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ONE
Why Study Business Cycles?

INTRODUCTION

Consistent with the popular conception of economics as the “dismal
science,” economists secretly long for recessions and depressions. Not in
any real or concrete sense, for as a general rule economists are not sadists
and do not enjoy seeing people suffer through the kinds of hardships expe-
rienced by countries that are going through an economic crisis. However,
when it comes to the state of economic knowledge, nothing improves
economists’ understanding of how markets and macroeconomies work
more than an economic downturn. The most obvious analogy is to an auto
mechanic who learns his craft not by working on cars that are running well
but by getting under the hood of autos that have broken down. Much the
same can be said of economists. Recessions and depressions are essen-
tially the only substitute that macroeconomists have for an experiment;
when markets break down so completely, the underpinnings of what is
actually driving the operations of fully functioning economies become
more readily apparent. Economic contractions are an opportunity for
economists to pop open the hood and take a look inside the engine of
modern economic systems.

The best example of the learning opportunities afforded by economic
crises is the Great Depression, an unprecedented economic downturn of
such a massive scale that it turned the whole discipline of economics on
its ear. The Great Depression played a crucial role in the development of
macroeconomics as a separate field of study from microeconomics, and
also in the development of Keynesian economics, the most fundamental
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change in the way that economists think about the world since 1776 when
Adam Smith published The Wealth of Nations. Keynesian economics in
turn spawned some of the most radical developments in public policy
since the Industrial Revolution and provided the theoretical foundation
for the modern welfare state. It also provided the impetus for conservative
critiques of the expanded role of government, from Friedrich Hayek to
Milton Friedman. Of course, the global financial crisis that occurred in
2008 led many to wonder whether we were going to suffer through a
second Great Depression and also whether time-tested policies to combat
business cycles need to be rethought.

This book will provide in-depth analyses of the following three
questions:

1. Why are economies subject to periods of negative output growth
(recessions)?
2. How do you explain severe economic contractions (depressions)?

3. What government policies can be used to moderate and prevent
business cycles, or is government policy the cause of, not the solu-
tion to, business cycles?

As mentioned above, many of the key developments in macroeconomic
theory both before and after Keynes have centered on these questions. The
big problem, unfortunately, is that after more than 200 years of debate
there is still no general agreement about what causes recessions-and
depressions. There continue to be multiple competing models of business
cycles used among economists. In fact, there is often a disconnect
between the models used by academics and those used by private-sector
economists. This debate over the root causes of business cycles continues
to be a key question in the development of macroeconomic thought. The
goal of this book is not to put an end to this debate by providing a defini-
tive answer on why business cycles exist, because there is no single
answer at this point and business cycles are complex enough that there
never will be. Rather, this book aims to understand all of the competing
theories and factors in the debate so that the reader understands the full
context in which these debates take place.

For an example of how disagreements persist in macroeconomics, con-
sider the United States’ recession of 1990-1991. Some economists have
argued that it was caused by an aggregate demand downturn resulting
from a reduction in consumer confidence during the Gulf War or by a
decrease in the money supply by the Federal Reserve. Others have argued
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s caused by a decrease in aggregate supply brought about by
an increase in the price of oil during the war or the delayed effects of
{ax increases and new government regulations adopted in the late 1980s.
To this day, there is no single cause that is generally agreed upon among

econom ists.
Another examp

that it wa

le of the discord among economists is evident in their
handling of the East Asian crisis from 1997 to 1999, at that time the most
significant international economic crisis since the Great Depression.
Economists did not forecast the East Asian crisis. Most disturbingly, there
was no agreement at the time among economists about which policies
should be adopted to best deal with the crisis. In fact, the crisis occurred
in countries that were previously thought to be model economies that were
fundamentally sound.
Then, of course, there is the 2008 global financial crisis. Not only did
most economists fail to see it coming, but many refused to believe their
gyes as 1t happened. Once again, economists as a group had no clear and
unified set of policies to deal with the downturn, although, in the end,
influential policy makers who were well-versed in business cycle theory
did piece together solutions (in a somewhat less than timely manner) that
did contribute to the recovery. Clearly, there is still much work to be done
before economists can come to any sort of consensus about the causes of
recessions and depressions and provide clear prescriptions for how to deal
with them once they begin.
Given the obvious difficulties inherent in this topic, in the past many
people have asked: Why study business cycles if, in the long run, they
all average out? This is a question that {s only asked by someone who
has not lived through a major economic contraction—Vvery few of us to-
day. Business cycles are extremely costly to a society, not just in terms
of lost income but in terms of disrupted lives—higher suicide and homi-
cide rates, higher poverty levels, and higher divorce rates amongst other
measures of well-being—that have economic, social, and personal conse-
quences that persist for a very long time. During the global financial crisis,
the most vulnerable groups in American society—minorities, the poor, the
less educated—were dispmportionally impacted, worsening economic
inequality. Economic uncertainty caused birth rates in the United States
to drop to historic lows. Jobs lost during recessions led to a deterioration
of labor skills that has had long-lasting effects on productivity and unem-
ployment. Whole communities, from new suburbs in Florida to the entire

city of Detroit, were devastated and, in some cases, have disappeared.

Keynes’s (1923) response to the question posed at the beginning of this
paragraph is one of the classic retorts in all of economics. “Now ‘in the
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long run’ this is probably true. ... But this long run is a misleading guide
to current affairs. In the long run we are all dead. Economists set them-
selves too easy, too useless a task if in tempestuous seasons they can only
tell us that when the storm is long past the ocean is flat again.”

OUTLINE OF THE BOOK

This book is divided into five sections.

Part I: The Facts of Business Cycles. Chapter 2 describes business cycle
data both quantitatively and qualitatively. This chapter provides a sum-
mary discussion of the duration and depth of business cycles, both in the
United States and internationally, with a focus on seven basic facts about
business cycles. In addition, the behavior of the components of gross
domestic product (GDP) over the business cycle is also described, includ-
ing a discussion of how economists separate the cyclical components of
data from trend. Finally, this chapter summarizes the cyclical behavior
of other important macroeconomic time series variables, including
whether each variable is a reliably leading, coincident, or lagging indica-
tor of turning points in a business cycle.

Part Il: Macroeconomic Theories of Business Cycles. The evolution of
thought on the nature of business cycles also traces the evolution of a large
part of modern macroeconomic theory. In order to comprehend macroeco-
nomics as it is practiced today and where it is headed in the future, it is
crucial to understand the theoretical ground already covered and the eco-
nomic events that precipitated changes in the way that we view macroeco-
nomic fluctuations.

Part II presents seven primary models: the classical model (Chapter 3),
the Keynesian model (Chapter 4), Austrian economics (Chapter 5), the
monetarist model (Chapter 6), the rational expectations model (Chapter 7),
the real business cycle model (Chapter 8), and new Keynesian models
(Chapter 9). For each of these models, the relevant chapter discusses
(1) the historical context in which the model was developed, (2) the basic
theory behind the model, which includes a description of how the model
explains business cycles, (3) a discussion of the policy implications of
the model, and (4) a look at whether existing empirical research supports
the model’s principle implications. Each of these models is discussed in
a rigorous but nontechnical narrative with an emphasis on making the
discussion accessible to the general reader or undergraduate student.

To briefly preview our discussions from this section: the study of
modern business cycles began in the 1930s with Keynesian economics,




Why Studly Business Cycles? 7

which focused on the macroeconomic effects qf market faillure. Before
Keynes, carly business cylee Fheorles (including the. classl‘cal.n}odel)
failed to make a clear distinction between the behavior of individuals
and the behavior of economies as a whole. However, these early theories
did highlight many important characteristics of economic contractions.
After a neoclassical resurgence during the 1970s and 1980s, business
cycle research has returned to the study of market failure. However, the
newest business cycle models have greatly improved upon the microeco-
nomic explanations of why markets often do not work cfficiently and the
specific role that various forms of imperfect competition play in output
fluctuations. While these new models are more intuitively appealing and
are more consistent with the empirical data, they have not yet improved
the ability of economists to forecast the future or to preemptively act in
order to prevent recessions and depressions.

Every chapter in this book provides suggested readings that can be used
to supplement this text. The purpose of these suggested readings is four-
fold. First, they offer readers a chance to expose themselves to some of
the seminal, but more accessible, research in the business cycle field. Sec-
ond, they allow readers to explore the insights of groundbreaking econo-
mists in their own words in order to better understand the important
contributions these authors made. Third, they give readers an 1dea about
how economists talk to each other, as difficult as it may be to interpret
these discussions at times. Finally, these readings give readers the benefit
of working through a piece of research and all of its difficulties by them-
selves as opposcd to having material presented to them in easily digestible
ways. Each of these readings has been chosen because it is written at an
appropriate level for an advanced undergraduate student and is cither an
important article in the business cycle field or is written by significant
authors in the field who are providing an overview of an area of research.

Part III: Financial Instability and Forecasting. As evidenced by the
2008 global financial crisis and the ongoing Euro-zone debt crisis, finan-
cial crises continue to be one of the defining aspects of modern economics
and are associated with the largest recessions and depressions. This part of
the book focuses on explanations of business cycles that focus on the
financial sector as either the cause or the propagating mechanism for eco-
nomic volatility. Chapter 10 examines a number of models that emphasize
financial market failures, fluctuating financial fundamentals, and changes
in the supply of credit as the driving force behind business cycles. This
chapter includes a review of the debt-deflation theory of Irving Fisher,
the financial instability hypothesis of Hyman Minsky, the financial
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accelerator model of Bernanke and Gertler, and a model of credit ration-
ing developed by Stiglitz and Weiss.

Next, our attention in Chapter 11 turns to behavioral economics and its
role in driving asset bubbles and banking crises. Behavioral economics
refers to the use of psychological research to critically examine the eco-
nomic decision making of individuals in order to determine the extent to
which these decisions are “predictably irrational” and the economic impli-
cations when this is the case. This chapter weighs alternative theories
about whether banking crises and asset bubbles are driven by beliefs or
fundamentals. This chapter also examines the costs of banking crises and
asset bubbles and the potential role of monetary policy in preemptively
preventing, or at least minimizing, their impact.

This part of the book concludes with Chapter 12, which provides an
overview of the four primary macroeconomic forecasting techniques—
macroeconomic and market-based indicators, econometric models, struc-
tural models, and dynamic stochastic general equilibrium models—and
their generally poor record in forecasting actual business cycles. Given
the emphasis on beliefs and behavior in the discussions on financial crises,
it is legitimate to question is whether reliable macroeconomic forecasting
is ever possible. This chapter concludes with a discussion of this question,
including a discussion of the nature of economic uncertainty and
the extent to which macroeconomic behavior is inherently predictable
(i.e., characterized by statistical uncertainty) or unpredictable (i.e., char-
acterized by fundamental uncertainty).

Part IV: Business Cycles in the United States. The first chapter in this
section, Chapter 13, deals with the Great Depression, primarily from the
United States’ standpoint but also its international ramifications. While
many possible factors will be examined as potential causes of the Great
Depression, the primary explanation in this chapter centers on four facts.
First, all countries that experienced a depression were on the gold standard
and maintained fixed exchange rates. Second, there were severe balance-
of-payment inequities in place when the gold standard was restored after
World War I. Third, asymmetries in the way the gold standard was admin-
istered made it unstable. Finally, a massive international deflation was the
result of a strict adherence to the gold standard and naive macroeconomic
policy. This chapter explains in detail the theory behind why deflation is
so costly, especially in terms of its effects on financial intermediation.
It also compares this explanation with traditional Keynesian, Austrian,
and monetarist explanations of the Great Depression.

Chapter 14 deals with postwar business cycles in the United States up
through the mid-2000s. After a brief case study of each of these business
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cycles is @ discussion of how postwar buginess cyc?es diffellr from‘ pre-
Great Depression business cycles. The basic conclusion of this section 1s
that while there have not been any dramatic changes, postwar business
cvcles have occurred less frequently and have been slightly shorter than
p}ewar business cycles. Finally, this chapter discusses the reasons for this
moderation, including various forms of structural change in the economy
as well as the increased role of macroeconomic stabilization policy in
mitigating (or magnifying) business cycles.

Part V: Modern International Recessions and Depressions. This section
will investigate four recent international economic crises. First, the East
Asian crisis is discussed in Chapter 15. After a brief description of other
recent currency crises (Mexico in 1994, Latin America in the 1980s, and
the European Monetary System in 1992), the East Asian crisis is com-
pared to these previous crises. The critical difference is that the East Asian
crisis was actually two distinct crises in that it was a currency crisis that
occurred in conjunction with a banking crisis. The large devaluations that
resulted from the currency crisis led to complete collapses of fragile bank-
ing systems throughout the region, resulting in capital flight, a massive
reduction in financial intermediation, and a severe decline in economic
activity. Chapter 15 describes this process is in detail. This chapter also
investigates the culpability of foreign investors and the International
Monetary Fund (IMF) in precipitating the crisis. F inally, recommenda-
tions for economic reform in East Asia are discussed and comparisons
made between the Great Depression and the East Asian Crisis.

Chapter 16 examines the decade-long recession in Japan that began in the
early 1990s. The Japanese economy, including the nature of its inefficient
markets and fragile banking system, is characterized. This is followed by
an examination of the reasons for deflation in Japan and the failure behind
macroeconomic stabilization to end this recession. This chapter concludes
with a description of economic policy reforms that the Japanese have been
reluctant to enact in order to fully recover from this extended recession.

The next chapter, Chapter 17, turns its attention to sovereign debt crisis, in
particular the Euro-zone debt crisis. It examines the causes and consequences
of sovereign debt crises and looks at the reasons behind their frequent occur-
rence in history. This is followed by a detailed look at the Euro-zone debt cri-
sis that began in Ireland and Greece in 2009 before spreading through
multiple southern European countries. An evaluation of the claims that a
similar debt crisis is building in the United States completes the chapter.

The final case study in this section of the book is included in Chapter
18, which examines the 2008 global financial crisis. This crisis became
the largest economic crisis to strike developed nations since the
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Great Depression. This chapter examines the buildup to the crisis, which

was primarily driven by three factors: (1) financial innovation in the form

of securitized home mortgages and financial derivatives, (2) the trade and

savings imbalances between China and the United States that fueled
excessive debt and asset bubbles, and (3) a misunderstanding of the nature
of financial risk within our increasingly globalized financial markets.
These factors fueled a lending boom in the Unites States that set the stage
for housing and bond bubbles and a banking crisis that had unexpectedly
large consequences. Next, the timeline of the events precipitating the
crisis in the United States are discussed, and the U.S. government’s fre-
quently chaotic and experimental policy responses to the crisis are exam-
ined. While macroeconomic policy was largely effective, it could not
prevent a long-lasting recession and one of the slowest postrecession
recoveries in U.S. history; some possible reasons for this will be evalu-
ated. Many other countries outside of the United States were also severely
impacted. While Europe was an obvious victim, the tiny economy of
[celand might have been the most severely impacted and is discussed here
as an excellent case study of the dangers of modern unregulated global
finance. This chapter concludes with some lessons learned and an evalu-
ation of the reforms that have been implemented as a result of the crisis.

The main conclusion that can be gained from these international case
studies is that the study of major international contractions is a somewhat
different topic than the study of business cycles in general. There are three
major distinctions between recessions and major contractions/depressions
(apart from just their size). First, major contractions/depressions tend
to be international in nature, not primarily isolated to just one country. Sec-
ond, major contractions/depressions tend to involve the collapse of financial
markets in general and the banking industry in particular. Third, major con-
tractions/depressions almost always begin with some sort of macroeco-
nomic policy mistake in the form of runaway monetary and fiscal policy,
misaligned exchange rates, deregulation of financial markets, or all of the
above. The Great Depression, the East Asian crisis, the Great Recession in
Japan, the Euro-zone crisis, and the 2008 global financial crisis each
followed this general pattern. Business cycle research has yet to develop a
unified model that adequately incorporates each of these factors.

The final chapter, Chapter 19, is a brief conclusion in which the history
of economic theory on business cycles is reviewed and the principle
insights that have been gained from the study of business cycles are dis-
cussed. This is followed by a list of questions which economists are still
struggling to provide answers to—questions that serve as signposts to

guide future economic research on business cycles.
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Describing Business Cycles

INTRODUCTION

It 1s important to have a good grasp on the empirical regularities (and irregu-
larities) of key macroeconomic variables that fluctuate as the cconomy con-
tracts and expands. Understanding the data of business cycles will provide
some basic empirical facts that we can then use to evaluate the competing
theories that have attempted to provide explanations to the three primary
questions posed in this book: (1) Why are economies subject to periods of
negative output growth (recessions)? (2) How do you explain severe eco-
nomic contractions (depressions)? (3) What government policies can be used
to moderate and prevent business cycles, or is government policy the cause
of, not the solution to, business cycles?

The first purpose of this chapter is to describe the quantitative aspects of
business cycles, meaning the depth and duration of both individual and aver-
age economic contractions and expansions. The second purpose of this chap-
ter is to describe the qualitative aspects of business cycles, meaning how
different macroeconomic variables move in relation to each other during
contractions and expansions. While the focus in this discussion is primarily
on the United States, international business cycle data will also be examined.

