl n as the frontier of |and di sappears | and becones
scarce, private property ownership begins, and rent is
charged in relation to the now scarce | and.

3. Malthus wote his "Essay on the Principles of Population" in
179% but it still has rel evance today.

(a) He put forward the proposition that there is a universa
(b)

tendency for popul ation, unless checked by food supply,to
grow at a geonetric progression

Because of the action of the | aw of dimnishing returns,
Food production tends to fail to keep up with this growmh of
popul ati on which will therefore have a tendency to outstrip
food supply.

The Mal t husi cn equilibrium emerges when the wage has fallen
to subsistence | evelL bel ow which the supply of | abour

wi Il not reproduce itself.

Above this | eveh popul ation would continue to grow, below it
popul ati on woul d die off.



(d)

(e)
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However what Mdlthus failed to anticipate was the mracle
of technol ogi cal progress.

(1)

(i)

In the next century technol ogical innovation shifted

the production-possibility frontiers rapidly outward,

so offsetting dimnishing returns.

Even t hough nedi cal inprovenents prol onged hunman life

and | essened checks on popul ation growmh, the use of

birth control methods checked the biol ogi cal reproduc-
tive capacity of, unfortunately, the nost intelligent
section of the conmunity.

However his doctrine is still relevant when | ooking at the
popul ati on behavi our of countries |Iike India and China,
wher e bal ance of nunbers and food supply is a vital factor.
4. In the West, technical change has enabl ed econom ¢ devel opnent
to continue by shifting the productivity curve of |abour upwards.
D. RI CARDO, MARX AND SOLOW MODELS

1

These theories stress the process of accumul ating capita
goods faster than the growth in popul ati on and | abour hours.
This is called the "deeeening of caBital".

VWhen

one factor of production (capital) grows faster than

the other factor (labourl given unchangi ng technica

condi tions then:-

(a)

(b)

(O

(d)

Qutput will not grow in proportion to the growh of

capital

Capitol return, the interest rate, will fall as

capi tal deepens.

The conpetitive woge return to relatively scarce

| abour will rise.

Howeven hi gher wage rates do not necessarily nean a

hi gher percentage shore of product for |abour. This

i s because the increase in capital relative to | abour

m ght offset the decline in the interest rate and the

rise in wages.
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(e) The capital/output ratio will rise in the absence

of technol ogi cal change.

3. In fact technical change has offset di m nishing returns.
4. Historically, there have been a nunber of basic trends
in econom ¢ devel opnent in advanced industrial countries.
(a) Popul ation has grown, but not so fast as capital stock
There has thus been a process of deeeening of caeitol.

(b) Wage rates have risen.

These 2 facts fit in with the classical and

neo- cl assi cal theories, but:-

(c) The rate of interest has noved up and down with the

busi ness cxcle; there has not been a steady downward
trend of either interest or profit.

(d) The caeital gouteut ratio has been approxi mately
constant in advanced industrialized nations this
century.

(i) These two facts of history are incongatible
with the basic | aw of di m ni shing returns under
deepeni ng of capital.

(ii) Technical innovation explains these facts.

The neoecl assicol theory cannot hold in

static form

5.

Pr of essor Sol ow has come Up with the foll owi ng concl usion
interms of Anerica s devel opment.

(0) "Less than half of the increase in Arerica’s
productivity per capita and in real wages can be
accounted for by the increase of the capital itself.
Consi derably nmore than half of the increase in
productivity seenms to be attributable to technica
change, to scientific and engi neeri ng advance,

to industrial inmprovenents and to "know how' of
managenent and educational training of |abour".
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In fact, of course, technical innovation and investnment

i nteract as new techni ques are incorporated in new pl ant
equi pnent .

Most econom sts today think that scientific and engi neering
progress has been the nost inportant factor for growth

in the advanced economi es.

E. MODERN ADVANCED GRONMH THEORI ES

1

Joseph Schunpeter enphasized the r6le of the innovator in
technical inprovenents. He nmintai ned that innovation
peri odi cal |y pushes the di mnishing returns curve upwards
and out wards.

(a) A period of technol ogical change and invention is foll owed
by one in which profits due to innovation are conpeted
away; The accurul ation of capital stock rises once again

| eading to dinmnishing returns and a fall in interest.

(b) Then another era of technical devel opnent evol ve;

and the systemrepeats the process of devel oprent.

As we learnt earlier in the lecture, in the absence of
technol ogi cal change capital accumrul ation allows output to
grow, dimnishing returns then set in, with a snoothly
growi ng capital output ratio as capital deepening takes

pl ace.

