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Simple unicausal theories
Agricultural(W.S.Jevons,H.S.Jevons,H.L.Moore)

Because the demand is more inelastic than the supply for 
agricultural products, the effort to adjust a production to 
available prices would lead farmers to move further from the 
market-clearing price and hence to make activity in 
agricultural markets more and more unstable. 
Farmers in competitive unregulated markets would decide 
how much to produce according to the market price at the 
time t-1 and they would sell in market in which the price was 
determined by the demand-supply at the time t.
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If supply is less elastic than demand, the cobweb 
would be attracting
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And the same with the time domain
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If demand is less elastic than supply, the cobweb 
would be exploding
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And the same with the time domain
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Psychological( Mills, Pigou)
Expansion creates optimism which stimulates 
investment and intensifies expansion. Contraction
creates pessimism, which increases contraction.
Errors in decision as influenced by alternating waves 
of optimism and pessimism played a significant role 
in accounting for instability. For instance, Keynes 
emphasized a significant role of psychological 
factors in instability of aggregate economic activity.
The role of expectations and anticipations in 
influencing economic decision making is strongly 
remarkable for example in stock market behaviour.
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Purely monetary theory(Hawtrey)

A basis for this theory is the quantity theory of 
money derived from the Marshallian or 
Cambridge equation of exchange.
This equation is , where
M is cash balances, k is a positive constant,
Y is nominal income  

This equation is the basis for the modern approach 
to monetary instability. 

Lecture 2

M k Y= ⋅



In its most rigid version, in which prices are assumed fixed, 
the money supply is exogenous, and k is fixed, it provides a 
precise, nevertheless unrealistic, guide to monetary policy. It
provides, in restictive form, a support for activities of a central
bank. Changing the conditions that govern changes in the 
supply of money is assumed after some period to move 
nominal economic activity in the same direction but not by a 
precisely specifiable amount.
This theory exaggerates the importance of the traders,
mainly their sensitivity to interest rate changes. This theory 
failed to realize that business fluctuations are likely to be 
more than monetary phenomena.

Economic Cycles.ppt19.10.2001
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Business economy theories
Price/cost relations, profit margins

(Mitchell,Lescure)

An increase in business causes rising profits, taxes, 
and the productive capacity of the existing industrial 
equipment. The expectation of making satisfactory 
profits induces active bidding among business 
enterprises for materials, labor, loan funds, and sends 
up their prices. Thus the prime costs of doing business 
become more heavy. After these processes have been 
running cumulatively for a while, it becomes difficult 
to advance selling prices fast enough to avoid a 
reduction of profits by the encroachment of costs.

Lecture 2
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A central position in this theory is the quest for profits. 
An expansion is dominated by the growth in business 
demand based on rising profit expectations. This 
inevitably leads to shortages and rising prices which 
squeeze profit margins. As the profit growth 
diminishes, so the business expansion goes in 
recession. Cost-cutting measures( layoffs, reduced 
hours of employment and so on) come to be dominant 
in recession. This in turn improves productivity and 
increases profit margins. An improved outlook for 
profits sparks recovery as firms step up the pace of 
capital spending and hiring.
In this theory, costs lag prices during both early 
expansion and early contraction.  

Lecture 2
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Inventory cycles
(Metzler)

This theory is introduced for a simple explanation of 
short business cycles caused by trader’s self-defeating 
efforts to build or reduce inventories. A basis stone is 
built with entrepreneurs have a fixed notion of their 
desired inventory/sales ratio. 
If demand goes up the ratio, in this moment, is low 
and entrepreneurs try to increase it. This effort 
increases sales and the ratio falls. The upper turning 
point is the result of the marginal propensity to 
consume, which is positive, but less than one. 
Therefore, the increases in sales will be smaller than 
the increases in income.

Lecture 2
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The entrepreneurs try to reduce their inventory levels 
and their sales fall, and the effort further reduces 
income and so prevents the fall in the ratio. The rate of 
decline in sales is lower than the rate of decline in 
income, and so over time, the entrepreneurs reestablish 
the desired inventory/sales ratio and the contraction 
bottoms out. 
This theory has been criticized that rational profit-
seeking entrepreneurs would not have a fixed 
inventory/sales ratio but would in fact want the ratio 
itself to vary over cycle. This theory ignored the 
impact of change in expectations, which could prove 
even more significant influences in entrepreneur's 
behavior than the changes in past sales.

Lecture 2

Economic Cycles.ppt



MSV

19.10.2001

Overinvestment theories
Monetary Theories

( Wicksell, Hayek, von Mises)
These theories contemplate the impact that the 
existence of an elastic monetary system could have on 
the general economic equilibrium. These theories 
differ from classical monetary theories proclivities for 
the banking system to investment.