BASIC DEFINITIONS

Economists from the Business Cycle Dating Committee of the National
Bureau of Economic Research (NBER), the preeminent economic
research organization in the United States, date the beginning and end of
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Figure 2.1 Real GDP growth in the United States, recessions noted.
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economic contractions and expansions in the United States. To do this, the
NBER needs a working definition of what constitutes a recession and an
expansion. The NBER defines a recession as when “a significant decline
in economic activity spreads across the economy and can last from a few
months to more than a year.” The peak of an expansion is the point in time
at which the level of GDP reaches its maximum before it starts to decline.
Thus, the peak of an expansion dates the beginning of a recession. Like-
wise, the trough of a recession is the point in time at which GDP falls to
its lowest level before it begins to rise again, meaning that a trough dates
the beginning of an expansion. Figure 2.1 graphs real GDP growth rates
in the United States between 1948 and 2013, where the shaded areas
denote the period of time during which the economy was in recession
(i.e., the period between the peak and the trough of the business cycle).
Table 2.1 provides a complete list of business cycles (measured from
peak to peak) in the United States since dating began in 1854, Looking
at recent business cycle episodes, there have been 11 postwar recessions
in the United States. The last recession was associated with the global




Table 2.1 Timing and depth of U.S. business cycles.
Duration (in months) of
Cycle Decline in
(trough GDP (peak
Trough Peak Contraction Expansion to trough) to trough)
12/1854 — — — —
06/1857 12/1858 18 30 48 —
10/1860 06/1861 8 22 30 —
04/1865 12/1867 32 46 78 —
06/1869 12/1870 18 18 36 —
10/1873 03/1879 65 34 99 -
03/1882 05/1885 38 36 74 —
03/1887 04/1888 13 22 35 -—
07/1890 05/1891 10 27 37 —
01/1893 06/1894 17 20 37 -
12/1895 06/1897 18 18 36 -
06/1899 12/1900 18 24 42 —
09/1902 08/1904 23 21 44 —
05/1907 06/1908 13 33 46 -
01/1910 01/1912 24 19 43 —
01/1913 12/1914 23 12 35 —
08/1918 03/1919 7 44 51 e
01/1920 07/1921 18 10 28 —
05/1923 07/1924 14 22 36 —
10/1926 11/1927 13 27 40 —
08/1929 03/1933 43 21 64 —26.7%
05/1937 06/1938 13 50 63 —18.2%
02/1945 10/1945 8 80 88 —12.7%
11/1948 10/1949 11 37 48 —1.7%
07/1953 05/1954 10 45 55 —2.6%
08/1957 04/1958 8 39 47 —-3.7%
04/1960 02/1961 10 24 34 —1.6%
12/1969 11/1970 11 106 117 —0.6%
11/1973 03/1975 16 36 52 —3.2%
01/1980 07/1980 6 58 64 —2.2%
07/1981 11/1982 16 12 28 —2.7%
07/1990 03/1991 8 92 100 —1.4%
03/2001 11/2001 8 120 128 —0.3%
12/2007 6/2009 18 73 91 —5.1%

(continued )
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Table 2.1 (continued)

Duration (in months) of

Cycle Decline in
(trough GDP (peak
Trough Peak Contraction Expansion to trough) to trough)
Averages
1854-2001 (32 cycles) 17 38 55
1854-1919 (16 cycles) 22 27 48
1919-1945 (6 cycles) 18 35 53 ~19.2%
1945-2009 (11 cycles) 11 58 69 -2.3%

Source: Adapted from National Bureau of Economic Research available at http://www.nber.org/cycles.
him! and the Bureau of Economic Analysis available at https://www.bea.gov/national/xls/gdplev.xls.

financial crisis, lasting from December 2007 until June 2009. Before this,
the previous recession began in March 2001 and ended in November of
that same year, making it one of the shortest recessions in American his-
tory. Preceding the 2001 recession, the United States experienced the lon-
gest expansion in its history. This expansion lasted more than 10 years,
from March 1991 to April 2001.

The NBER’s definition of what constitutes a recession has been criti-
cized along a number of lines. One problem with this definition is that a
lag exists between getting data and making decisions. Output must be fall-
ing for at least *a few months™ before the NBER will declare a recession.
In practice, the economy has typically been in a recession for at least six
months before it has been officially recognized as one by the NBER. For
example, the recession that began in the United States in December 2007
was actually not recognized as such by the NBER until December 2008, a
full year after it began. This recognition lag might delay a policy response
until it is too late to be effective.

Another criticism of this definition is that it ignores growth recessions, or
periods of positive but below-average growth. The problem here is that a
period of growth that is below trend, or the long-run average GDP growth rate,
is generally regarded as a recession by the public but not technically consid-
ered a recession by economists. For example, economists timed the end of
the global financial crisis as occurring in June 2009, but the vast majority of
the public considered the United States to be in recession until well into
2012 because real GDP growth, while positive, was weaker than trend.

Despite these criticisms, these definitions of recessions, peaks, and
troughs are the ones that economists have chosen to-work with. Lags in
getting and interpreting data are impossible to avoid given the difficulties
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in collecting economic data. Defining a growth recession is more difficult
than defining a recession using the NBER’s definition. This is because the
definition of a growth recession relies on measuring growth rclative to its
trend, and measuring trend output growth is imprecise if the trend is not
constant over time (as we will discuss in more detail in a moment). As a
result, the NBER’s definitions of recessions, expansions, troughs, and
peaks will be the working definitions used throughout this book.

There is no formal definition of a depression, although an old joke is
that a recession is when your neighbor loses their job, a depression is
when you lose yours. An informal definition is an €conomic contraction
in which output falls by more than 10 percent. During the era for which
we have reliable economic data, the only depression that has occurred in
the United States was the Great Depression of the 1930s.

A few additional de finitions are extremely useful in characterizing the
qualitative relationships between macroeconomic variables over the busi-

business cycles. A leading
indicator is a variable that peaks (troughs) before GDP peaks (troughs),
For obvious reasons, economists closely watch leading indicators when

peaks (troughs) after GDP peaks (troughs). A coincident indicator is one
that peaks or troughs at the same time as GDP.

One final set of definitions is extremely useful. A variable is referred to as
Procyclical if its deviations from trend have a positive correlation with devi-
ations in GDP trend ; in other words, when GDP is below trend, a procyclical
variable is also below trend and vice versa. Some obvious examples of var-
iables that are procyclical are consumption, investment, and employment,
A variable is countercyclical if deviations in the variable from its trend are
negatively correlated with deviations of GDp from trend. Unemployment

DETRENDING: SEPARATING CYCLE FROM TREND

Identifying short-run cyclical movements in macroeconomic variables
is problematic because most macroeconomic data is subject to changes
along a trend over time. For example, real per-capita GDP growth in the
United States has averaged slightly less than 2 percent a year over the last
150 years. As a result, we cannot attribute all changes in GDP to the busi-
ness cycle. In €ssence, economists measure short-run behavior as a
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residual: It is the movements in the actual data that are not related to trend
behavior. To calculate the cyclical component of macroeconomic data,
the movements consistent with trend behavior must be subtracted out of
the data we collect. Doing this is referred to as detrending the data, Using
detrended data ig crucial when trying to identify cyclical behavior, for
example when determining whether a variable is procyclical or countercy-
clical, as discussed above,

Identifying the trend behavior within macroeconomic variables is the
first and most important step in detrending and deriving cyclical economic
data. Two simple methods of detrending data are commonly used in
macroeconomics:

(1) Assuming that trend is constant. By assuming that a variable has a
constant trend, we are not assuming that the trend is necessarily linear.
For example, consider the following example where the trend in GDP fol-
lows an exponential process:

F,=a(l + gy (2.1)

where Yr is the trend level of GDP at time ¢, g is the constant growth rate
of GDP, and a is a constant, While trend GDP is growing at a constant
rate, notice that the level of trend GDP i growing exponentially over
time. Note that while the leve] of trend GDP is not linear, taking the natu-
ral log of trend GDP in this equation is linear, As a result, economists will
often refer to the specification in equation (2.1) as being “linear in logs.”
Equation (2.1) is generally consistent with GDP’s actual behavior, as
illustrated in Figure 2.2.

After calculating the average periodic growth rate for GDP over lime
(&) (which in the United States is equal to .036632, or approximately
3.67 percent), we can then use equation (2.1) to estimate trend GDP, or
Y. The cyclical component of GDP is then determined by calculating
the difference between actual GDP and trend GDP, that is, Y, — K

(2) Assuming that trend Jollows a moving average. By assuming a mov-
ing average trend, trend is not necessarily restricted to being constant but
can vary over time. When using moving averages, economists typically
assume that they are centered around the period in question. For example,

the centered five-year moving average trend of GDP in 2012 would be
calculated as

v _(Y|0+Y||+Y12+Y13+Y14)
log=

. (2.2)
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There are two problems with using moving average trends. First, when
using a centered moving average you cannot calculate trend for the most
recent data because you are missing future observations. For example,
you cannot calculate GDP trend in 2014 using the method in equation
(2.2) until 2016 because you will not have the data available. Typically,
economists will estimate these missing observations for future years, often
by using a constant growth rate derived from previous years.

The second problem with using moving averages is that they are sensi-
tive to the number of periods over which the moving average is calculated.
Trend measured by a 5-year moving average will be much more variable
than trend measured by a 10-year moving average. This will, in turn, make
the cyclical movements in GDP less variable for a 5-year moving average.
This is a crucial problem because there is often no clear choice for how
long moving average calculations should be. One standard assumption
when dealing with GDP data is to use a 30-quarter moving average when

Figure 2.2 Real GDP against an exponential trend.
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calculating trend GDP because, as can be seen in Table 2.1, 30 quarters
is the average length of a business cycle (measured from trough to
trough).

It is important to note that putting macroeconomic data measured over
time into percentage changes is not a method of detrending the data.
Transforming GDP into percentage changes involves subtracting this
period’s observation from last period’s observation, known as first-
differencing the data, then dividing by the previous value; that is,

Y

t=1

%AY[_ = (2.3)

Note that when using this method, the percentage change in GDP will
not fluctuate around zero; it will fluctuate around the positive trend growth
rate of GDP, as in Figure 2.1. As a result, transforming the data into
growth rates is a method of making a variable stationary, meaning that it
will fluctuate around a steady trend. When used by itself, however, it is
not a method of detrending data. To calculate the detrended growth rate,
one would have to take the current growth rate of GDP and subtract
out the trend growth rate of GDP calculated via one of the two methods
(constant trend or moving average) discussed above.

SEVEN BASIC BUSINESS CYCLE FACTS

What general properties and relationships can be gathered from study-
ing business cycle data? Seven basic facts are crucial to understanding
the fundamental properties of business cycles in the United States and
internationally.

L. Business cycles are not cyclical. The term business cycle is really a
misnomer because it implies that recessions and expansions follow a
regular, predictable pattern. They do not. In fact, business cycles
vary considerably in size and duration over time. Refer to Table
2.1. The shortest recession in United States history was in 1980—
1981 (though it was a very sharp recession) and lasted only
6 months. It was followed by the shortest expansion, which lasted
only 12 months. The longest modern recession lasted 43 months
between 1933 and 1937, while the longest expansion ended in
2001 and lasted 121 months, or more than 10 years. In between
these shortest and longest recessions and expansions there is a wide

variety of business cycle lengths. Clearly, the length of the previous
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business cycle is not a reliable indicator of the length of the next
business cycle.

In addition, the size of the decline in GDP associated with post-
war business cycles has also varied greatly, from a fall of nearly
27 percent during the Great Depression to a fall of only 0.3 percent
during the 2001 recession.

2. Business cycles are not symmetrical. In the United States, expan-
sions average 39 months in length while recessions average only
18 months. Thus, expansions are about twice as long as recessions
on average. However, output changes tend to be much bigger during
recessions than they are during expansions.

These same asymmetries between recessions and expansions hold
internationally as well. Figure 2.3 and Figure 2.4 provide some sum-
mary data of business cycles across a small subset of developed coun-
tries. Looking at Figure 2.3, notice thal across all of these countries
cxpansions last considerably longer than recessions. There is a great
deal of similarity across these countries in terms of the length of their

Figure 2.3 Average duration of expansions and recessions.
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Figure 2.4 Monthly percentage changes in industrial production during
business cycles.
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recessions, but slightly more variation in terms of the length of expan-
sions. Figure 2.4 presents percentage increases and decreases in indus-
trial production across countries. Recessions tend to be characterized
by larger changes in output than expansions. Thus, as a general rule
across countries, recessions tend to be shorter but with sharper
changes in GDP, while expansions tend to be longer but with more
gradual changes in GDP.

3. Business cycles have changed over time. Newer and better historical
data has given economists a clearer picture of historical business
cycles in the United States, and this better data suggests that postwar
recessions have moderated, particularly in regards to their length.
A quick glance at the data averages reported at the bottom of Table 2.1
suggests that recessions are about half the length they were in the
prewar period, while expansions have gotten significantly longer.
This means that recessions have been less frequent than they were
in previous eras, although this result has been largely driven by
two long expansions in the 1980s and 1990s. In addition, the
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declines in output associated with postwar recessions appear to have
been smaller. The moderation of business cycles, and an examina-
tion of its causes, will be discussed in more detail in Chapter 14 on
postwar business cycles in the United States.

. The Great Depression and the World War II expansion dominate all
other recessions and expansions. GDP fell by nearly 27 percent in
1929-1933, while unemployment rose to a peak of 25 percent in
1933. The fluctuations of the 1930s and 1940s dwarf the next largest
recession, the global financial crisis of 2008, in which GDP declined
by 5.1 percent and unemployment rose to 10 percent. Likewise, the
expansion that began in 1938 and continued throughout World War
11 was unparalleled, with GDP rising by 64 percent between 1941
and 1944. The explanation for this large expansion obviously had
a lot to do with the huge increases in government purchases and
the massive mobilization of resources that took place during the
war. The explanation for the Great Depression is less apparent.
Obviously, something unprecedented happened during the late
1920s and 1930s that must be explained in order to have a plausible
theory of what causes recessions and depressions. The Great
Depression will be discussed throughout this book and will be most
closely examined in Chapter 13.

. The components of GDP exhibit behaviors much different than GDP
itself. The components of GDP are consumption, investment,
government purchases, and net exports. Investment, durable con-
sumption, and net exports are highly volatile and change more than
output over the business cycle, while nondurable consumption and
government purchases are more stable and change less than output
over the business cycle.

Table 2.2 presents the components of GDP and their contribution
to both average GDP growth and to changes in GDP during reces-
sions. Consumption includes both nondurables (like food and cloth-
ing), durables (like appliances and automobiles), and services. Both
nondurables and services contribute less to falls in GDP than they
do to the level of GDP, meaning that they are considerably more sta-
ble than GDP as a whole and, in fact, are only mildly procyclical.
Durables, however, are significantly more volatile than GDP as a
whole, strongly procyclical, and a coincident indicator of peaks
and troughs in GDP.

Investment as a whole is consistently procyclical, a leading
indicator of changes in GDP, and about 3.5 times more volatile
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Table 2.2 Behavior of the components of GDP.

Business Cycle Economics

(%) Average

(%) Average share of fall

Component of GDP share in GDP in GDP during recessions
Consumption
Durables 8.9 14.6
Nondurables 20.6 9.7
Services 352 10.9
Investment
New residential 4.7 10.5
Fixed nonresidential 10.7 21
Changes in inventories 0.6 44.8
Net exports —1 —12.7
Government purchases 20.2 13

Source: Author’s creation based on data from the Bureau of Economic Analysis available at https://

www.bea.gov/itable/index.cfim.

than GDP. Investment includes new residential construction, fixed
nonresidential investment (investments made by firms), and changes
in inventories. Looking at Table 2.2, we see that each of the compo-
nents of investment is considerably more volatile than its share of
GDP, together accounting for more than 75 percent of the changes
in GDP during recessions. Especially important are inventories,
which account for less than 1 percent of GDP but more than 40 per-
cent of the changes in GDP during recessions. Inventories are also a
leading indicator of business cycle turning points. Investment
clearly plays a crucial role in initiating and propagating business
cycles. As a result, investment has also played an integral part in
many of the theories of business cycle behavior.

Government purchases include government acquisitions of goods
and services but ignore transfer payment programs such as social
security and welfare. Government purchases are mildly countercy-
clical in the United States and not very volatile.

Finally, net exports are the difference between exports and
imports. Net exports are actually a negative share of GDP because
the United States has consistently run trade deficits since the mid-
1980s. Net exports are slightly countercyclical, meaning that net
exports tend to rise during recessions and offset some of the falls
in output. This is in part because exchange rates tend to fall during
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a recession, decreasing the price of exports and increasing the price
of imports. However, net exports, while volatile, are not a reliable
indicator of peaks and troughs in GDP.

. Business cycles are associated with big changes in the labor market.
Unemployment is strongly countercyclical, and changes in employ-
ment are much larger during recessions than the changes in other
inputs into production. Over the long run, increases in the capital
stock account for roughly one-third of trend per capita GDP growth
while increases in productivity account for the other two-thirds.
Changes in employment account for little of the increases in trend
per capita GDP (this makes sense if employment and the population
grow at roughly the same rate, which they do). However, during
business cycles (times when output is growing at a rate different
than trend), the story is exactly the opposite. The capital stock
changes very little over business cycles because it is largely fixed
in the short run, meaning it contributes little to changes in output
over the business cycle. Changes in employment, on the other hand,
account for two-thirds of the cyclical changes in per capita GDP
while changes in productivity account for one-third of cyclical
changes. In other words, during recessions and expansions, changes
in employment appear to be driving a very large share of the
changes in output. This seems to suggest that any plausible theory
of business cycles has to give a prominent role to the cyclical behavior
of the labor market.