(a) Technical change, historically, seens to have provided
the extra productivity needed to offset the statistica

di m ni shing returns, keeping the neasured capitul/output
rati o constant

(b) Many economists today feel that any attenpt to increase
capital accunul ation beyond the rate needed by the

annual growth in output will be unsuccessful. They fee
that the result would be excess capacity leading to a
squeeze on profits,followed by a tall in private

i nvest nent .
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3. The Horrod-Domur growth nodel s, devel oped by Professor E.
Donor in Anerica and Sir Roy Horrod in Engl andl use the
concept of the "natural rate of growth"..(2). Thls "9"

is determ ned by popul ation growth and technical change.
(a) 1lg for exonplqg | abour supply grows at 1% a year and
techni cal change makes it possible for |abour efficiency
to grow at 2% then the nunber of "efficiency units of
"labour"™ L is growing at 3% per year.

(i) The natural growth rate is the % growth per year

of | abour supply expressed in "efficiency units".

(ii) For balanced gromh to take place, output and capital
shoul d be growing at the sone natural rate per

annum

(b) If 5 denotes capital and Qis the National |ncone,
and if both are to grow at the bal anced rate, the
necessary percentage of incone that needs to be saved

is given by the Hcrrod equati on.

529 (KQ-

Fi scal and monetary policies can speed up technical
changes and hence capital formation. Such policies

can help the systemgrow faster than the natural rate

uf grow h of the working popul ati on.

5. Professors Joan Robertson and Nichol as Kol dor of Canbri dge
Uni versity do not believe that saving causes fast grow h.
They maintain that fast growth produces high profits
which will then induce thrift which further speeds up
capital formation.

r . LHQW' TQHCW

1, An effective devel opnent plan to stinulate growth nust include:-
(o) Inmprovenents in tho quontit

y and quality of the popul ation

and the natural

resources available to a country.
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(b) An increase in the stock of capital goods.

(c) Attenpts to inprove scientific and technical know edge
must be nade

Hi storically, increased technical productivity has been largely
responsi ble for the achieved rates of growth; thus one

of the nobst inportant aspects of any economic plan to
stimulate grow h nmust include exeonded research

(a) This should include public as well as private research,
since businessnen normally only conduct research

projects which are likely to be profitable to them

(b) The difficulty here is that whilst mlitary research
appears to be an acceptable area for governnent interference,
it is often difficult for governments to justify the
subsi di sotion of non-mlitury scientific reseQ Ch-

One of the best ways a community can increase the quantity

of its labour force and so stinulate growh is for the
government to increase its support of educational institutions
and to provide public funds for schol arshi ps.

The spending of public nmoney on training facilities for the
popul ation is just as nmuch a form of investnment as the buying
of capital goods.

Capital accunulation is the other factor which is of

i mportance in maintaini ng grow h.

(a) It is here that a m xed econony can help the comunity
to increase its own rate of grow h.

(b) Fiscal and nonetary policies can be used to step up

the country’s rate of growh in the foll ow ng ways: -

(i) An expansionary nonetary policy, together with

low interest rate; will increase the net

copital -fornoti on conponent of the nationa

product .
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(ii) Arestorative fiscal policy can get rid of
inflationary tendencies by cutting back di sposabl e

i ncomres and consunption.

IS GRONMH DESI RABLE

Many peopl e, especially in the |ate 1960’

have questioned the desirability of furth

It may be attributed to the growi ng aware

associ ated with economc growh. Anpbng the nobst commonly
known of these costs are nore rapid depletion of natural re-
sources, pollution, urban problens such as noi se pollution
traffic congestion and crine.

s and early 1970’ s

er econom c growt h.

ness of the costs

Economic growt h increases the anpbunt of goods and services
avail able to society. It does not, however, necessarily en-
sure a nore equitable distribution of income.

Al in all, the best course seenms to be that we shoul d advo-
cate continued growh, but at the sone t ’

pol i cies which prohibit or penalise any

threaten the environnment in any great we

i me insist on

activities that

y.
SUMMARY.

(1) The roduction- ossibilit

frontier concept can be used

to illustrate the productio

n possibilities of an econony.

(a) Any society has a limted assortnent of resources

whi ch can be used to produce a selection of goods

and servi ces.

(b) The advance of the nodern mi

__wed econom has been

t he nost not abl e econoni c devel opnent of the

twentieth century.

(2) (a) The | abour theor of value was put forward by cl assica
econoni st Adam Smi t h.

X
(i) It was set in the "gol den age
accumul ati on had begun and wh
avail able to all

" before capita

en land was freely
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(ii) Labour al one determ ned pricing and distribution.
(b) Malthus pointed out the fatal flaw -

(i) land scarcity enmerges so that cost of production

nmust include rent as well as wage paynents.