The savings-investment process
theories

Pre-Keynesian

Lecture 2
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Say’s law of market and an assumption of flexible 
wages and prices, which led to the conclusion that full 
employment operation of the economy with all output 
being purchased was the long-run natural result. 
Business fluctuations were considered as minor self-
correcting phenomena.
The cyclical expansion of the money supply is caused 
by profit-seeking bankers. Therefore is distinguished 
the natural and market rate of interest.

Lecture 2
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•Natural interest rate(in), the supply of savings 
would equal the demand for loanable funds, which 
was determined by what entrepreneurs wished to 
invest. This one ensured that all expenditures in the 
circular flow not utilized by consumption would be 
saved and invested.
•Market rate of interest(im), equated the demand 
for funds with the bank-inflated supply of loanable
funds. Hence, the impact of the operation of the 
banking system was to drive the market rate of 
interest below the natural rate. 
Only when the two rates were the same could the 
economy achieve equilibrium(the figure as follows).

Lecture 2
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•Monetary overinvestment theory

Fridrich von Hayek

Why is it that producer goods industries exhibit much 
greater amplitude over the cycle than consumer goods 
industries?

Hayek argued that the banking system makes loans 
available to entrepreneurs during the upswing, causing the 
market rate of interest to fall below the natural rate.

Economic Cycles.ppt
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Hayek’s major addition was to claim that the banks lent to 
the higher stages of production, thereby enabling them to 
expand. If bank credit enabled the higher stages to bid 
resources away from the lower stages, expansion would 
lead to higher income, whereas consumer goods output 
would not have increased - and might even decrease.
This situation would necessarily lead to an increase in 
consumer prices.
The result would be higher prices for consumer goods, and 
with higher prices, consumers could not buy as much out of 
any level of nominal income. This is called forced saving. 

Economic Cycles.ppt
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The theory is based on a simplistic view of how banks
perform. Its weaknesses would include its failure
to appreciate that real as well as monetary  factors can lead 
to capital formation( changes in profit expectations, 
technological changes, and so on).
In general, it has been criticized for overemphasizing the 
importance of monetary factors( changes in interest rates) 
and its relatively unrealistic view of the investment process 
in general. Hayek pays no attention to the impact of 
changes in expectations on the behavior of entrepreneurs.
Hayek’s theory, while offering an interesting rational view 
for the fixed investment cycle, is ultimately an inadequate 
explanation of modern business cycles because it ignores 
too many critical factors.

Economic Cycles.ppt
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Nonmonetary Theory
•Shortage of Capital( Cassel)

The rate of investment is too high relatively to
the resources devoted to consumption rather
than saving( investment is disproportionate to the rate
of saving). The rate of investment has outrun savings. 
The shortage of capital in late expansion is thus a real
shortage as a conflicting demand for resources on 
increased production.
What is overestimated? It is the capacity of capitalists
to put savings in sufficient quantity at the disposal
of producers.

Economic Cycles.ppt



•Schumpeter’s Innovation Theory
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The cause of the upper turning point is that the rate of 
investment during expansion has exhausted the resources 
available for investment.
The cause of major expansions in the investment opportunities 
provided by a major technological breakthrough. It is 
distinguished between inventions and innovations. The 
invention is the discovery of new way of producing. The 
innovation has occurred discontinuously bringing a 
discontinuity in a production function.
The profit-motivated activity of entrepreneurs who operate
within a given culture and are heavily influenced by all
the experiences that shape as well as limit their perspective
and vision.
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The theory instability in modern industralized market-oriented 
economies is focused on the profit-motivated activity of 
entrepreneurs who operate within a given culture and are 
heavily influenced by all the experiences that shape as well as 
limit their perspective and vision. 

It is distinguised a competitive capitalism and creative 
destruction-trustified capitalism as a base for real business 
cycle theory in the sense that, while banks could exacerbate 
instability, they were not necessarily responsible for it. 
Technological changes, maximization profit behavior of 
modern firms, and banks behavior are causes of economic 
instability in modern capitalist economies.
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Underconsumption
(Malthus,Sismondi)

Economic Cycles.ppt

The underconsumption theories belongs among the oldest 
explanations for cyclical instability.
The cause of the upper turning point is the decreasing ability 
of the economy to continue in consuming what it produces 
during expansion.
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Marxian

Marx’s view of instability has strong underconsumption
connotations. His analysis led him to predict that the 
revolution would come first in the most mature capitalist 
country.

Economic Cycles.ppt
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Keynesian

Lecture 2

Rejecting the two assumptions that formed the cornerstones 
of classical and neoclassical thoughts:
1) Say’s law of markets

the process of producing output created the income to 
purchase it
2) full employment

provided wages and prices were flexible, there exists a 
price at which any market could be cleared

Economic Cycles.ppt



In classical or neoclassical economics
Fluctuations in the interest rate equated savings and
investment.
Any divergence between savings and investment would affect
the interest rate so as to reestablish the equality between 
savings and investment.
Keynes emphasized an effective demand-the demand of
• consumers for consumers goods,
• firms for investment goods,
• government for public goods.