- Business cycles are larger and more frequent in poorer countries
than richer countries. The variability of output in poor countries is
more than twice what it is in rich countries. According to Uribe
(2013), this higher volatility is driven by the fact that consumption
and net exports are more volatile in poor countries, but also by the
fact that in poor countries government purchases are acyclical.
In rich countries, however, government spending is countercyclical
because of its use in stabilization policy. The ability to increase
government spending during downturns is an option that many
poorer countries do not have because they have limited access to
debt markets.

Table 2.3 presents business cycle data for 12 countries in the
Organization for Economic Co-operation and Development
(OECD), which are developed countries, and 12 Latin American
countries, which are poorer and emerging-market economies. While
the length of recessions between the two groups are similar, notice that
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Table 2.3 Business cycles in Latin America and OECD countries.

Duration Duration (%) Decline
of contraction of expansion in GDP
Latin America 3.5 quarters 16 quarters —6.2
OECD 3.6 quarters 23.8 quarters -2.2

Source: Author’s creation based on data available in Calderén and Fuentes (2010).

expansions are roughly eight quarters longer in rich countries. This
implies that recessions occur less frequently in rich countries. In addi-
tion, as mentioned before, the sizes of the contractions in GDP associ-
ated with recessions are nearly three times larger in Latin America
than in OECD countries. Overall, these facts indicate that a much
more volatile macroeconomic environment exists in poorer countries
relative to richer countries.

THE CYCLICAL BEHAVIOR OF OTHER IMPORTANT
MACROECONOMIC VARIABLES

As mentioned earlier, economists are always looking for clues to help
them forecast the future and to help them evaluate competing models of
business cycle behavior. A few of the most closely followed macroeco-
nomic variables are briefly described here. The cyclical behaviors of these
variables are summarized in Table 2.4.

Labor Market Variables

A worker is classified as being unemployed in the United States if he or
she is currently without work and has been actively looking for work during
the previous four weeks. Total unemployment is strongly countercyclical
and is a lagging indicator of both peaks and troughs. Total unemployment
lags peaks in output because when the economy first slows down, some
workers are still finding jobs (even as new layoffs may be increasing) so that
unemployment lags peaks. When the economy begins to improve, the last
inputs to be re-added by firms are more workers, so unemployment also lags
troughs. The lagging nature of unemployment has been particularly pro-
nounced after the last two recessions in the United States, hence the widely
recognized phenomena of a “jobless recovery.”

Economists also closely follow two other variables related to unem-
ployment. The first is the duration of unemployment, or the average
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Table 2.4 Cyclical behaviors of key macroeconomic variables.

Variable Direction Timing
Expenditures
Consumniption Procyclical Coincident
Investment Procyclical Leading
Government purchases Countercyclical in rich -
countries; acyclical in
poor ones
Net exports Countercyclical Lagging
Labor market variables
Total unemployment Countercyclical Lagging
Duration of unemployment ~ Countercyclical Lagging
Initial unemployment claims Countercyclical Leading
Real wages Inconsistent Inconsistent
Money supply and inflation
Money (M1) supply Procyclical Leading
GDP deflator inflation Procyclical Lagging
Consumer Price Index Procyclical Coincident
(CPI) inflation
Financial variables
_Short-term interest rates Procyclical Lagging
Long-term interest rates Procyclical Lagging
Stock prices Procyclical Leading
Corporate profits Procyclical Leading
Capacity and productivity
Capacity utilization Procyclical Leads peak,
lags troughs
Productivity Procyclical Leading
Expectations
Consumer Confidence Index  Procyclical Leading

period of unemployment for those who are currently unemployed. This is
countercyclical and a lagging indicator of peaks and troughs. The second
is initial unemployment claims, which are the number of new claims for
unemployment insurance. Initial unemployment claims are more sensitive
to changes in the business cycle than total unemployment. Unlike total
unemployment, which lags peaks and troughs because of lags in the hiring
process, initial unemployment claims are a leading indicator because
firms anticipate changes in cconomic conditions and increase layoffs

before production falls and decrease layoffs before conditions improve.
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Real wages do not behave consistently over business cycles, although
changes in the real wage do consistently lag behind peaks and troughs in
GDP. During the recessions of the 1970s, real wages were procyclical.
During the Great Depression, real wages were countercyclical. If mea-
sured over the entire length of United States data that is available, how-
ever, real wages are mildly procyclical. Real wages also fail to
consistently lag or lead business cycle turning points.

As mentioned in fact (6) earlier in this chapter, the volatility of unem-
ployment indicates that the labor market plays a critical role in business
cycles. As a result, the behavior of real wages is an integral component
of many of the theories that will be examined in this book. Differences
in how each of these models views the labor market provide a useful cri-
terion by which to compare and contrast alternate explanations of business
cycles. This puzzle regarding the inconsistent behavior of real wages is
one that will be referred to repeatedly throughout our discussions.

Money Supply and Inflation

M1 is the most commonly used definition of the money supply, which
includes currency and checkable deposits. M1 is strongly procyclical and
a leading indicator of peaks and troughs in the business cycle. Federal
Reserve policy largely, but not completely, determines the level of MI.
The critical issue is this: Do changes in the money supply lead to changes
in output, or do changes in output cause the money supply to change in
ways that the Fed cannot control? These questions will be an important
topic for later discussion.

There are two commonly used measures of inflation. The GDP deflator
measures changes in the price of all goods produced within U.S. borders
and included in GDP. Inflation as measured by the GDP deflator is weakly
procyclical, only falling during 6 of the 11 postwar recessions. It lags
peaks and troughs primarily because it includes investment goods and
government purchases, the prices of which are slow to respond to changes
in economic conditions.

The consumer price index (CPI) measures changes in the prices of con-
sumer goods. Like the GDP deflator, it is only mildly procyclical, falling
during 7 of the 11 postwar recessions. Unlike the GDP deflator, changes
in the CPI are roughly coincident with business cycle turning points
because consumer prices are more sensitive to changes in prevalent
market conditions.

It is important to note that while both measures of inflation have
been mildly procyclical on average, they have exhibited periods of
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countercyclical behavior as well. The variability of the cyclical behavior
of inflation is a puzzle that economists need to explain.

Financial Variables

Both short-term and long-term interest rates are procyclical. However,
there are a myriad of interest rates that can be tracked, and some are more
reliable predictors of business cycles than others. One of the most reliable
is the three-month Treasury Bill rate, which has fallen during 10 of the 11
postwar recessions. Even though many long-term interest rates are less
reliable indicators of business cycles than short-term rates, they probably
have a more direct effect on investment decisions and economic activity.
In general, short-term and long-term interest rates are lagging indicators
of business cycle turning points because inflation is a key determinant of
the level of interest rates, which tends to lag business cycle fluctuations.

Stock prices are one of the most visible and closely followed macro-
economic series. Stock prices are procyclical and a leading economic
indicator of peaks and troughs. The same holds true for corporate profits.
The problem with using the stock market to predict business cycles is that
stock prices are much more volatile than GDP. Stock prices cannot be
relied on exclusively when forecasting because of the high probability of
false signals.

Capacity and Productivity

Capacity utilization is the employment rate of capital. For obvious rea-
sons, capacity utilization is procyclical. Its downturns tend to lead peaks
because firms typically purchase large amounts of capital during expan-
sions, and this capital typically comes online before a downturn, reducing
capacity utilization. On the other hand, capacity utilization lags troughs
because firms first reduce inventories and delay new investment projects
for as long as possible during downturns.

Increasing productivity, which is measured as output per worker hour,
is the primary way that economies improve the standards of living of their
citizens over the long run. However, in the short run, the relationship
between GDP and productivity is much less clear. Productivity is procycl-
ical, falling during 10 of the 11 postwar recessions, and it is a leading indi-
cator of peaks and troughs in the business cycle. However, the reasons
why this holds remain unclear. Do new technologies drive expansions
and technological inefficiencies drive recessions? Or could it simply be
that firms ask their employees and their capital to work harder during
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expansions because firms are pushing their capacity constraints, and then
allow their workers and capital some slack during recessions because
these same constraints are less pressing?

Expectations

The most popular measure of the public’s expectations of future eco-
nomic conditions is the Consumer Confidence Index, which is based on
household survey data collected by the University of Michigan’s Survey
Research Center. The index is generated based on household responses
to questions regarding (1) the family’s economic prospects over the
next 12 months; (2) the United States’ economic prospects over the
next 12 months; and (3) the United States’ economic prospects over
the next five years. This Consumer Confidence Index is strongly procycl-
ical and a leading economic indicator. However, it is much more volatile
than GDP, meaning the Consumer Confidence Index often provides false
signals of business cycle turning points.

Expectations play a key role in many of the explanations of business
cycles discussed later in the book because of their importance in influenc-
ing investment and consumption decisions. As a result, measures of con-
sumer confidence are very closely watched by economic forecasters.

CONCLUSIONS

The empirics of business cycles have not been completely covered in
this chapter, but in reality, this is impossible to do. New theories often
provide economists with new ideas about things to look for in their eco-
nomic data. Albert Einstein makes this interaction between theory and
empirics quite clear in the following quote: “It is quite wrong to try found-
ing a theory on observable magnitudes alone. ... It is the theory which
decides what we can observe” (Heisenberg 1971).

The goal for economists interested in why business cycles occur and
what can be done about them is straightforward: find a theory that fits
the empirical facts of business cycles as they are understood. While this
goal is clear, how to achieve this goal has not been. A number of different
models have been developed over the past 250 years to explain the nature
and causes of recessions and depressions. Many of these models generate
predictions that are consistent with much (though never all) of this eco-
nomic data. How do we evaluate these competing models? Is a model’s
ability to match economic data the only measure of its worth? Or do things
like logical structure and consistency with microeconomic theory matter
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just as much? These are just some of the many questions that will be dealt
with when the macroeconomic theory of business cycles is reviewed in the
next part of this book.

SUGGESTED READING

National Economic Trends, International Economic Trends, and Monetary
Trends: These publications are made available by the St. Louis Federal
Reserve. They contain a wide variety of current macroeconomic data
as well as economic analysis of the current state of the economy. They
are available at http://research.stlouisfed.org/publications/.
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Farly Business Cycle Theories

INTRODUCTION

Before the Great Depression, a number of economic theories existed that
clucidated the thinking of early economists about the causes of economic
fluctuations. In examining these theories in this chapter, we will take the
first step in evaluating just how much progress has been made in our
understanding of recessions and depressions. These early theories are sim-
ple, to the point that they are somewhat naive about the way that macro-
economics works. They each focus on a single explanation of what
causes business cycles. They also focus on microeconomic phenomena
and fail to explain how markets can fail at the aggregate level. However,
these simple models are interesting not only for what they cannot explain
about business cycles but also because of the things they identify as the
key factors that drive recessions and depressions. Many of these early
models provided the original insights that were then more fully developed
in future, more comprehensive business cycle models.

While many theories are introduced in this chapter, the classical model
is the most important of these early theories and is the primary focus of
discussion. The classical model attempts to explain macroeconomic busi-
ness cycles using microeconomic principles. Its clear, simple insights into
the causes of business cycles are still the basis of widely held beliefs
among many modern economists. However, the classical model of busi-
ness cycles has also been the focus of generations of critiques and a start-
ing point from which most modern theories have deviated. As a result, the
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classical model serves as a useful base model for comparing different
modern models of business cycles.

EARLY AGRICULTURAL THEORIES

During times when agriculture was a much more important industry
than it is today, economists focused on the cyclical nature of agricultural
production to explain recessions and expansions. One of the earliest of
these models is the sunspot theory developed by W. S. Jevons (1884).
His theory proposed that low sunspot activity on the surface of the sun
was bad for plant growth and agricultural output (which is questionable
botany as well as questionable economics). As a result, Jevons believed
that the cyclical behavior of economies closely followed the cyclical
behavior of sunspot activity. Jevons presented historical evidence that
business cycles lasted approximately 10.43 years from peak to peak, while
sunspot cycles lasted 10.45 years. In his mind, this correlation proved his
theory. However, new evidence was later presented that sunspot cycles in
fact lasted 11 years. Jevons tried to salvage his theory by saying that
because his theory was so well known by farmers, if farmers expected
sunspot activity to change then they would change their behavior accord-
ingly, breaking the link between actual sunspot activity and economic
activity. While the sunspot theory is today discredited, Jevon’s hypothesis
that expectations can be self-fulfilling, meaning that falling expectations
can lead to falling output without any real changes in the economy, antici-
pates later macroeconomic theories that focus on the importance of expec-
tations and how these expectations might affect behavior.

Another influential agricultural theory was the cobweb theory, first pre-
sented by Ezekial (1938). This theory attempted to explain how shocks to
supply and demand could lead to cyclical fluctuations in prices and output.
There are two critical assumptions in the cobweb theory. First, goods are
perishable so that farmers have to accept the current price and cannot store
their output until the next period. Second, the amount farmers plant in the
spring is based on what the price was last fall. This means that expec-
tations are backward looking, not forward looking.

Figure 3.1 presents the results of a temporary negative supply shock, in
which supply falls from S; to S, in the fall but returns to S; before the
spring planting. In the spring, farmers make their planting decisions based
on the higher price that existed in the previous fall, P,, continuing until the
upcoming fall. However, because supply has returned to its previous level,
farmers find that they have planted too much based on their assumption
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Figure 3.1 Supply and demand in the cobweb theory after a temporary
fall in supply.
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% Q Q, Quantity

that the price would still be P,, resulting in excess supply. In order to sell
all of the crops that are available in the fall, Q,, farmers must reduce their
price to P5 in order to clear the market. Next spring, farmers plant based
on a price of P; and produce an amount equal to Qs to sell in the fall.
Of course, now there is a shortage of crops because P; is below the equi-
librium price. As a result, price rises to P, in order to clear the market.
In the third spring, farmers plant based on the belief that the price will
continue to be P, and the process continues. Notice that prices and quan-
tities will eventually converge towards the equilibrium price and quantity,
but this process takes a long period of time. In addition, this process is
very costly because of the instability created as the market cycles between
excess supply and excess demand.

The cobweb theory is not a useful explanation of the behavior of
modern markets because of the two questionable assumptions on which
it is based. First, most goods in modern economies, even agricultural
80ods, can be stored. If goods can be stored, producers do not necessarily
have to accept the current price, which would smooth cyclical movements
in prices and quantities. More importantly, producers are not nearly as
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naive as the cobweb theory assumes. Do individuals really form their
expectations of the future based only on what has happened in the past?
Or are they forward looking, attempting to anticipate future market condi-
tions? If producers are forward looking, equilibrium will be restored much
more quickly. Once again the cobweb theory underscores the important
role of expectations in business cycles, which plays an important role in
all modern macroeconomic theories.

Malthus (1798) developed one of the best-known, and most infamous,
models of economic cycles. Malthus observed that in an agricultural soci-
ety such as the one that existed in Great Britain during the late 1700s,
capital was primarily land, and land in an island country is fixed in quan-
tity. In addition, given that agricultural production techniques had largely
remained the same over the previous century, Malthus assumed that tech-
nological knowledge would also be constant in the future. As a result,
Malthus believed that as the population in Britain rose, diminishing
returns would quickly set in as the capital-to-labor ratio fell. Over time
this would lead to chronic underproduction, falling standards of living,
and eventually mass poverty and starvation. However, starvation does
have its benefits; namely, that the capital-to-labor ratio would rise,
increasing per capita income. As income rose, standards of living and gen-
eral health would improve. Healthy people have more babies, and the
whole process would begin again.

Of course, the problem with Malthus’s analysis is that capital and tech-
nology are not fixed. Malthus never understood that an industrial revolu-
tion was taking place at the time he was writing. As a result, he did not
anticipate improvements in technology and the invention of new forms
of capital that have taken place over the last 200 years. Through this omis-
sion, however, Malthus’s model highlighted the importance of technologi-
cal change (or the lack of it) not only in stabilizing economic growth but
also in potentially driving business cycles. This later possibility is the
basis of real business cycle models, which are discussed in Chapter 8.

EARLY MONETARY THEORIES

Before the Great Depression, most economies in the world were on the
gold standard. The gold standard was an international monetary system
that required the amount of paper currency in circulation within each
country to be backed by a fixed amount of gold. As a result, a country’s
gold holdings would place an upper limit on the quantity of money sup-
plied within that country. One of the important implications of the gold
standard was that the money supply of a country would fluctuate with its
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trade balance. A country that was running a trade deficit would experience
gold outflows, which would eventually necessitate lowering the money
supply. On the other hand, a country that was running a trade surplus
would see its gold holdings rise and its money supply increase.