(ii) Population growh is affected by dim nishing
returns so increased output does not take place

as popul ati on expands.

(3) Deeeening of caeital - was stressed in the theories of
Ri cardo, Marx and Sol ow.

(a) This concept inplies a process whereby capital is
accumul ated faster than growth of supply of |abour

(b) Wthout technical change, an increase in capita

per head of population will not be matched by a
proportionate increase in output per capita because

of dim nishing returns.

(c) This neans capital deepening |owers the profit rate,
rai ses real wages and raises the capital/output ratio.
(4) Technical innovation - seens to have provided the extra
productivity needed to offset the statistical dimnishing
returns.

(a) JoseEh Schuneter enphasised the r6le of the innovator
in technical inprovenents and in the dynam c growh

of the econony.

(b) Hstorically it has been shown that technical change
nmust be considered. Despite |and scarcity and

popul ati on grom h there has been a constant capital,

out put rati o and approxi mate constancy of the

i nvestnentlincone ratio and of the profit and interest
rate.

(c) Many economists believe that technical innovation is
nore important than capital accumulation in texpanding

gr ow h.

(d) The Harrod-Domar concept of "natural rate of growh"
is determ ned by population growth and technica

change.

It K& Qare to grow at this balanced rate the required
rate of savingis s : g (KQ.

(9) Fiscal and nonetary policies can speed up capita
formation.
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(5) Gowth glans for devel opnent nust involve: -

(a) Capital formation.

(b) Resource utilization

(c) Inmproved technol ogy.

(d) Birth control

Rermenber CR1.B

The nodern m xed econony has shown an ability to grow at sustai ned
rates in the md-twentieth century.

PROGRESS QUESTI ONS

(1) Using the analysis of the production - possibility frontier
show how t echni cal advance outstrips capital investnent alone.
(2) Qutline the Malthusian theory of popul ation. Wy do

you think it has rel evance today?

(3) Discuss briefly any one of the nodern theories of growh?
(4) What are the main causes of economc growth? Does the entire
popul ati on al ways benefit from econom c grow h?

NOTES ON TYPI CAL QUESTI ONS

QUESTI ON 1.

COUNTRY A. COUNTRY B

Hi gh Investment Hi ghly Inventive

smM=EoOR
gL C)ﬁ

TOoO®OIO—OIg"
L

Consunpt | on Consunpt | on
These graphs shoul d give you a good indication of the
content for this answer.
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Question 2 and 3 are quite straight forward and shoul d present no
difficulties.

QUESTI ON 4.

Economic growh is the result of the interaction between demand
for output and the supply of factors of production

It is inportant to define econonmic growh and then di scuss what
makes an economy grow. This you can find in the notes. It is

i mportant to nention the casts of economic growh and to indicate
that the benefits are distributed according to the quantity and
quality of the factor services enpl oyed (|l abour, land, capital).
9288.
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Code Letter LH3
THERAPI DRESULTSCOLLEGE

ECONOM CS.

TEST LHS3.

(Tinme all owed: 1% hours).

Notes: 1. Credit will be given for neotness and nethod.

2. Answer Ell questions.

3 Scale of marks is indicated at the end of each
guesti on.

4. Leave sufficient space at the head of your answer
paper for tutor’s comments.

5. Answer each question on a seearate sheet of paper
6. Attach this entire question paper to your answers.
7. PLEASE FILL I N STUDENT DETAILS ON THE FORM AT THE
END OF THI' S TEST AND ATTACH I T TO YOUR ANSVERS

______ oo------

W

Expl ain the nature of the business cycle and consider whether it
is still a useful tool of econom c analysis in the contenporary
worl d. (20 marks)

QUESTI ON 2.

Discuss R G chtrey's nonetary theory of the Trade Cycle.
(20 marks)

QUESTI ON 3.

How is growth achi eved? (20 marks)

TOTAL: 60 narks.



TEST LH3. PAGE 2.

Pl ease fill in

m w. ED333333

mass m 51: 13:

(Cbtai nabl e fromyour Progranme of Studies )

YOUR SUBJECT: .. e e e
Nov attach YOUR ANSWERS to this test, tearing it out along the
perforation, and Host BOTH to the address appearing on the

i nsi de back of this book.

The test H Il be returned with your corrected script and a
nodel answer.

10470
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Once you have conpleted the test contained in this set of
| ectures please post it to:

THE TEST DEPARTMENT

THE RAPI D RESULTS COLLEGE

P. O BOX 1809

DURBAN

4000

Renenmber to pin the test to your script!
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