Economic Cycles.ppt



Keynes asserted
• The consumption function, representing the functional relationship 
between income changes and consumption changes was one of the more
stable relationships.
• Investment was determined by the profit expectations of the
entrepreneurs and the costs of investment. Investment could be
affected by changes in the interest rate. Entrepreneurs compare known 
interest rates with anticipated or expected profit rates. They can either 
invest in their own firm or lend in the open market to others.
• Business cycles are largely the result of instability in private
investment. The demand for investment funds-the marginal efficiency of 
capital-was changed to the marginal efficiency of investment(MEI) to 
stress the crucial role in reflecting entrepreneurs current profit 
expectations.

Economic Cycles.ppt
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What caused a Keynesian crisis:
complete colapse in the marginal efficiency schedule.There 
might be little sensitivity in the economy to changing interest 
rates i. Profit expectations might be so low as to preclude 
investment in the eyes of the entrepreneur, even at low interest 
rates.

“Underemployment equilibrium” is possible only if wages and
prices are “sticky”. If prices( and wages) are flexible then there
is always a market price which will equate demand and supply.
Presumably this should apply to the labour market as well. It is
questionable whether full employment is possible even with
flexible wages.

Economic Cycles.ppt
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Collapse of the MEI

Economic Cycles.ppt
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Keynes’s theory implies two politics:

Monetary policy
to encourage greater or less activity in private sector-
when enterpreneurs’ profit expectations could be so
low that any interest rate seems too high.
Fiscal policy
stimulating or depressing economic activity by
direct government expenditures and taxes. 

Economic Cycles.ppt



MSV

14.10.2000

Post- Keynesian Business Cycle Theory

Lecture 2

Theories of instability have generally moved in 
one of two directions:
1) to make explanations of instability more dynamic
2) the “new classical theories” represented efforts 
to argue that Keynesian conclusions were a special 
case theory could restore thinking about instability 
to the pre-Keynesian perspective.

Economic Cycles.ppt



Dynamics models
(Samuelson, Fellner)
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is the multiplier
MPC is the marginal propensity to consume
MPS is the marginal propensity to save

Multiplier

K Yα ⋅ ∆ = ∆
where 1 1

1 M P C M P S
α = =

−

α
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Simple Multiplier

Price 
Level

Real GDP

AD

AD1 AS short run

E0 E1

EE

AD aggregate demand,  AS aggregate supply, E equilibrium

P0
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Accelerator
tells us that small change in consumer demand can
lead to a relatively large change in investment:

C Iβ⋅∆ = ∆
When output is increasing it is necessary to invest in
order to increase the capacity to produce consumption
goods. When output is falling it may not even be
necessary to replace old capital and to invest in new 
capital. The accelerator helps explain why producer 
goods industries are more volatile than consumer
goods industries.

Economic Cycles.ppt14.10.2000



Multiplier-accelerator interaction

The economy is settled into a depression with 
heavy unemployment. Then a revival of investment 
demand occurs. Orders are placed for new plant 
and equipment, which creates new employment in 
the capital-goods industries. The newly employed 
works spend most of their earnings. This creates 
new demand for the consumer goods that they buy.
A multiplier process is now set up with new 
employment and output created in the consumer 
goods industries. 



The spending of the newly created output in turn
means further increases in demand. The increased 
demand for consumer goods will create, by the 
accelerator process, an increased demand for capital 
goods. Because existing equipment is fully employed
in industries, extra output will require new capital 
equipment. Such investment will increase demand in 
the capital-goods sector of economy. So the process 
goes on, the multiplier-accelerator mechanism 
continuing to produce a rapid rate of expansion in the
economy.  



The upper turning point
Firms find new investments more expensive than anticipated, 
and thus some will become unprofitable. Limits the expansion 
have exhausted of the reservoir of unemployed labor. Further 
expansion requires growth of the labor force or growth of 
labor productivity. The full-employment ceiling guarantees 
that any sustained rapid growth rate of output will be slowed. 
A slowing down in the rate of increase of production leads to
a decrease in the investment in new equipment by the
acceleration process. This decrease causes a drop in
employment in the capital-goods industries, and by the
multiplier, a fall in consumer demand. Thus investment in
plant will be reduced. Unemployment begins to mount and the
upper point has been passed.