Hawtrey (1913) hypothesized that fluctuations in the money supply
caused by changes in the trade balance were the cause of business cycles.
A country that was running a trade surplus would see its money supply
increase. This increased the supply of credit within an economy, increas-
ing investment and output. [lowever, higher output would increase the
demand for imports and reduce the trade balance. Eventually, the country
would begin to run a trade deficit and see its money supply contract, and
the whole cyclical process would take place again in reverse. Hawtrey’s
model of monetary business cycles is one in which business cycles are
endogenous, or internally self-generating. Business cycles are not the
result of external, or exogenous, shocks to the economy. Hawtrey’s solu-
tion to preventing these cyclical fluctuations was simple: Abandon the
gold standard for fiat money, or money that is not backed by a commodity
so that its supply could be stabilized.

The obvious problem with Hawtrey’s theory is that business cycles
have not ended since modern economies have adopted fiat money. How-
ever, by being one of the first to propose that changes in the money supply
and credit drive cyclical fluctuations, Hawtrey laid the groundwork for
modern, more fully developed business cycle models in which monetary
policy plays a critical role, such as the Keynesian model (Chapter 4),
Austrian economics (Chapter 5), and particularly the monetarist model
(Chapter 6).

UNDERCONSUMPTION AND MARXIST THEORIES

Underconsumptionist economists such as Hobson (1922) worried that
growth in the production of goods within an economy would outpace the
growth rate of consumption. Without adequate aggregate demand to
absorb these goods, the resulting chronic overproduction would threaten
future economic prosperity and create business cycles.

Why would consumption growth be unable to keep pace with produc-
tion growth? Hobson’s underconsumption model focused on the fact that
households save a larger share of their income as their income rises. As
aggregate income in a counfry increases over time, the average propensity
to consume (consumption divided by income) falls and the gap between
aggregate income and total consumption increases. For a while, this gap
can be filled with higher levels of investment. However, over time, this




38 Business Cycle Economics

increased investment will only aggravate the excess supply of goods and
reduce the average propensity to consume even further. Increasingly large
excess supplies of goods will eventually necessitate cuts in production and
a decrease in aggregate income. This recession leads to a rise in the aver-
age propensity to consume, eventually causing the problem of excess sup-
ply to disappear—for a while. Ultimately, though, higher aggregate
income will lead to a lower average propensity to consume, and the whole
process will start all over again. Thus, like early monetary theories, busi-
ness cycles are endogenous in underconsumption models and not initiated
by external shocks.

Marxist theories of business cycles share many similarities with the
underconsumptionist viewpoint. Marx theorized that excess capital accu-
mulation over time would reduce the profitability of businesses, leading
to periodic business failures and economic contractions. Other Marxists
blamed the falling purchasing power of workers that results from the
inequality inevitably created by capitalism. As the purchasing power of
most of the population falls relative to the size of aggregate output, persis-
tent and destabilizing excess supply will occur.

There were a number of policy solutions offered by the underconsump-
tionists aimed at preventing the average propensity to consume from fall-
ing over time. One was to redistribute income from the rich to the poor
who have higher propensities to consume. Another was to increase the
amount of government purchases within an economy, which would
increase the average propensity to consume for the public and private sec-
tors as a whole. These underconsumption theories were very influential in
the development of Keynesian economics (Chapter 4), which also focuses
on aggregate demand shortfalls as the primary cause of business cycles.
The fiscal policy solutions proposed by underconsumptionists are devel-
oped more fully in the Keynesian model, leading to a more complete
theory of the proper role of government in stabilizing business cycles.

PROFIT MARGIN THEORIES

A profit margin is simply the price minus the average cost of the good.
Mitchell (1927) argued that profit margins are strongly procyclical in
imperfectly competitive markets because costs fall during expansions.
This happens for a number of reasons. First, firms are able to reduce their
inventories, reducing costs. Second, input cartels tend to fall apart during
recessions, so the beginning of expansions should be characterized by
lower input prices. Finally, larger output means that economies of scale
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can be exploited. Economies of scale refer to conditions when the average
cost of production falls as the quantity of the good produced rises. Econo-
mies of scale tend to exist in industries with large fixed costs because
higher production allows these fixed costs to be spread out over more
units, reducing average cost.

Procyclical movements in the profit margin feed expansions and mag-
nify contractions. During good times, rising profit margins increase
expected profits and encourage firms to undertake investment projects.
However, these projects do not immediately increase the capital stock
and capacity. In the meantime, as the economy approaches full capacity,
costs begin to rise and profit margins begin to fall. Falling profit margins
reduce expected profits and reduce a firm’s likelihood of undertaking
new investment projects, eventually turning an expansion into a contrac-
tion. Once again, expectations play an important role in this model, as
they do in all modern business cycle theories. In addition, profit margin
theories recognize that markets are not perfectly competitive and that
imperfect competition plays an important role in cxplaining business
cycles. This later becomes a crucial component of Keynesian (Chapter 4)
and new Keynesian (Chapter 9) gconomics.

EARLY INVESTMENT THEORIES

For as long as economists have known about fluctuations in aggregate
economic activity, economists have also intuitively understood that
investment is extremely volatile and an important source of economic
instability. Investment volatility played an important, but secondary, role
in many of the early theories already discussed. In other early theories,
investment plays a more central role. Early investment theories of busi-
ness cycles fall into roughly three categories. Some of these models, such
as those of Hawtrey (discussed previously) and Wicksell (1936), focused
on unstable fluctuations in the money supply, which creates changes in
investment. In Wicksell’s model, changes in the money supply push inter-
est rates either above or below the level required for savings to equal
investment. As a result, investment and output fluctuate with changes in
the supply of money and bank credit.

A second category of early investment theories, also developed by
Wicksell, focused on the overinvestment that results from the investment
booms and busts that follow the development of new technologies.
This theme is later re-examined in more detail by long-wave theories of
business cycles, which are discussed in the next section.
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Finally, other early investment theories focus on spending multipliers
associated with investment, such as that of Clark (1917). Often referred
(0 as accelerator models, these models center on the possibility that higher
investment increases aggregate output, which in turn increases spending,
which in turn leads to additional increases in investment and output. Thus,
small initial changes in investment can lead to large changes in aggregate
output. While these models do not explain why investment would initially
change, they do explain why changes in investment could be multiplied
into very large changes in output. The possibility of spending multipliers
associated not only with investment but also with exogenous changes in
consumption and government purchases were later to become crucial
components of the Keynesian model.

THE CLASSICAL MODEL

The cornerstone concepts of the classical model were laid out in the first
book to treat economics as a distinct field of study, Adam Smith’s (1776)
The Wealth of Nations. The model was further refined by many of the
founding fathers of economics such as David Ricardo, Jean-Baptiste
Say, and John Stuart Mill. The classical model is the most fully developed
and influential of the early business cycle theories.

THE ASSUMPTIONS OF THE CLASSICAL MODEL

The classical model is founded upon three crucial assumptions.

1. Perfect competition exists in all markets. This means that all firms and
consumers are price takers, wages and prices are perfectly flexible,
perfect information exists about economic conditions, and markets
always clear so that excess demand or excess supply cannot persist.

2. Real values, not nominal values, are used when making decisions. In
other words, money illusion does not exist, and agents adjust all
nominal variables by changes in the price level before they act.

3. The economy is composed of representative agents, or individuals
that all have the same preferences and act alike in every way. When
combined with the assumption of perfect competition, the assumption
of representational agents means that macroeconomic behavior
becomes a simple summation of average microeconomic behavior.
[n other words, the classical model does not make any real distinction
between macroeconomic and microeconomic behavior.
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OCutput Determination and the Labor Market
in the Classical Model

In the classical model, capital and labor are combined using a produc-
tion function to produce aggregate output. Let Y denote real aggregate out-
put, L denote total labor employed, and K denote the total capital stock.
The production function can then be written in the following form:

Y =F(L, K) (3.1)

This production function is in Cobb—Douglas form. It is easy to show
that this production function exhibits both constant returns to scale,
meaning that doubling both capital and labor will double output. How-
ever, each individual input is also subject to diminishing marginal returns.
Diminishing marginal returns refers to the property that if the quantity of
one of the inputs in production is fixed, the additional units of output that
are produced by increasing the other input will get smaller as the quantity
of that input rises. In other words, the marginal product of labor, the
change in output from a change in labor, falls as the quantity of labor rises.
Diminishing marginal returns is one of the cornerstone concepts in eco-
nomics because it implies that a firm’s ability to increase output is limited
unless it can increase all of the inputs to production.

Diminishing marginal returns play an important role in the
classical labor market. The equilibrium real wage (denoted as %) in
the classical model is determined by the supply and demand for labor.
The demand for labor is determined by firms, who hire labor until the mar-
ginal benefit of an additional unit of labor, or the marginal product, is
equal to the marginal cost of an additional unit of labor, or the real wage.
Diminishing returns imply that the marginal product of labor falls as the
quantity of labor rises. As a result, firms will only hire more workers
(and accept a lower marginal product) at a lower real wage, meaning that
the demand curve for labor must slope downward.

Regarding labor supply, changes in the real wage have two effects.
The first is the substitution effect, in which a higher real wage induces
more workers to enter the workforce or work longer hours. The second
is the wealth effect, in which a higher real wage increases wealth and
reduces the incentives to work. The classical model assumes that the sub-
stitution effect of an increase in the real wage is larger than the wealth
effect so that a higher real wage increases labor supply and the labor
supply curve is upward sloping.

In equilibrium, rcal wages adjust in the classical model so that the quan-
tity demanded of labor equals the quantity supplied. Notice that only the




49 Business Cycle Economics

things that affect the quantity of labor, the quantity of capital, or the pro-
duction function (i.e., things that shift the labor supply or labor demand
curves) will affect the level of aggregate output. Thus, changes in output
in the classical model must be driven by changes in these three factors,
each of which influence the aggregate supply of goods produced within
an economy.

Factors that influence the quantity of labor. Immigration and popula-
tion growth are two obvious determinants of the quantity of labor
supplied within an economy. Public policy is also an important influ-
ence on labor supply and labor demand because it can play a role in
shaping individuals’ incentives to work. For example, income taxes
on workers reduce the supply of labor, while taxes on payrolls reduce
the demand for labor. Likewise, government regulations that place
costly restrictions or requirements on firms (such as health and safety
requirements) can also reduce labor demand and the quantity of labor.

Factors that influence the quantity of capital. Anything that encourages
firms to invest in capital will increase aggregate output, while any-
thing that discourages investment will decrease aggregate output.
Once again, tax policy and government regulations play an important
role in shaping the incentives to invest. Public policy also plays a
critical role in determining how much households save. Tax policies
that favor consumption as opposed to saving (such as an income-
based tax system instead of a consumption-based tax system) will
reduce the total amount of savings and the quantity of funds that are
available for investment, reducing the quantity of capital. Finally,
the discovery of natural resources will increase aggregate output,
while wars or natural disasters that destroy capital will obviously
reduce aggregate output.

Factors that influence technology. New technologies change the pro-
duction function a firm uses, allowing firms to produce more output
using the same amount of capital and labor. In addition, new technol-
ogies provide firms with incentives to hire more labor and more
capital. Anything that improves the incentives to produce and invest
in new technologies will eventually increase output growth. For
example, the provision of tax incentives and funding for research
and development projects, the granting of patent protection, and the
provision of educational opportunities are all examples of public pol-
icies that can encourage new innovation. However, negative shocks
to technology are also possible. For example, during the Organization
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of Petroleum Exporting Countries (OPEC) oil embargos of the 1970s,
higher oil prices made oil-intensive equipment and many oil-
intensive technologies too expensive to use, significantly reducing
productivity and aggregate output.

Aggregate Demand and Aggregate Supply
in the Classical Model

The things that determine real output in the classical model—labor,
capital, and technology—are all factors that affect aggregate supply.
Nominal variables, such as the price level, have no effect on these inputs
and play no role in determining the level of real output, Y. As a result,
there is no relationship between the price level and aggregate output on
the supply-side of the classical model, meaning that aggregate supply is
a vertical line. The position of the aggregate supply curve is determined
by a country’s stock of labor, capital, and technology.

What about aggregate demand in the classical model? The classical
theory of aggregate demand is based on the quantity theory of money
demand originally developed by the philosopher David Hume in the
mid-1700s. In the quantity theory, people hold money because money is
needed in order to conduct transactions. This implies the following quan-
tity theory equation:

MV =PY (3.2)

P denotes the aggregate price level, so that PY is equal to nominal
aggregate expenditure (or nominal aggregate output). M denotes the
money supply, and ¥ denotes the velocity of money, or the number of
times a unit of money changes hands over a period of time. The intuition
behind this equation is straightforward. If money is needed when con-
ducting all trades, then in order for the level of nominal expenditure
(PY) to increase either the supply of money (M) or the velocity of money
(V) has to increase as well in order to support this higher volume of
trade.

The quantity theory is not only a theory of money demand but also a
theory of aggregate demand because it states that on the demand side of
an economy a negative relationship exists between the price level and
the level of real output. The intuition hehind this downward sloping aggre-
gate demand curve is as follows: Holding money and velocity constant, a
higher price level reduces the real value of money holdings, which in turn
reduces real spending and output.
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When these aggregate demand and aggregate supply curves are consid-
ered together,.two important implications of the classical model become
evident, First, the role of aggregate demand in the classical model is only
to determine the price level. Aggregate demand has no influence on real
aggregate output. It is aggregate supply in the classical model that deter-
mines aggregate income and, as a result, aggregate expenditure within
an economy. This classical principle that supply creates its own demand
is often referred to as Say’s Law.

Second, given that aggregate demand only influences the price level,
changes in the money supply, which shift the position of the aggregate
demand curve, only affect the price level. The classical principle that
changes in the money supply only affect nominal variables (the price
level, nominal wages, nominal output) but not real variables (real output,
unemployment, labor, capital, technology) is often referred to as money
neutrality. Thus, changes in the money supply cannot influence the things
that really matters in the classical model. The strength of the quantity
theory of aggregate demand is that it provides a simple and accurate
explanation for the close correlation that exists between average money
growth and average inflation across all countries over long periods
of time. Sustained money growth, and nothing else, drives sustained
inflation.

Business Cycles in the Classical Model

Business cycles do not exist in the classical model, at least not in the tra-
ditional sense of temporary deviations of output from a long-term trend.
All changes in output in the classical model are permanent and are caused
by changes in aggregate supply. As a result, when output falls because of a
decrease in aggregate supply, it will not return to its previous level unless
something else changes to increase aggregate supply.

So what drives changes in aggregate supply, particularly decreases in
aggregate supply that cause economic contractions? Classical economists
focused on one primary culprit—government policy, particularly tax pol-
icy and government regulation. For example, consider the imposition of a
tax on labor income, such as the payroll tax adopted in the United States.
Figure 3.2 graphs the effects of this tax, which reduces the labor supply
curve, reduces the quantity of labor and increases the real wage. It also
shifts the aggregate supply curve to the left, decreasing aggregate output.
As another example, Figure 3.3 graphs the effects of a tax on savings (or
investment). This tax reduces the capital stock, which lowers the marginal
product of labor and shifts the labor demand curve downward. Because of
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Figure 3.2 Impact of a taxon labor income on the labor market and aggre-
gate demand and supply.
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these falls in labor and capital, aggregate supply shifts to the left and
aggregate output decreases.

Markets are perfectly competitive in the classical model, and if left
alone they will work efficiently and maximize output and welfare. As a
result, the role of government in the classical model is essentially a nega-
tive one. Anything the government does outside of the basic responsibil-
ities of protecting property rights, providing for national defense,
breaking up monopolies, and providing public education will lower effi-
ciency and output. There is no positive role for the government to actively
stabilize or manage an economy at the macroeconomic level. Even mon-
etary policy in the classical model s irrelevant to real activity, and its

Figure 3.3 Impact of a tax on savings (or investment) on the labor market
and aggregate demand and supply.
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excessive use will only lead to inflation. Hence, the governing philosophy
advocated by the proponents of the classical model is one of laissez faire,
or “hands off.” This governing philosophy dominated economic policy
debates in the United States and much of Europe during most of the late
1700s and 1800s.

The classical model has framed the debate on business cycles for most
of the last 230 years because of its simple and intuitive explanation of
the way that the economic world works. Throughout most of its history,
however, even when it was the dominant business cycle theory, the
classical model has come under heavy criticism for a number of reasons.
First, the irrelevance of aggregate demand is troubling to many econo-
mists. s it true that things such as monetary policy or exogenous changes
in consumption have no direct effect on real output? Second, the
assumption of perfect competition has also been questioned. Are prices
and wages really perfectly flexible? Do firms and households really have
perfect information about existing conditions in the economy? Another
important implication of perfect competition is that financial systems play
essentially no role in propagating business cycles; financial systems sim-
ply rise and fall in response to changes in the general economy. Finally,
the assertion that recessions are driven by falls in aggregate supply seem
implausible to many, especially following the events of the Great Depres-
sion. It became increasingly difficult to argue during the 1930s that Say’s
Law was plausible when excess supplies of goods existed throughout the
world and unemployment in the United States stood at 25 percent.

CONCLUSIONS

The Great Depression completely changed the study of macroeconom-
ics in general and business cycles in particular. The Great Depression
focused the attention of economists on both the costs of output fluctua-
tions and on the inadequacies of their existing theories. However, the
more modern business cycle theories that were developed subsequently,
such as the Keynesian model that is discussed in the next chapter, looked
to these earlier models as a starting point of inquiry. By identifying many
of the critical components of business cycles—such as changes in technol-
ogy, expectations, investment volati lity, spending multipliers, the money
supply, public policy, the incentives to work and invest, and imperfect
competition—these early theories laid the foundation on which much of
modern macroeconomic theory has been built.
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had more to do with the Revolution than has ever been
recorded in history.

The Colonists had outlived the barter days of their early
history. They demanded a medium of money exchange out-
side of the English specie, distribution of which was con-
trolled from the other side of the water. There is no doubt
but that the English government aided in bringing about
the depressed economic conditions because of the spirit of
revolt that was growing in America. England naturally
did not want the Colonies to build up a monetary system of
their own. It might later be used to finance a revolu-
tion ; therefore the decree against the issue of colonial paper
money. Students of economic history agree that the plan
on which this paper money was issued was financially sound
in principle, which fact cemented some of the more con-
servative element with the radicals. When the war broke
out the Colonists had been through a long period of depres-
sion. They had no accumulation of wealth to fall back on
and no system of money of their own with which to finance
the conflict. The Continental Congress was only an emer-
gency body with little authority and no compelling power,
yet at the beginning of hostilities this congress authorized
the first issue of paper money to an amount equivalent to
two million pounds. A total of $241,552,780 of this paper
money was issued. As the amount was so enormous for
those times, and greatly in excess of the actual needs of the
people, the different states failed to support their credit
and the bills began early and rapidly to depreciate. The
Continental paper dollar fell to the value of two or three
cents in silver, and at that time an expression synonymous
of utter worthlessness, “Not worth a ‘continental” was
started—an expression that we still hear to this day.

Thus did our colonial ancestors experience these cycles

of business in their repeating monotony, the same ag we om
the Twentieth Century.

CHAPTER VI
CRISES, PANICS AND DEPRESSIONS DEFINED

In our national history there has been twenty-one major
business depressions. In addition, there have been nu-
erous local disturbances or temporary setbacks that might
be classed as minor depressions. Those described in this
book, however, are the ones which carried business below
the normal line as shown by official statistics. Various
writers, sometimes for a particluar end, have ascribed cer-
tain depressions to certain years, but the unfailing truth
of statistics does not bear them out. Some claim that we
had business depressions in such years as 1867, 1882 and
1900, but the most authoritative statistics show them to be
normal years.

Our eagerness to make progress, and our constantly in-
creasing population, make it sometimes appear that we are
having depression when in reality statistics show that we
are only standing still. When we are passing through
normal times we do not seem to know it; our mind wants
to tell us that we are in one state or another, either boom or
depression. When times are not actually booming, we think
they are depressed. Such is the American spirit.

We probably have the most severe depressions in this
country because of our inane desire to make Bobm% rapidly,
or in the language of the street, “to get rich mEo There-
fore we take long chances, mﬁwommmmmm by mNmEEmm which
we see on every hand. We live in the only country in
the world where a person can make a million over night, so
to speak. A large element of™our business people believe
that liberality pays and that we can make money by spend-
ing money. A foreigner who visited us said we are a great
people because “we spend more accidentally than we do on
purpose.” Our individualism leads to recklessness. Then
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when some untoward incident happens the bubble bursts
and we are called to account by the natural order. It can
be seen, however, that we are getting over our individualism
to some extent. Our government is becoming more paternal,
and we lean more and more on our neighbor and co-operate
more extensively with our competitor. The gambling ele-
ment in our business is being routed to some extent. We
demand greater stability in business, and with this move-
ment we are eliminating many panics and making depres-
sions less violent and destructive. The ambition of the
average American is in the direction of money. Money
brings him power. A generation back the spectacular
American would risk his last dollar on the chance to win
big stakes, and when he failed he carried many others with
him. In recent years there have been some changes in
this procedure because the rest of us do not care to be pulled
down by the gambler, and his tactics are being disclosed

d discounted.

The best definition of what we call a commercial cycle is
given by Lord Overstone: “A state of quiescence; improve-
ment; growing confidence; prosperity; mwonmﬁmsﬂ. over-

L

trag ; convulsions; pressure; mmmmdm..ﬁou“ &mﬁ.mm.m mu&um
again in nn_mm.nmmmammﬁlun
“T'he progressofthe world and the advancement of civiliza-
tion has gone forward in rising and receding waves. The
world has been afflicted with economic convulsions at pe-
riods the same as it has been with war and pestilence. The
phenomenon of national or world depression may be likened
to the “blues” which come over most individuals. The
reat writer, Defoe, in 1728 said: “The prosperity of a na-

@Ww%@?m&.@ﬁ%ﬁﬁ%ﬁ, rted or decayed.”"
A panic is a sudden outbreak or fit of hysteria in financial
circles. It is a frantic effort to get hold of money either

by withdrawing deposits or selling securities for fear of
loss.

A crisis is a brief period of acute strain and may be
either financial or commercial; financially, because of a
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stringency in the money market and commercially, because
of uncertainty from various underlying causes.
A depression is a state of lowered vitality of more or less
lengthy duration in financial or commercial circles or both.
Usually depression is brought about as a result of anic or_

suddenly, although it may have been smou {déring for a Houm\
While, only waiting momﬂummmﬂﬂummﬂmmﬂﬂ.m Crisis 18
wﬁ%ﬂ.mﬂmﬂﬂm plicity of troubles which have come to a
head. If a crisis is not promptly and properly met, it will
break out in panic, but with the proper application it will
pass off without affecting the industrial structure to any
great extent. Crises oceur, as a rule, at_the hei .wa of
meomm om m..wmm mnw_ﬁa 2 a e

Lo - -
The literal definition of the word “depression” is: mamﬁw/
of dullness or inactivity; a protracted season when business
falls below normal. A depression is a decrease in the rate
of production in ﬁom\:w Ucwgﬁa%
one class and uny ess to buy by another class.

ometimes we recover from depression nEn#mH. when it
is accompanied by a panic, because when the financial
structure is threatened all the resources available to the
Government are thrown into the breach and the currency
is placed where it will do the EOma good and Uﬁdm quicker
relief. Wherz no panic accompa is often
m-oémﬁm£$nﬂ§§ﬁ§€%unw is a long and pain uh-pro-
Cess,. Business depressions are not necessarily the out-
growth of panics or money stringency, although with few
exceptions they have followed that phenomenon. In the
short depression of 1914, as a recent instance, there was
neither panic nor money stringency, but purely an un-
certainty which prevailed on account of the outbreak of the
European war. A crisis often marks the culmination or
turning point from expansion to liquidation and accompany-
ing depression. It is the result of the use or abuse of capital
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leading to exhaustion of funds. Webster describes crisis in
this manner: “The point of time when it is decided whether
any affair or course of action must go on or be modified or
terminate; a state in which a decisive change one way or

the other is impending; specifically, a time of difficulty,

danger and suspense in commerce or finance.”

An essayist on the subject says: “Unless new resources
are placed in the breach crisis will lead to panic. In 1907
the United States Treasury was too late in coming to the
rescue of the New York banks, which caused a panic. The
erisis of that year occurred several months before the panic
broke in October.”

A crisis is something we will always have, but with
proper legal and economic safeguards provided, the danger
can be avoided through the same process as the signal system
on a railroad. We should have reached a station now where
we can safeguard against panics by being prepared for such
crises as unlooked for conditions might bring about. While
there can be crises without panie, there can be neither crises
nor panics without depression, either local or general.

Panics do not necessarily bring general depression. We
have had many panics that have passed away without affect-
ing more than the financial centers, and these only temporar-
ily. Some of them never got on the first page of the news-
papers. As to whether or not a panic will lead to depression
depends upon whether its force has broken the credit struc-
ture. If the prosperity phase of the eycle has not run its
course, and inflation has not reached its height, a panic will
have little effect on business in general. If, however, it hap-
pens at a time when inflation and speculation have run ram-
pant, and the elasticity of credit has reached its limit, then
depression will result because there are no resources at hand
to stem the evil effects.

The depressions of 1837, 1857, 1869, 1873, 1893 and 1907
started with panics. Such depressions as 1809, 1819, 1847,
1914, 1920 were not accompanied by panics, although they
set in following crises.

é
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From medical science we learn that anything that stimu-
ulates the heart will bring an indirect reaction. - The same
may be said of our economic life.

Bagehot expresses it well: “At intervals . . . the
blind capital of a country is particularly large and craving;
it seeks for some one to devour it, and there is ‘plethora;’
it finds some one, and there is ‘speculation’; it is devoured,
and there is panic.”

Panics, crises and depressions are often interlocked. Back
of the entire structure of business, however, is money, and
some details of money panics and crises here are given when
they are directly responsible for 'the depression of the
period. Only those panics directly bearing on trade de-
pressions are recorded here. England has had no panic
since 1866, although she has had a number of severe and pro-
tracted industrial depressions. Not even the Baring failure
of 1890 caused a panic.

Men writing of h@wﬂn@ y_unanim z,& say that the ﬂmov_m

were in much bett ongd

depression,about Sgnr Em e :
vious tim

nosiﬁmm. “France ﬁmwﬂn&mu_% suffered from depressions
at the end of the Eighteenth and beginning of the Nine-
teenth Centuries. Had we not declared our independence
when we did, it is doubtful whether we would have received
any help from France. After her war with England, which

was raging during our revolutionary per -iod, France’s

gﬂﬁmﬁ@kﬂﬂﬁ%@&ﬂo: as a result of a terrific
depression that it is a practical certainty she would have

Been unable to render us any help whatever. o
All writers agree that the most severe depressions oooE.
E oosiﬁom ﬂgmm ,c:mEmmm Hm rﬁr_% developed,.z
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fore, more possibility for wide fluctuation. Hd the oEmw

ave .mw.ﬁ ess violen

and on a more speculative basis. For one hundred and f:
rs previous to 1844 England experienced the most des-
perate panics. Her money then was placed on a sound basis
and the government practically took control of the Bank
of England. They have not suspended specie payment
since that time.

Hz the éo&&-ﬁ&m mmuummm_oz of Hmmo Japan was the only

u,wﬂmfaﬂgm was no doubt because of the fact gmw rmn mdmd.
cial system lacked a sound basis and her inflation was so
extraordinary that a panic was inevitable when the turn
came. A country in a state of rapid development is more
exposed to fluctuations than an older country whose values
have become stabilized over a long period of years.

C ﬁmw H.mvoﬁm, as m_mm s:g the Umwmwﬂwmi om Com

]

wgmusmmm
mmvummmuowm usually follow the moocBEwﬂoﬂ of idle capital
in the banks in the form of deposits, the swelling of the cash
reserves, and the reduction of commercial loans.

Newton believed that the voluntary actions of men en
masse are subject to the Law of Action and Reaction. Says
a contemporary: “We look upon a mob as the last thing
which would work in accordance with scientific law, but
Um%ow&omﬂmwm tell us that the mob is f est illustra-
s Law of Action and Reaction.
There is more in that than one would credit on first
thought. ~ Men’s minds follow the spirit of the times, but
what creates that spirit often requires deep study to ascer-
tain. We know that we have the phenomena of political
uprisings, racial upheavals, the rise and passing of social
fads or fashions. These pass away and oftentimes look fool-
ish to us afterward. The phenomenon of the business cycle
affects our minds in the same way. When a spirit of pros-
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perity prevails, people’s minds run in that direction and
they are entirely over-sanguine. Then the fide turns, they
lose confidence, and all people talk about is disaster. We
saw a perfect example of this in 1920. There was no panic,
no untoward incident, but a variety of small local conditions
that started men talking hard times. Early in 1920 the
highest peak had been reached; buyers were determined
that they would not pay the exorbitant prices asked. It
therefore was to their interest to talk hard times and pre-
dict depression so as to bear the market. This may not
have been a major cause of the depression, but it all had its
psychological effect and spread rapidly, and actual condi-
tions followed the thoughts that Smw.m E the minds of the

e ﬂmwmm ﬂﬂmy ﬁpnhﬂtu.r

Waves have come over the dsn historians
now look back upon and find almost inexplicable. They sim- LA
ply must be attributed to a state of mind, a mania that ex-
isted at the time. Admittedly, if we have these periodical Q
social phenomena, there may be something to the claim that ﬁ
we can have economic phenomena as a result of a %ﬂmn
state of mind,. We can readily see where t theorists have

some mocummﬂob to stand on s&mﬁ they point o:e Sumw N3

A have never been explained; muam mics
m%mmﬁ religions take hold of people and die c&._ W
explain the Salem witcheraft, if it was not vcnm_.q a S.mmm
that temporarily aftected the minds of the people? How can

e account for the waves of resentment that swept our
country in its early years, at one time against the Quakers,
again against the Baptists, still later the Anti-Masonic out-
breaks, the “Know-Nothings,” the Ku-Klux Klan, or Anti-
Catholic movements? Such phemomena have swept through .
our history from time to time; they could not be explained /H
at the time and have never been explained since. But busi- /
ness and financial panics are not altogether the result ofs/

. fear or a state of mind. There are deep underlying condi-

_“ ons which must be met by real action. P
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. . e e e that were true safeguards could be taken that would to
It has been a practice since the days of the Mississippi some extent eliminate depressions.

mgzo ﬁ.o _mm.wmu.mam .wm.mEmﬁ business depr ession, m.u& from Oneé of the most interesting stories bearing on this subject
time to time legislation has helped. Hard times will almost is that told by a Chicago real estate man, which gives the
invariably turn a poltical party out of power. Statesmen history of a quarter acre of land in the heart of Chicago.
have repeatedly promised on the stump relief from distress, Hﬁm story tells of its original value at $20.00 in 1830, when
and .mm_umﬂ getting into office have taken the stand that eco- Chicago had a couple of hundred people, and how it rose
nomic conditions could not be changed by legislation. and declined through the vicissitudes of boom and panic,
In times past economists have gone fo a great deal of each succeeding wave of good times carrying it higher and
S.o:Em in writing Uoowm msm articles on t. the caus making it more valuable, reaching a value of $1,250,000 in
DXeSsi e =L the nineties and probably two or three times that today.
mwhh&rg% Homm%, om.ﬂm_mm..wg . One early European writer referred to America as a back-
tirely removed and yet we sti st 1 ward country, giving his opinion that backward countries
an a asmimw. ago Adam mE_E.H insisted that the production which produce raw material largely for export felt depres-
and importation and-exportation of corn was the one con- sions far more than manufacturing countries. He said:

Sm.o=Em vmwmﬁm@mﬂwow wmmﬁ mmwmm Mm said, %rm Bodmw.%Eom “The specialization impressed upon a backward country by
© Ho orn regu’ates W.o M ow.mw HMEm-Em e oomE HBW 1hes. commerce with advanced industrial countries, confining it
I iy, RSO, LIESLC0, dINISE id [SUCCContE s, DUSIDESE to growing cotton or wheat or sheep or wine, exaggerates

BmPSwoﬁmmmwwm#mwodmoosogwo asmmaogm@pﬂpﬁﬁr gmmﬁ. .. . ..
! mmﬁmﬁqugwgmmv%smﬁﬁ.msvodﬁmww&:oﬂﬁ_ua
tmnm.ﬂ%.w,éwo% m&sim&% classic_works are the bible of by making it subservient to the fluctuating demands of dis-
Epﬁmh.@. mnouoﬂEm tant and wholly incalculable markets.”

There is no one outstanding cause of depressions, unless it
be speculation, and all crises can hardly be laid to the door
of this evil. ém :m<m had depressions caused by war, cui™
renc : . .
o=o vmn:o.

that oﬂmﬂ _

]

_ummo% uoﬂsmu for more than this average, it may remain at
normal for three or four years, after which time great up-
ward strides are made and a boom usually sets in.

Our panics have sm:mE\ ooocﬁ.om in the Fall of the year

Eﬁu@kmm%.%
1890 and 1907 a

nia in Hm%w noommm go country with great quantities of gold
until it became cheap. This gold reached the East in such
abundance that it brought about a development far beyond-
the needs of the country at the time. These new enterprises,
1 together with needless numbers of new banks, could not
\ pay dividends, with the result that confidence was under-
.._. mined and panic ensued. However, this

sion_on record.caused by too much gold. “In ﬁwmnsomzw all /

\
?EFK
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of the others the question of too little gold entered, unless an
exception might be made in the depression of 1920, when
we had so much gold that the exchange rate was decidedly
against us, causing us great loss of foreign trade. Periods
of abundant gold have their handicaps the same as periods
of lack of gold have theirs.

In classifying our depressions five can be attributed to
financial panics, and these are the worst in our history.
These were in 1819, 1837, 1857, 1893 and 1907. They
brought the most far-reaching effects because confidence in
the financial system itself was shaken. When people lose
confidence in the value of the currency that is handed them
in payment for labor or commodities, it takes a long time to
recover. In each of these periods a new system of money
had to be adopted and the old financial system reorganized.

Herbert Hoover recently said there had been fourteen
depressions since the Civil War. No doubt, included in that
number were some minor crises that were largely confined
to Manhattan Island. The old idea that Wall Street is a
barometer of the business of the country has long been ex-
ploded and, to a large extent, its manipulations have but lit-
tle effect on the balance of the country.

Z-The history of our nation has not been the steady tri-

umphal march so often'depicted, _oEU an Hﬁ.mmamu. m%oﬁg in-

terspersed with periods c of depTessIoH _TH 16 AEth._egqual to
those of vgmwmd 7

=,

CHAPTER VII.