The lower turning point
Aggregate disposable output falls, households will spend all 
their income and none will be saved. Investment expenditure 
will be postponed in aggregate expenditure. Industries provide
only basics sales and need replacement investment. An 
expansion of business activity for replacement investment will
be a revival for existing capital wears out the capital stock 
will fall below the level required to produce current output. 
New machines will be bought to replace those that are worn 
out. The rise in the level of activity in the capital-goods 
industries will cause, by the multiplier, a further rise in output.
The lower turning point of the economy has been passed. 
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Growth-Cycle Models
(Harrod, Domar, Kalecki, Kaldor,Goodwin)
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Domar’s model

σ is the potential average productivity of investment, i.e. 
the increase in output via investment

The rate of growth of the aggregate economy necessary to 
keep its resources fully employed is equal to α

In this model used production functions have little 
substitutability among the inputs to argue that an economic 
system is inherently unstable.
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Harrod’s Growth Theory

The analysis of three different growth rates.
The first, 

the actual growth rate,

,G C s⋅ =
where

YG
Y

∆=

Ss
Y

=

- the rate of growth of income

- the capital coefficient (i.e., the growth of capital
produced by the investment that is occurring) 

-the rate of saving (savings, S, divided by income, Y)

IC
Y

=
∆
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The equation, therefore, simply tells us how fast the 
economy can grow, recognizing that the rate of saving 
determines the rate of resource availability for investment 
and  the rate of investment determines the growth in the 
capital stock.



Lecture 2 MSV

Economic Cycles.ppt14.10.2000

The second

is the equilibrium rate of growth and is written

where the capital growth rate (Cr), necessary to 
produce such growth rate that the entrepreneurs’ 
expectations will not be disappointed.

Gw

,w rG C s⋅ =

the warranted rate of growth
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The third rate of growth is

the natural rate of growth Gn

and represents the rate of growth with population and 
technological changes as they are in fact. 
This rate of growth,          is one which may not be achieved, 
so we say that                     

is “full employment rate“.

G n

G C sn r = .
Gn



Lecture 2 MSV

Economic Cycles.ppt14.10.2000

Harrod considers various relationships among the three 
growth rates. Thus, at full employment, G must fall to     . 
In revival, G is less than . When       is below         , a 
business slump is inevitable (expectation are doomed to 
disappointment). When G is greater then       , a boom 
develops (and when G is less than        , a slump will be 
produced). If        is greater than       ,G must be lower than  
- a situation called secular stagnation.

Gn

Gn Gn Gw

Gw
Gw

Gw
Gn Gw
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Hicks’s Dynamic Model

John R. Hicks began his consideration by noting that
Harrod’s warranted rate of growth.
Hicks considered the growth rate of the economy assuming 
that saving was a lagged function of income, that 
the accelerator would be non-linear, the horizontal scale 
represents time. The lowest growth rate shown, HH, 
represents the rate at which the economy will grow over
time due to changes in the autonomous rate of investment.
It is the fundamental long-run growth rate of the economy. 
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Growth rate, LL, the lower equilibrium growth rate, represents 
the rate of growth the economy would achieve over time due 
to the impact of the multiplier on the change in investment that
forms the basis for HH.  Growth rate, EE, represents the upper 
equilibrium growth rate and indicates the impact on growth 
not only of autonomous investment but also of induced 
investment. This latter reflects the operation of the accelerator. 
EE rate of growth represents the combined impact  on growth 
of autonomous growth (the HH rate), the multiplier effect on 
the underlying investment increase lying back of HH, the 
changes in investment induced by LL (the accelerator). 
Growth rate, FF, need not lie above the other three, but here 
that position is assumed. It represents the rate of  maximum 
growth possible if all resources are fully employed.
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Hicks’s model shows cyclical activity within a growth context

Lecture 2
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The actual rate of growth is suggested in the movement from
P0 to P1 and so forth. Assume that the economy is moving at its
equilibrium growth rate, EE, there is a greater than average
increase in autonomous investment (an exogenous shock
to the economy). Great the rate might be, when the economy
reaches FF, by definition it cannot grow any faster. It has hit 
the “full employment ceiling“. All greater than
Average multiplier and accelerator forces have to all at P1.
After the economy moves away from FF, the negative forces
affecting economic activity would include negative multipliers, 
and accelerator forces rendered impotent by the increasing 
appearance of excess capacity. These negative forces,
therefore would produce a recession. 



What ends the recession is that the negative 
forces will be weakened somewhat by factors 
such as the  marginal propensity to consume the 
positive multiplier and accelerator forces 
associated with LL overcome the steadily weaker 
negative forces associated with the recession. In 
cases of severe recession (Hicks called it a slump 
equilibrium - ).P3

Economic Cycles.ppt14.10.2000



Chaos
(Baumol, Quandt, Brock, Sayers)
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Chaos models have two basic properties:
1) there are sudden breaks in the behavioral pattern
2) the model parameters are extremely sensitive to small

changes.

This type of model can be used to explain recessions 
and recoveries from a technical standpoint.
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Next lecture

New classical theories