THE DEPRESSION OF qum 89 mﬂ« g

Following the Revolutionary War, the country went
through an experience similar to that following the late
World War. ¥or the three years 1782, 1783 and 1784, fol-
lowing feace, conditions were fairly prosperous because of
the reaction from the strain, the jubilant feeling of victory,
and as a result of war demands and the comparatively abun-
dant specie left in the country by the British and French
armies. But this was not to last long. The brief period
of over-trading led tc the depression of 1785 to 1789. The
specie quickly left the country for payment of imported
goods, and industry and commerce were hampered by the
absence of a good monetary system.

They also suffered severely from the falling prices and
the loss of the markets that were now more than adequately
supplied, as regards many articles, by imporilations from
Europe, mainly from England. Not only did peace in Eng-
land and other European countries affect our exports ad-
versely, but what wealth we had was soon spent in supply-
ing our urgent needs from those countries.

American merchants had become embarrassed and were
unable to pay for the goods they had bought on credit. The
position of both producers and traders in the United States
was made much worse by the closing of the British West
Indies to American shipping. In 1785 the panic came. The
monetary situation was deplorable, not only because the coin
had been exported to pay for imported goods, but also from
the fact that the Confederation had no authority to coin
money and to establish a uniform system of currency.

Politically and economically that was the gravest crisis

in American history. Both the government and the people
were bankrupt. There was no money to pay the ministers to



CHAPTER XXVIII
CAUSES OF DEPRESSIONS

Theoretical Causes.—In the early part of the Eighteenth
Century British merchants and financiers spent much time
worrying over their relative cash basis as compared with
other countries, and sometimes studied that matter so in-
tensely that they lost all sense of the real proportion of
things, and thought that the nation was being ruined be-
cause the importation of gold and silver was hindered or
stopped. Wise old Joshua Gee, who wrote (1730) ‘“The
Trade and Navigation of Great Britain Considered,” ended
his book with this paragraph: ‘“The trade of a Nation is
of Mighty Consequence, and a thing e Se-

1at ought to be se-
fiously weighed, because the Happiness or Misfortunes of
so many Millions depend upon it. A Little Mistake in the
Beginning of an Undertaking may swell to a very great one,
A Nation may gain vast Riches by Trade and Commerce, or
for want of due Regard and Attention may be drained of
them. I am the more willing to mention this because I am
afraid the present Circumstances of ours earries out more
Riches than it brings home. As there is cause to apprehend
this, surely it ought to be look’d into; and the more, since
if there be a wound, there are Remedies proposed, which,
if rightly applied, will make our Commerce flourish and the
Nation happy.” He had studied the trade for the year
1723, and had found that he could trace the export of more
than a hundred and seventy tons of silver and about eleven
tons of gold. In another place he says, “yet so Mistaken
are many people, that they cannot see the Difference be-
tween having a vast treasure of Gold and Silver in the
Kingdom, and the Mint employed in coining money, the
only true token of Treasure and Riches, and having it car-

HisTORY OF BUSINESS DEPRESSIONS 247

ried away; but they say Money is a Commodity like other
Things, and think themselves never the poorer for what the
Nation daily exports.”

Investigation of trade cycles and causes of depression
bring on an interestmg study. In late years 1t has been

demonstrated, notably in 1901, 1905 and other instances,
That WalI'StFest can have a regular old-fashioned panic,
and the rest of the coulitry go on unaffected to any degree.
Such might be called “financial hysteria” and be confined
to the “Street.” On the other hand, we may have business
depression, such as came in 1914, resulting from uncer-
tainty due to the outbreak of the European war. At that
time Wall Street prospered by making foreign loans at
usurious rates, while the business of the rest of the country
was stagnant. Wall Street panics are usually brought
about by the selling of securities by holders who feel that
the peak has been reached, particularly when some unto-
ward instance happens which might look like a setback wag
ahead. A large number of sellers appearing at the same
time naturally causes the market to recede. A few days
of sharp drops causes the holder to become frightened and
a general unloading ensues, and the legitimate investor
often follows the speculator, but too lafé. By the time he
Bas awakened to the fact That a genuine stock panic is on
the value hay sagged considerably. Such declines are
caused by or are followed by stringency in the money mar-
ket, and others are forced to sell because thej i

exhausted. The decline continues with disastrous effects
mﬂmﬂm%w is reached where many times the stock becomes
an actual bargain and it is picked up by that element of for-
tunate people who always have money through steady in-
comes or are able to borrow under any circumstances.

A friend, during a game of cards where the luck of the
players was going bad, used to say: “Never mind, your
luck will change bye and bye—and get worse.” That well
describes some of the depressions we have had. The de-

m
,
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pression of 1848 did not follow any particular period of
inflation or expansion, but came on during very normal
times. Likewise the depression of 1884. The depression of
1893 also followed a period of six years which were below
normal rather than above normal. In other words, bad
times got worse,

trine ﬁwmﬁ E.mmm C
metals. - at

ey mﬁmb» 8 oxEmE gmw scarcity om mo_m means
retrenthment and a stagnation, and that a great output
of gold E.Emm mxvmsﬁos and vuomvmﬁd% H.Hoé t

%mﬁ:upm in Great ww_ﬂw_? ﬂgnw wu.m mmm mmﬁ _E.Mmmﬂ

gold Teserve, as against the unprecedented p

rmany, ﬂ?ow smm ﬁ.ww Hﬁsm gold? Mm_.omwmw mnwoo_ of

at »wmow% has vmm: generally mnamuﬁmﬁ_ in S:m
country because of the unfortunate experiences we have
had with silver money. But, on the other hand, we can
point to many countries that are and always have been on a
silver basis, and they have suffered less from severe depres-
sion than have we in this and other gold standard nations.

The money of Spain, known as a silver country, brought 3_

premium &Eam the World War, and on the Smmgg ooiu-

- nent up through his ory Spanish silver money has mﬂﬂmwm
Mmmm.ima par and usually broughta premium. ‘Thomas Jeffer-
avored putting this country on a silver basis, pattern-
Hhmbhh%@nﬁhmmﬂ!@m Spanish coins, which aﬁoc_ﬂom

mwm& ~and were E great amamwm in some om the ooHJEmm

m with 1850 shows the output of gold doubled, compared with
the previous ten years, yet ﬁwmﬂa decade was marked the

B
i S—— .
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world over by financial reaction. Our panics of 1857, 1873

and 1907 all occurred during periods when there was.a

Mmm&.. inflow of new gold.

otill again there is another group that sticks to the money
question as the root of the depression evil. These probably
come nearer to a correct diagnosis than the others.

The issuance of paper money of unsound backing has un-
doubtedly caused several serious depressions. The use of
this money led to extravagance, over-expansion and wild
speculation, so that a halt was bound to come. The issuance
of paper money within reason as a circulating medium is
necessary. We are so used to paper money that in these
days the tendering of a silver dollar causes curiosity if not
resentment. We have already entered the Paper Age, =We
are reaching 2 point where we realize there _m something
of basic and intrinsic em_cm in the world 1
silver. These metals may Eﬂm%m be used as a wmmhm of
money issues mHEE% Umomzmm of their rarity _uﬁ they will

Sia S.SQ 26 mmo-oa ;m.ow%.gmﬁ money is unnecessary, and

/ they will find to their own surprise and to our chagrin that
' they are half right.

When we are further along money
will be necessary only as a paper medium to represent rec-
ognized essentials of mankind upon which it will be based.
Our Federal Reserve Act provides that we may issue paper
money on something besides gold and silver and _the notes
still be more than a mere promise to pay. Our Federal Re-
Serve notes are based on certain approved securities which
are far more necessary to the progress and welfare of man-
kind than gold and silver. True, these notes are redeemable
in gold, but it is well known that the issues ocﬁﬁg%mw are
ten to twenty times as great as the go
them. As we go along the Federal Wmmmzm >Qn SE Uwoww-
bly be so amended, and at the same time strengthened, that
our money will represent the accumulated wealth of our

?J baauo|
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brains and our toil, which is the finest intrinsic value that
God has created.

There have been minor depressions in our country that
are¥eally hard to analyze, with no muvmumu%mmﬂ
¢a8876T our major depressions, however, the causes Hm%n&mm.,d
well defined. AT different times various governments have
attempted to analyze depressions and if possible find a
remedy. Among these are the United States, Great Britain,
France, Belgium, Germany, Switzerland and Italy. A va-
riety of causes have been advanced by scores of writers,
economists, investigators, financiers and business men.
Some are old and have been eliminated by the march of time.
Some are obviously of little consequence, while others are
very apparent causes and these are defined later. Among
the causes that have been advanced at different times are:

Underconsumption.

Large Exportations of Gold.

Large Importations of Goods.

Effects of Fear of the Tariff.

Weak Banking Systems.

Presidential Elections.

Unpopular Taxation.

Lack of Foreign Markets.

Unemployment.

Want of Confidence.

Inflation of Values.

Variation in the Cost of Production.

Unpopular Legislation.

Unreasonably High Prices.

Centralization of Capital.

Manipulation of Money Power.

Depreciation of Currency.

Withdrawal of Money from Circulation.

Contraction of Currency.

Inflation of Currency.

Suspension of Specie Payment.

m.umm.om... )
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Disturbed Value of Gold and Silver.

Lack of Fixed Policy in Governmental Affairs,
Extravagance, Public and Private.
Inefficiency of Labor.

Large Immigration of Pauper Labor.
Speculation.

Depressed Value of Farm Products
Exhorbitant Transportation Costs.
Artificial Stimulation.

Timidity on the Part of Money Lenders.
Bank Failures.

Conflicts between Capital and Labor.
Buyers’ Strikes.

Enforced Economy, Public and Private.
Starting Needless Enterprises.

Political Distrust.

have been ascribed, many of them of course h
mm.w:.ﬁ on Suo ion. Among them are:
:ﬁﬁwwo_&am Franchise from Women.”
“Want of Training of Girls for Future Duties.”
“Faulty Laws Relative to the Guardianship of Children.”
“The Custom of Issuing Free Railroad Passes.”
“High Telegraph Rates.”
“The Use of Tobaceo.”

Professor Frederickson, of the University owuhnb.mhwﬁhmhh

\ At different times various causes, more or less m&mcc‘,

mmwﬂmmmw believed ?m gmojw that depressions “were due to

n—l“l.ﬂﬂusllﬂﬁﬂ

the minds of men” or the result of “mental process.

““MEny of these theories have been disproved, as for in-
stance, that relative to the vaoﬁwSoum of moE. Let us refer
to the case of the French

Bmuw wqmqmm indemnity i

...||

ears, éwzm QBmm émnm uoamy or m.co& in

e
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that raw material and labor could not be obtained to supply
the demand. Then came the buyers’ strike, and almost over
night we switched the blame for our predicament from
under-production to over-production. Over-production is

\ a theory é?n: attracted considerable attention and many

——

“believers, viz., ﬁrm._.. n%&mm of depression m.ocwémm ‘the appear-
__.__ “ance of sun muoﬁ . He sought to prove that sun Spots oc-

{ curred in the rumﬁon% of England during the dates of her fi-

nancial crises which he named as 1701, 1711, 1731, 1742,
1752, 1763, 1772, 1783, 1793, 1804, 1815, 1825, 1836, 1847,
1857, 1866, 1878. In seeking an explanation of this strange
coincidence the Professor claimed that sun spots caused de-
fective harvests which, in turn, brought on industrial disas-
ter. Both astronomists and biolggi
f.qmwmm with ?m Professor an ﬁ e ﬁrmow h
discarded. ...

i

Over-Population.—It has been held ir m;h.obm for m&dm
time that depression was caused by oqm?»wvﬁs_mﬁoz that
there was not sufficient employment and téo many had no
buying power. Yet we have had depressighs in America of
still greater severity when the country wgs sparsely settled
‘and even now it certainly cannot be mma that this country
is over-populated. J

-

Over-Production. |_H_rm ery of 048..@3%2_3 goes up,
particularly amiong theorists, as a cause of business depres-
sion. Yet there has never been a Eﬂm, even in our most
prosperous years, when there were not thousands in need
who would gladly give labor or its equivalent for the very
articles that were claimed to be ¢ver-produced. Many
students of economy laid the distress of 1920 to over-pro-
duction, as was the case in many previous depressions. This
was a quick change of front from w year preceding, when
all the professional economists told us that we must have
greater production in order to relieve high prices and profi-
teering. In 1919, in the face of the fact that prices were
then outrageous, salesmen went up and down the country
with the stereotyped phrase that they were doing the cus-
tomer a favor by selling at prices quoted and that the next
order would cost more because prices were sure to rise still
higher. They claimed there was an under-production and

woﬁmdmu failed Sn

OH_ m_..dnm e @\

responsible, more or less, for our temporary depressions and
set-backs, yet that is a wrong diagnosis of the primary
causes for the sickness of America in 1920. Stimulated by
universal demand manufacturers, and farmers in particular,
produced abundantly. Of most commodities we always have
a surplus, and what surplus we had could easily have been
taken care of had international finances been anywhere
near normal. Foodstuffs were rotting in this country while
China and half of Europe were starving. FEurope also had
urgent need of the products of our mines and mills, and our
surplus would ordinarily have been shipped there had not
their finances been strained to the breaking point.

We had a surplus, not from any cause of over-production,
but because of our time-worn custom of producing a surplus,
and the use of the word “surplus” in this connection gives
the unthinking man an entirely erroneous impression, for
it gets the cart before the horse. It implies that foreign
trade is a device to get rid of a surplus product, whereas
the so-called “surplus” was brought into existence because
of the demand originally created by foreign trade.

Ewxcessive Saving.—Several writers have come forth with
articles taking the stand that excessive saving is a cause
of depression. These writers put forth earnest efforts to
show the fallacy of saving, but their arguments are without
merit. We know that money saved is not taken out of cir-
culation at all, but the savings institutions lend it to bor-
rowers and it is put to work in production just as if the
original owner had spent it. The only time the question of
excessive saving might enter into depressions is when the
depression is at its height. When banks are liquidating to
an extreme and people are saving to an extreme, a bad situ-
ation is certain to be created.

%ﬁ\ﬁﬁpﬁ.ﬁ/??ﬁm_ )
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The solution is that people must save more in good times
and the banks must lend more in bad times:

Foreign Investments—We are facing today a new situa-
tion that might in the future be agitated as a cause of de-
pression in this country. This factor is the large investment
of American capital in foreign countries. English econo-
mists of fifty and a hundred years ago complained that their
industrial conditions were depressed because of enormous
investments of British capital in foreign countries. No
doubt that did drain England of money for the time being,
although in later years those investments were a source of
great wealth to England. It is easily possible to see that
in this country the matter of foreign investments can be
overdone, bringing temporary detriment to business in this
country. Some insist that we are still a new country, that
in every locality there are great possibilities for develop-
ment and a need for investment capital. Yet enormous sums
of American wealth during the depression of 1920 and
1921 were invested in buying the Hapsburg estates in Aus-
tria and Hungary, in South American oil fields, in Russian
concessions, in Cuba, Mexico and the Orient. It is pointed
out that these investments were necessary to secure future
supplies of oil, rubber and other raw materials, and prob-
ably we missed the money less in 1920 and 1921 than we
would in normal times, because of the great wealth poured
into this country during the war. Most of these investments
were made as a result of exchange of loans already owed us,
and will no doubt benefit us in future years. In 1846 John
MacGregor in his “Commercial Statistics” described the
condition of Holland during the progress of her decline. He
called attention to the fact that a great part of her specie
and capital was then being diverted into investments in
the manufacturing trade and securities of foreign countries,
which permanently exhausted and weakened the power.and
energy of Holland. It was soon found that where a man’s
money went he eventually followed, so that not only the
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money but the life blood of Holland went to other countries;
not only to her colonies, some of which she later lost, but to
many other countries. American investments abroad may
not cause our best business men to follow, but unless it is a
gradual process it is certain to be reflected in our domestic
industrial welfare.

Fallin %&mmm.log.o: D. Wright, former United States
Labor Commissioner, gives falling prices as one of the
chief causes of depressions. His report made in 1886 on

this subjectisinteresting and shows thorough investigation

of a practical nature. | =

As a cause of depression falling prices is mmnosmm&w. be-

e e e e e S e ——— e

cause they, in turn, are brought about by more fundamental
causes. Rising prices have a psychological effect. They
stimulate~hope=and™ age, whereas falling prices cause
caution, fear and depression. Falling prices may foll
financial crisis or may precede a general depression. In
21 the depression could have been largely avoided if
prices could have been gradually reduced in proportion to
‘a decline in cost-of production. In such a sharp fall of prices
as we have recently witnessed great losses must take place
and depression will follow until these losses can be made up
or overcome, Low prices naturally bring depression in
values of property and stocks on hand.

Mr. George Grubb; National Secretary of the Marine

Engineers’ Association, &m.w ed the depression was d;wmw,mg
ummﬁ%»o - todsl

about by a concerted effort of employers who wanted to.

squeeze Jabor. No doubt there was a general desire on the

e

part of mSBo%mHm to discipline labor because of alleged in-

efficiency, although no evidence is at hand to show that this
_moye was.organized, If it is true that the depression
was deliberately brought about, which is extremely doubtful,
then the employers badly mismanaged matters when they
let the movement get away from them. It is certainly plain
that the employers lost enormous sums of money when the

buying power of millions of workers was curteiled, as well

o
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as through the depreciated value of their own enterprises
arising from curtailed earning power. For instance, a
manufacturing institution might easily be worth a million
dollars as a going concern, if its output is being consumed
and it is earning healthy dividends. Yet it is also possible
that the value of that same plant might depreciate to half
that amount through lack of orders, stringent credits, de-
creased earnings and disorganized employees. In the face
of these facts what would the employer gain by a concerted
movement to shut down? Thus decreased earning power
will cause falling prices entirely outside of the natural order
of supply and demand.

Changes which take place in the prices of commodities
may be due either to changes which affect the commodity
only or, since price is the relation of the commodity to money,
to changes which take place in the value of money. Change
in price may therefore arise from a change in (1) the de-
mand for, or (2) the supply of the commodity. Changes of
this nature are reflected in the prices of one commodity as
compared with another; their positions in the price scale
change. It may be noted that when prices change “by rea-
son of differences in the demand for, and the supply of
commodities, some commodities may rise in price while
cthers fall. Such readjustments in prices of commodities
are constantly taking place. On the other hand, should
price changes be wrought by changes in the value of monev
we should expect uniform action upon prices—a general
rise of prices or a general fall.

“The study of prices has long been a subject of particular
solicitude, not only to the men actually engaged in business
but to the students of business affairs. To separate the
general from the particular, economists have invented what
is known as the index number. The purpose of this device
is to ascertain the average change in prices of a group of
commodities. The prices of a given period or a given time
are selected as a base, and the price of each commodity
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is determined,” says Joseph French Johnson, dean of New
York University School of Commerce, Accounts and
Finance, who tells in “Economics of Business” how the
method of tabulation arrives at a scientific price barometer.
“The advantage of taking as a base the average price for
a series of years is that this course makes it possible to
eliminate as far as possible the influence which, in a shorter
period, unusual conditions might have had on the price of
a particular commodity. When the base price is ascertained
other prices during, before and after the period of the base
are expressed as percentages of this base. Commodities A,
B, C and D will each have a different base, but when the
base is turned into a percentage it becomes uniform for all,
namely, 100. We may suppose that at a later period A is
represented by 110, B by 106, C by 102 and D by 98. Now,
if these figures be averaged the result is 104, and this repre-
sents for the group an average rise in price of 4 per cent
over the base. One of the commodities indeed declined in
price, but this does not alter the fact that the general ten-
dency is to advance the price. In following the method,
briefly indicated, of constructing an index number, each
article has been given an equal importance in determining
the change. If instead of abstract designations, A B C
and D, concrete articles had been named, such as wheat,
iron, wool and indigo, there might be some doubt as to the
propriety of giving each an equal importance in fixing the
result. To avoid such questionings various methods have
been devised to give an appropriate weight to the different
articles, such weights being arranged in accordance with
the foreign trade, or with the estimated national consump-
tion, or the expenditure of workingmen’s families.”

None of these highly complicated methods have, how-
ever, led to substantially different resuits from the simple
arithmetical average. It is clear that if each article moved
upward in price exactly 5 per cent it would not matter how
many articles were added to the list or how they were com-
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bined, and éne could not get any other general result than
a b per cent advance. If some articles increased 4 per cent
and others 6 they would, if equally divided, show an aver-
age of 5 per cent, but no method of combination could make
the advance less than 4 or more than 5 per cent. In other
words, in a group of prices the general tendencies outweigh
the particular ones, and no combination of different results,
according to any plausible system of weighing, will empha-
size the particular tendencies at the cost of those which are
general.

Economists agree that there is not a level of prices,
whether it be high or low, which causes either prosperity
or distress, but it is the conditions brought about by either
that brings the need of readjustments. In case of falling
prices being the direct cause of depression in a given in-
dustry where production :costs have been high and losses
entailed, lower prices do not of course necessarily mean
depression. If production has been large the reduced cost
lowers prices and sometimes stimulates trade because of
greater consumption. Through a period of depression
prices gradually decline until the bottom has been reached.
Sometimes prices go down beyond reason because of the
panicky feeling among buyers, in which case production
must stop, bringing sharp reaction. ' For instance, in 1920,
when cotton went far below cost of production, the result
was a curtailment of acreage amounting to 40 to 50 per
cent, bringing the following Fall sharp upward reaction in
prices to the extent of 80 per cent. After it is apparent
that the bottom has been reached prices will start an up-
ward climb, bringing a feeling of hopefulness and activity.
Buyers will not buy on a falling market for more than im-
mediate demand, but they will buy liberally on a strong or
rising market, because of the speculative chance to make
more than a normal margin on the purchase.

Falling prices are also brought about by the recurring
necessity for adjustments of credits. When the cycle of
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liquidation comes manufacturers and merchants hasten to
turn stocks into money in order to meet loans coming due.
Many times these stocks, if held and marketed in an orderly
way, would bring normal prices, but when loans are called
money must be secured and stocks are sacrificed at re-
duced prices. This has a tendency to break the market.
Forced credit liquidations are an important factor in pro-
ducing falling prices and consequent depression. Banks
are, however, more and more willing today to carry the
borrower until such time as he can market without too
great a sacrifice. It has been calculated that the loss on
industrial stocks during the depression of 1903 exceeded
$3,000,000,000. The depreciation of securities of 1907 and
1920 was much greater, and if stocks or raw material and
merchandise were taken into consideration the total would
be very greatly increased. It was too much inflation in
flush times that brought conditions where falling prices
were inevitable.

antly mxcoi“mm to mm\&m balances, vco a large mbm con~
tinuous outflow of gold denotes an unhealthy condition back M
of it. Itis likely to mean a money crisis ahead and probably
mzmcnu%mmmﬂ.ﬁﬁimsﬁﬁ mlww..mﬂﬁm..wm:mwﬂmim attended
.mlm scarcity of money and a marked increase in the rate
of discount, it is a decidedly unfavorable indication. Un-
less the flow stops and the tide turns it may be taken for
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average business man should watch its trends closer than he
does.

Bad Banking.—This should properly come under the
head of speculation. Unsound banking has caused a great
deal of difficulty for business, and this is not altogether the
fault of the banker. On the whole he is generally con-
scientious in desiring to aid in the development of the
country. Newspaper files of our periods of depression show
that almost invariably the public press attacked the banks
as the cause of all the difficulties. In 1920-21 business
men claimed that they were left to shift for themselves
while the bankers watched and preserved their own in-
terests.

In times of prosperity men become optimistic beyond
reason and enter into transactions far beyond their means.
The mania of taking a chance becomes widespread. Then
the banker finds out that notes are not being met and a
large portion of his customers have been borrowing for
speculative purposes. Often they are found dividing profits
with the banker himself. The situation reveals itself the
country over and contraction sets in. Then is the time for
business men and investors to sail close to shore, to sell,
if possible, keep stocks low and quit taking chances for
a while.

We have read a great deal about bad financing during
the Nineteenth Century. The early part of the present
century has seen great strides made in halting the destruct-
ive pendulum swing back and forth from extravagant
prosperity to panic. In former days when any financial
center got into difficulty it was left to its own resources.
Now, even its enemies come to its rescue because it is well
understood that a run on a bank’s neighbor is likely to
lead to its own disaster if allowed to go its full course.
Down through the years of history, as every cycle of depres-
sion is examined, we find the same old story of bad bank-
ing. It is found that the banker has invariably dipped
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his finger in the attending over-speculation. The promoter
is smooth enough to arrange a division of the excessive
profits with the banker and the banker often makes injudi-
cious loans when this division is hung out as a temptation.
Then when the bubble bursts the banker goes to the other
extreme and his tendency is to be parsimonious, often from
a <m~.% narrow viewpoint and against his own interests.

:smmwﬂ 5. 2-While crop conditions have,a certain effect

on cc.mE%m. "1t is often localized and does not affect the

entire_business system fo the extent generally believed."

“Let us take the year 1900. Statistics of the Department of
Agriculture show that we had an area planted amounting
to 83,320,872 acres, producing 2,105,102,516 bushels at a
farm value of $751,220,084—an average of .357c per
bushel or $9.04 per acre. The following year, 1901, a
greater area was planted, 91,341,928 acres, but production
was less than the year before, being 1,522,619 bushels, but
with a greater farm value, $921,555,768, a per bushel value
of .605¢c and a yield per acre of $10.09. That is a usual
instance because the law of supply and demand insists that
in a year of short crops the price is higher, bringing as
much money to the farmer as a big crop with lower prices.

g

\mns.mﬁa m‘angahm —Foreign exchange is a barometer of
world Trade conditions. It is a study in itself, and all that
could be written about it would fill an ordinary library.
Every business man and investor should study the question,
because as we progress in our ecommerce and it becomes
more interlocked with that of other countries conditions
in those countries will more and more affect our every day
business life here. This subject is one of growing
ance. X e
~“We do not carry on our foreign trade the same as we do
the business among ourselves. Within our own borders a
simple check and draft system suffices, because funds in

T Ee—TTE———T

Blaine, ﬂggnmﬂﬁ.rmwm on a par with funds in Key West,

e ==rgeey)

Florida, But when a merchant in one country trades with
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a merchant in another country, there must be a medium
through which payment is cleared. This is known as for-

eign exchange. In principle foreign and domestic exchdnge

#re the same, the difference is in the value of the money
of one country as against another. Where the value of
the standard money in one country is high it brings a
premium, whereas the money of another country may have
depreciated for various reasons and it is penalized. Where
exchange is steady money in the leading countries is around
par, as during the normal times preceding the World War.
Then trade flows fairly evenly and there is little to fear
from difficulties in that direction, outside of the ordinary
business hazards. But in times of distress in different
countries, brought about by political or economic reasons,
foreign exchange has an important bearing on the study of
business depressions. Foreign trade is done on a basis of
payment in London or New York exchange, or between
bankers themselves in gold specie. If by watching the
daily newspaper quotations it can be seen where money
of a certain country that buys a large portion of our prod-
ucts is depreciated, there is almost certain to be a falling
off in demand from that country and, unless some other
country is taking the difference, depression in those com-
modities will likely result. Sometimes this condition may
be general. For instance, in wao ww Q.m.bﬂmﬁnwn dollar

T

became so high that foreign coun o&?.@l@-wo

N e e

buy _dollars in order to pay us.in our-ewrrmeney, , which we
%Bmﬁmmnf-ﬂgm angmented the depression because we
were unable to ship our surplus out of the country to as large
an extent as formerly. In normal years when trade flows
back and forth in its regular channels and exchange is
around par, trade balances tend to adjust themselves in
the same manner that a local clearing house clears checks
through a system of debits and credits, one against another.

o

We are going to be more mmmoﬁmm _o% foreign mxnrmhmm in

i, — e m—

go%ﬁcﬁwgmﬂm‘m&mmon?

ew-York-is-now-the--
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world’s financial center. To the extent that we are called
dpon to finance the world we are going to feel the reflection
in our own business life, and foreign affairs are going to
more largely enter into our trade revivals and depressions.

Exchange between two countries is at par when a de-
mand draft on either country sells in the other at its face
value. For instance, an English pound sterling in mint
value is $4.8665. Exchange therefore at par would bring:
$486.65 on a draft of 100 pounds, less the small banking
charge. If, however, conditions bring about a change in
the par value of either standard of money, the exchange
rates would' immediately reflect that fact. If a business
man is shipping goods to England, or is dependent on cus-
tomers who ship there, and a dollar is quoted at a premium
over the pound, then he can expect a slowing up of orders
from England until the ‘exchange is more favorable. Thus
it will be seen that foreign exchange not only affects the
exporter and importer, but all of us who are dependent more
or less on them. When foreign exchange is continually
against us, as in 1920-21, we may expect general depression
to some extent.

A premium on the dollar, as was the case in 1920-21,
means that there is an abundance of gold in this country
to back up the dollar, whereas a depreciating pound sterling
or German mark would mean that gold reserves were either
depleted in proportien to the depreciation or there was an
over abundance of fiat money in circulation in those coun-
tries. Another element that enters into the trade situa-
tion is the fact that when the exchange rate is against us,
that is, when the dollar is at a premium, we are likely to
not only export less but to import more, because countries
with depreciated money will make extraordinary efforts to
export in large quantities in order to establish a trade
balance and get the gold flowing back to them. Ordi-
narily, if we loaned a great deal of money to France, for
instance, or purchased their securities, there would be a
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great outflow of gold from this country to France. But
during the recent war period when we loaned heavily to
Europe we loaned through a process of giving bank credits
in this country with the understanding that credits were
not to be transferred to Europe but were to be used for
purchases of supplies in this country. Thus the exchange
later worked against us, whereas had we sent the gold it
would have been in our favor. In this way also we became a
creditor nation and at the same time kept the gold here.

The question of discount rates also enters largely into
the matter of foreign trade, but does not necessarily bear
directly on trade depressions in this country. When there
is a panic in one country it will immediately be reflected
by the exchange rates. With distrust growing in one coun-
try and reserves depleted banks will raise their discount
rates, which will be followed by like action by .banks in
commercially related countries.

In such times the banks of a country in distress draw
to the limit on their reserves in other countries, and those
countries are often taxed to meet them. It is through this
medium that one country is directly affected by panic in
another. It does not follow that all countries are fo be
affected by a panic in some one country, but only those
groups of commercially related countries which depend
largely upon one another. Even then, with a good banking
system, one country need not necessarily be greatly af-
fected by a crisis in another, no matter how closely related.

In 1920-21 people in necessitous countries hoarded large
amounts of foreign money, due to the huge profits they
saw accumulating daily through the continuous deprecia-
tion of their own currency. Depression can only be rem-
edied by finding a means of stabilizing exchange. This
may be done by making loans to countries whose exchange
is depreciated and help them to restore confidence, or to
buy sufficient of their goods to give them a favorable trade
balance, causing the flow of gold into that country. Most
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nations are not willing to import goods, because it destroys
home industry. But they are more willing to make loans if
certain of payment at maturity. These loans simply help
in the transition stage, and in time the situation will work
itself out. Unfavorable exchange prolonged for more than
a short time will cause the creditor country to feel the effect
as much as the debtor country. When exchange is stabilized
the vicious cycle is broken and economic conditions, all other
factors being satisfactory, will quickly return to normal.

In times of war some countries still resort to the mediaeval
practice of prohibiting the export of gold. This causes a
ptill wider fluctuation in exchange. Exchanges are af-
fected by the constant flow of gold and goods. This has
its effect on trade in this country because exchange being
against other countries they naturally can afford to buy
only as little as possible, whereas the premium on our
money makes it favorable for us to buy what we like. All
this causes the agitation for American valuation in the
tariff. The tariff schedules enacted in normal times be-
come a mass of confusion and have effects far from their
original intention in times of abnormal exchange.

Exchange can be brought to par by the simple expedient
of shipping gold. But in times of stress some countries
do not have the gold to ship or, as a matter of self-protec-
tion, do not wish to ship what they have. In such a case
foreign exchange must be carried on through the draft
system, which is generally used between countries that have
a very even balance of trade. All countries do business
through New York and London drafts, and these drafts
can be cashed above or below par according to the gold
situation and the trade balances in the different countries.
The high price of drafts in Germany would encourage and
stimulate the sale of American goods in Germany and
would encourage buying in Germany. Likewise, high
prices of drafts in the United States would encourage and
stimulate the sale of German goods in this country and
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discourage them from buying from us. It is evident then
that a favorable trade balance, such as we experienced
during the war, could not keep up indefinitely. The tide
must flow out, and this is often accomplished by a period
of depression.

Mr. Frank Vanderlip has proposéd a billion dollar inter-
national bank for the twofold purpose of regulating foreign
exchange and Uuoaoﬁbm international trade. This idea is
undoubtedly good, and if put into execution would go a long
way toward solving the knotty problem of foreign ex

o:mwhmﬁﬂ s ~N

. Strain of Qﬂm&& Through the agency of credit a great
ﬁm.mm@muﬂqw. ions payable in money are created. It
would, of course, be impossible to redeem them all at one
time. Against these credits there is kept a certain mEo:E“
of gold as reserve. If demands for redemption lessen the
quantity, it must be replenished. These demands now arise
mostly from foreign sources. It can be nmﬁmﬁmwg only by
curtailing credits. Such a process does not lessen in any
degree the amount of existing wealth, but none the less it
may necessitate painful readjustments in business. Those
who had counted upon the continuance of credit accommo-
dations are forced to curtail or even abandon their oper-
ations.

“If the demand for a liquidation of outstanding credits is
widespread, panic and business depression ensue. ﬁﬁmm_Ea
ig not destroyed. But the control of wealth passes more awm@
more into the hands of those who ouwb%wnbﬁﬁw 1,_and
activity-is-Jessenede G apital or wealth used in production is
diminished, and with the decrease in capital the creation of
new wealth slackens. On the other hand, in times of re-
viving business, the prospect of gain lures wealth into pro-
ductive uses and through credit the available capital is in-
creased.” Thus back of all the alternate periods of pros-
perity and depression lies the question of credit. No plan
has yet been found effective which will prevent these fluctu-

HISTORY OF BUSINESS DEPRESSIONS 267

ations, nothing which will give credit freely when credit.is
most wanted. But through a wise adjustment of credit
agencies much can be done to mitigate the severity of pe-
riods of stress and strain.

A time must come when there must be a contraction of
over-expanded credit.- At times we find the capital of the
netion largely tied up in the hands of speculators who have
practiced the unbelievable process of borrowing the peo-
ple’s money in order to increase the prices of their own
necessities. As the periods come along when we work out
of depressions- into good times the speculator :gradually
starts to borrow money because he is smart enough to know
that things are on the upward grade. He picks commodities
on which prices are well declined and are bound to rise with
greater demand. As time goes on he makes fair margins,
thus encouraged he increases his holdings through greater
borrowing. This nobguﬁmm for several years, all the ﬁEm
the EmEm tide of prosperi ‘eases

increases the tury oi specu mT
tion when nnally thet

¥eached. Some unforeseen in-
~Zident brings-sharp-reactioh or a revolt on the part of the
public against the ever increasing prices. Bank reserves
become low from the large borrowing and then the banker
becomes wary and begins to call loans. When this time
comes great sums of money are found in the hands of specu-
lators. Some of them hurry to unload if possible, taking a
small loss out of their already large gains and laying low
until the depression blows over. Others have to be carried
by the banks until the security can regain its value and
passed on to others. Thus speculation is not only responsi-
ble in bringing on our crises and depressions, but it inva-
riably prolongs them because of the long, painful spell that is
required to get conditions back to normal. During all this
time we hear the constant cry: :H_Eﬁmmnw_ bEEmmwm_: and
the average legitimate borrower an
mer are forced to liquidate many times at a sacrifice while
the capital of the country and their own deposits are used to
hold up speculators, non-producers, who have over-borrowed
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and if allowed to fail would often endanger the solvency of
the banking institutions themselves.
w==An English View.—Mr. J. M. Keynes who was in charge
of all Toans made By wmm ritain during the war and
author of “The Economic Consequences of Peace,” gives a
view on the world wide depression from the British stand-
point. “The causes om a._omm nuarnm_ ncoﬁzmﬂobm are va-

Asia and the miscalculations of Bwuorwunm have played the
biggest part. No doubt the war has been indirectly respon-
sible, because the severity of the crisis has been due to the
exceptional range of miscalculation, which the terrific fluc-
tuations in prices consequent on the budgetary policies of
governments have brought about, and also by the inapplica-
bility of pre-war standards as a guide to what was normal.
These helped business to lose its bearings and to drift far
out of its course. If we look back eighteen months, it is
obvious how greatly .the troubles of traders have been due,
not so much to the intrinsic situation as to grave miscalcu-
lations about it. The crisis commenced, not in Europe, but
in Japan. Thence it spread to the United States; next to
England and last of all to continental Europe, which has
not, at any time, experienced its full severity. What upset
British business was the sudden drying up of the Overseas
markets, India, China, Australia, South Africa and South
America; and it was the collapse of the exchanges between
London and many of these centers, rather than of those be-
tween London and the continent of Europe, that threw out
the calculations of the business world.

There were two other factors also which multiplied the
stream of commitments. Many markets had been starved
by the war of their usual supplies, and were replenishing
stocks. But it was difficult to know how much current de-
mand represented such replenishinent and how much of it
was covered by current consumption. Lastly, the abnormal
demand stimulated by all these influences was yet further
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exaggerated, because merchants, experiencing an unusual
difficulty in obtaining deliveries began placing orders on
an even larger scale than they really wanted, in order to
make sure of obtaining at least a proportion. For all these
reasons merchants and middlemen in all quarters of the
world over-ordered enormously. That is to say, they en-
tered in advance into commitments on a scale greatly in
excess of the current rate of consumption and at a price
level above that which the currency systems of the world
could support, hugely inflated though they were, when once
the actual goods were coming into existence and needing
finance. This necessarily resulted in an excess of stocks
and, when the Value of the stocks exceeded the amount of
‘Wealth which the world was <o_==ﬂmﬂﬂﬂiﬁmﬁmumﬂo mmmvr

.x

aside in | this form, the bubble burst.” |ﬂ

Political Uncertainty.—H. Gordon Selfridge, in Em ad-
mirable book “The Romance of Commerce,” says: “There

T

are enough mistakes made and poor judgment shown, as
we all know, in that field of activity called Commerce; but
if one-tenth of the foolishness had been employed there that
has been exhibited by those who have undertaken to govern,
all commerce and everyone connected with it, would have
been bankrupted many times over and have sunk long since

in the seas of oblivion.”

Political uncertainties often retard industry. The states-
man (a dignified name for politician) is often unmindtul of
the ifijury he is doing in bickering and delay. How many
times has trade been halted waiting the leisurely action
the legislators! =THe old bugaboo that we cannot change
ﬁormm»&iiwijm...,mﬁmﬁosm without accompanying depression
was long ago exploded. Time has proven that depressions
come under the administration of one political party as well
as another and it would be a sad and evil day for the Ameri-
can Republic if the threat were constantly held over us that
we had to vote one way or have our bread and butter taken
away from us.
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Presidential Elections.—It is rather old-fashioned now to
ascribe business depressions to presidential election years.
That has been so overdone in the use of politics and proven
to be so utterly without foundation that it is worth but little
space. By way of information, however, the accompanying
table will show the presidential election years since 1800 and
the years of depression, showing that only five depressions
have occurred in our history during presidential election
years, two of them being minor depressions.

Presidential Election Years

1800 1816 1832 1848 1864 1880 1896 1912
1804 1820 1836 1852 1868 1884 1900 1916
1808 1824 1840 1856 1872 1888 1904 1920
1812 1828 1844 1860 1876 1892 1908

Depressions falling in these years are:
1808 1848 1860 1884 1920

In one of these, namely, 1884, the depression was an issue
in the campaign. In none of the others was there much
connection between politics and business, although the de-
pression of 1860 was obviously from political causes on ac-
oo:dﬁ of gm wgddu}dm Civil War.

cesstve Taxation.+High taxes are going to be more and
more a cause om!%mwudmm:uﬂ in this country in future gener-
ations. In our early history the government was rich be-
yond compare because of the enormous amount of public
lands. From the sale of these the Federal treasury not
only received sufficient to run the government, but divided
great sums between the States. Following this period un-
der the protective regime we collected sufficient from that
source together with such internal revenue taxes as were
obtained from tobacco and liquor to run the government.
Then as we went into the Twentieth Century our expenses
were 80 enormous that we began to devise means of direct
taxation and the income and corporation taxes resulted.
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Under our present laws, on incomes of $200,000.00 and over
we exact fifty per cent. All of this, no doubt, has its effect
because the incentive is taken away to some extent for large
capitalists to make an effort because half of the effort, they
feel, goes for naught. Let us turn to the history of the
Roman Empire and examine into the causes of its decline.
We will find that “the pressure of public burdens was an in-
creasing disability that ate the very heart out of the capi-
talist and the labourer alike; there was no hope to inspire
energy or encourage enterprise and the gradual decay cul-
minated in an utter collapse.” The exorbitant taxes col-
lected to maintain an expensive government started the
decline of the commercial life of Rome. Will history re-
peat in Europe and America? Money spent for taxation
does not reproduce and unless we can keep money in pro-
ductive-ehannels we are bound to have depression in trade.

x Dumping. ;ﬁ:m subject is one of the utmost importance

during-depresSions. After the Revolution when we had no
organized central government, our trade was severely de-
pressed by dumping of English goods on our market. Our
infant manufactures had to close down and the trade bal-
ance was enormously against us.

Our great depression of 1819 was brought on as a direct
cause of dumping European goods in this country. It was
then that Lord Brougham made his famous speech in Par-
liament: “It was well worth while to incur a loss upon the
first exportation, in order, by the glut, to stifle in the cradle
those rising manufactures in the United States which the
war had forced into existence, contrary to the natural course
of things.”

While a protective tariff law had vmms enacted in 1812
which gave some protection during the war, it was entirely
inadequate and when peace came in Europe in 1815 followed
by very terrific depression and low prices in 1816, this
country became flooded with their surplus which was dis-
posed of by the well-known “auction” system. European ex-
porters were willing to sell at almost any price; first, to get
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cash; second, to destroy the rising American manufactures.
Considerable agitation swept over this country against the
“auctions;” yet they multiplied and in one year $14,685,399
worth of merchandise was auctioned in this country, which
was double the normal needs of the people. No wonder
prices in this country fell swiftly. Imported goods were
drawn into every nook in the country, causing stagnation
to the American manufacturer. Merchants and farmers
bought these goods eagerly, because they were cheap, but in
doing so they undermined the prosperity of their own
country. .

The dumping of this period of “auctions,” as it was called,
was a nightmare to American merchants and manufactur-
ers for many decades. Prices fell so low that merchandise
brought little more than the duties. Auctioneers increased
in number, wealth and influence. It was a common custom,
and one well understood by merchants, that many foreign
importers residing here, and who sold their goods mostly
by auction, were in the constant habit of receiving two in-
voices for each parcel of goods. One of these was made out
at a very low rate and was used to enter the goods; “the
other contained the actual cost.” Of course, the government
was injured by losing the revenue justly due it, while Amer-
ican manufacturers and importers suffered materially. Of
the many industrial enterprises which had been launched
during the war with so much confidence, only a few had
had a prosperous history. Many had been hopelessly
wrecked ; while others were thumping against the rocks and
threatened with speedy ruin.

After the Civil War we were saved because of protective
duties against dumping and naturally this subject is re-
lated to the tariff. Traders of all countries do this. We
are as guilty as the others. For years our manufacturers
have sold the surplus abroad at less than in the domestic
market. But practically all countries are now providing
against it. Following the World War our rich market and
high prices were prey for the foreign trader with a sur-
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plus. Everything was dumped on our market that could be
found in foreign countries, particularly food stuffs, affecting
the farmer very adversely. This was one of the primary
causes of the 1920-21 depression. Had we a protective tariff
or even an anti-dumping law our commodities would have
been given a chance to seek their normal level gradually.
When our farmers and manufacturers cannot have their
home market it is bound to mean depression, uhemployment
and far-reaching distress. In 1920 we were as thoroughly
at the mercy of foreign cheap labor as we were in 1819.
The American valuation plan is now agitated as an anti-
dote to dumping, but this plan is not new. It was first
known as the “Home Valuation” principle and was advanced
by John QEEV% Adams when he was a EvamH. of Congress
in 1832.—- N
&.Nma&ﬁw Eda@w —TIn former years the practice of hoard-
Ew Emm:mw&ldocg augmented depressions to a large extent,
i It is said that French peasants in the 19th century uni-
versally hoarded their savings, many times causing severe
stringency. Hoarding was also practiced in America during
the 19th century, particularly in the rural communities. As
Jate as the panic of 1907 a representative of the house of
J. P. Morgan & Co. gave as one of the causes of the money
stringency and panic that of money being hoarded away
in private places and kept out of circulation. As the intelli-
Fence of our people has advanced, this practice no doubt de-
creased, although it is yet to be reckoned with. In the 1920-
ww\.imvummmﬂom the average citizen liked to carry a “bank-
roll” of much larger proportion than formerly. In the flush
times of the war people became used to it and this practice
has taken the place.of the pot of coin %ﬁu&ﬂaﬁ%n

]

m.wm stocking stuffed full of : Boamw v and hid in the bureau.
The worst feature of hoarding is that it is more likely to
be practiced in times of stress or depression when it is most
harmful. The use of money as a store of value diminishes

itsefficiency for the purpose for which it is intended. It.

mmm.ummoam increases mum demand mogowmw since an “neffi-
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cient_instrument does less work. Conversely, whatever in-
creases the efficiency of money, lessens the demand for it.
Whatever increases the rapidity with, ﬁ;:or money circu-
lates therefore diminishes the, demand. ne of the mm..

“TA% the time of the Mississippi Bubble, 1720, under a paper
currency H.mmnbm mvooﬂm Eoum% was womamm to such an ex-
escription
of $=m vmﬁom was: :du&mu ?o wm:& ﬁwww noE was &mﬁm
romwmmn coow_m were moa:. den 1o Ke

ﬂm over 100 _ vres mxomv& ,cmuw notes. Still Boum%
disappeared. The resources of charitaple institutions, or-
phan schools, hospitals and almshouses were demanded by
the state and exchanged for paper. Finally, the penalty of
confiscation was: proclaimed against all who should, from
the date. of the proclamation, keep gold:or silver in their
-houses, whether coined or uncoined, instead of exchanging
it for paper money. With .nothing left to confiscate, even
arbitrary power was at a loss. The precious metals ap-
peared to have left the country. Foreign merchants could
not be compelled to take paper ‘instead of gold, nor could
they be prevented from paying .in French notes for the
goods they bought. Discontent and fear led to hoarding,
in spite of proclamations. The medium of. exchange was
at length reduced entirely to paper.. Trade, both foreign and
domestic, became paralysed.”

Preceding and during the ,panic of 1893 large sums of
money were withdrawn from the banks and hidden: away.
This was because the treasury had an over abundance of gil-
ver certificates and treasury notes and fear spread that the
treasury would never be - :able to redeem them in gold if it
were called upon. In this case confidence not only.in the
banks but in the Treasury itself was shaken.

‘War.—The United States has been particularly fortunate

-~ Yeats’ d :

Vi
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as regards serious foreign wars which often threaten the
foundations of a nation’s economical system. Only once
have we been Eﬁmmml_ n_the war of 1812—and that was b
a surprise and ent :.mH a mEnm. Hs 1o other E :

mnobon:o E.nmu.mm\nm E _&m _osm run. In our ‘Mexican War
We 7, T0C m:um <m% mo_mlmew Hs ﬁ_m y

‘business distress accompanies

the outbreak of a first rate war and brings depression in

countries who have trade relations with those at war. It

may even cause suspension of gold payments. The after-

math of war has peculiar effect on economic ood&ﬁoumwlf

}ﬁmﬁmu quo m‘wmbom, ﬁrm defeated, ﬁ:ﬂu big indemnities was
& Prosp

ermany, the victor. This situation
Smm wmdmammm mo:céE the World ﬂ@.n ﬂ&mu ﬁmdﬁmd? Hm =

other hand e:._um a number of wars have been caused by
commercial selfishness. In the Middle Ages when commerce
began to take hold of the people as an economic science
one country would suffer a period of depression while, per-
haps, its neighbor prospered either because of discrimi-
nating tariffs or favorable natfFal conditions. 'This led 1o.
quarrels and war.

ﬂpﬂmﬂﬁmgmwm stimulates business, reall

makes

the rich richer and Nafions are coming
fo find That war 1o longer pays and it is admitted now tha
had Germany continued her peace-time course she Woulc.
have con ooznnmwmn the commercial- world, whereas she failed
“to conquer the polifical world. @ﬂaﬂ:mmw the fiddler must
b& paid-by-both-vietor-and-vanquished and many times their
economic difficulties as an aftermath spread to involve the
neutrals. While France staged her revolution amid streams
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of blood and flame, England silently and peacefully under-
went her industrial revolution, increasing her wealth ten-
fold and putting her a half century ahead of her commer-
cial competitor.

To prosecute a war naturally calls out the resources of a
nation. Currency is inflated. Great quantities of money
are put into use. This money is still out at the end of the
war and overlaps for the period of two or three years, keep-
ing conditions good during that time, as was the case fol-
lowing the Revolutionary War, the Civil War, the War of
1812, the Spanish-American War and the World War. Off-
setting this is the overproduction in some lines. This ma-
terial including food-stuffs having been put in warehouses
in anticipation of war uses is held back for a while before
being thrown on the market. Returning soldiers are paid
off, thus putting money into circulation, helping the times
immediately following war, but when this money is spent
and the men have to get back into production and the sur-
plus material begins to be sold, then follows trouble. The
worst effects of after-war depressions could be avoided if
the same skill, energy and resourcefulness was used in that
direction as was used to prosecute the war. The depression
of 1920 could have been prevented in a large measure had
administrative ingenuity been properly used for a longer
period after the war. When the armistice was declared and
war industries stopped, throwing great numbers of men out
of employment, the government of necessity got back of the
gituation and the weight of our financial structure was
thrown back of peace industries that were languishing. The
men were put back to work in these industries and the re-
turning soldiers absorbed as fast as they returned. In fact,
there was such a demand for labor that the Government was
urged to speed up the return of the men. Great prosperity
ensued until April, 1920, when the depression set in and
gradually spread over the country, growing worse as the
months went by. The presidential campaign was coming
on, the President had been afflicted with paralysis, the Sec-
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retary of the Treasury, Mr. McAdoo, had resigned and there
was no head to the Government. . When various local crises
sprang up as a result of after-war readjustment, there was
no head to the government to help straighten things out.
Cabinet members refused to take any step, fearing the con-
sequences that happened to Mr. Lansing. Had there been an
active executive at the head of the Government who was am-
bitious and willing to help solve the problems arising, the
depression could have been averted or at least largely miti-
gated.

We bemoan war, as we should. We raise a great outery
against economic logs from it, as we should. But it is a little
known fact that the loss sustained by securities and stocks
of raw materials and merchandise during years of depres-
sion and forced liquidation is greater than the cost of car-
rying on the greatest military campaign in history. A recent
speaker at a bankers’ convention said that our national
wealth had increased 30 per cent during the war, during
which time we grew to be by far the wealthiest nation in
the world, but that our entire gain had been wiped out dur-
ing the depression of 1920-21. His statement is obviously
only partly true but is of sufficient import to set us think-
ing.



