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INTRODUCTION TO THE SERIES

THE science of Economics, like all other branches
of knowledge, recognizes no limitation by national
boundaries. Contiguity of residence may give a
certain unity to the speculation of particular
groups of economists, a tradition of good teaching
may give a presumption of excellence to the
products of particular seminars; and in this sense
it is not foolish to speak of local schools of econo-
mic thought, or to attach geographical labels to
particular theories. But to speak of Economics,
as distinct from economists, in terms of national
or municipal classifications, to distinguish an
English Economics from a Continental Economics,
and so on, has no more sense than to speak of
English Arithmetic. The criteria of scientific
validity take no account of origins, and the
economist who refused to avail himself of a
particular set of propositions because they were
foreign would be acting no less unscientifically
than the chemist or physicist who acted on
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INTRODUCTION

similar principles. It has been well said that
there are only two kinds of Economics — good
Economics and bad Economics. All other
classifications are misleading.

Unfortunately, the economist, far more than
the practitioner of the natural sciences, is victim
to the curse of Babel. The chemist and the phy-
sicist — dealing as they do with tangible and
quantitative relations between easily definable
things — can converse in what to all intents and
purposes is an international language. A very
modest linguistic equipment is sufficient to enable
one to follow all the chief contributions in such
branches of science. In Economics this is not so.
The complicated social relationships which are
its chief preoccupation lend themselves much less
to merely symbolic analysis. No doubt, even here,
mathematical methods can be of considerable use
both in assisting thought and in securing com-
plete precision. But the description of what the
symbols represent, the delimitation and inter-
pretation of concepts, these are matters which, in
the social sciences, require a wealth of qualitative
terminology and a subtlety of expression calculated
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to strain to the full the resources of any language.
Small wonder, then, that the professional econo-
mist, with limited time and limited powers at his
disposal, will often conclude that depth is to be
preferred to breadth and that a more intensive
exploitation of the resources available to him in
his own language is likely to yield more than the
attempt to assimilate material only available in
foreign tongues. Small wonder too that, in
consequence of these conditions, there is probably
more overlapping and wasteful duplication of
effort in Economics than in any other branch of
scientific knowledge. I know of no natural
science in which it would be possible for a man to
devote years to the discovery of propositions which
are already commonplaces in language areas other
than his own. It is notorious that in Economics
this frequently happens.

It follows, therefore, that, in Economics, even
more than elsewhere, there is an urgent need for
a continuous series of translations which shall
make available to economists in different coun-
tries the results of investigations in languages
other than their own. In England before the war
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this need was beginning to be met. The Bruce
translation of Pantaleoni, the Wotzel translation
of Pierson, the Smart translations.of Bohm-
Bawerk, are examples of work of a high order of
scholarship and literary excellence which kept
us in touch with the best products of contem-
porary thought abroad. But the war (which upset
so many good things) interrupted this process of
internationalization, and since the war it has not
been completely resumed. This series is an
attempt to make good the gap — to make available
to English and American readers the chief recent
contributions in foreign languages to the advance-
ment of Economic Science.

It is unnecessary to introduce at length the
author of the present volume, Professor von
Hayek, until recently Director of the Austrian
Institut fir Konjunkturforschung, now Tooke
Professor of Economic Science and Statistics in
the University of London. Professor Hayek’s
Prices and Production, and his various contribu-
tions to Economica and the Economic Journal will
already have made him familiar to most English
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readers interested in recent developments 1n the
theory of money and credit. The present volume,
Monetary Theory and the Trade Cycle, is a trans-
lation of a work which was published in Austria
before Prices and Production, and which deals with
the problem of trade fluctuation from a more
general point of view. The preface makes clear
the precise relationship between this work and the
author’s other investigations in the same field.
LioNEL RoOBBINS

The London School of Economics
September 1932
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PREFACE

THE German essay*, of which the following is a
translation, represents an expanded version of a
papert prepared for the meeting of the Verein
fiir Sozialpolitik,] held in Zirich in September
1928, and of some remarks contributed to the
discussion at that meeting. Although, in revising
the translation, I have made numerous minor
alterations and additions (mainly confined to the
footnotes), the general course of the argument has
been left unchanged. The book, therefore, still
shows signs of the particular aim with which it
was written. In submitting it to a public different
from that for which it was originally intended, a
few words of explanation are, perhaps, required.

* Geldtheorie und Konjunkturtheorie (Beitrage zur Konjunktur-
forschung, herausgegeben vom Osterreichisches Institut fiir Kon-
junkturforschung, No. 1). Vienna 1929.

t Einige Bemerkungen iber das Verhdltnis der Geldtheorie zur
Konjunkturtheorie in vol. 173, part 2 of the ‘Schriften des Vereins
fur Sozialpolitik,” Miinchen 1928.

} Schriften des Vereins fiir Sozialpolitik, vol. 175, pp. 369-374,
Miinchen 1928.
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PREFACE

In Germany, somewhat in contrast to the
situation in English-speaking countries, monetary
explanations of the Trade Cycle were always, or at
least until quite recently, regarded with some
mistrust. One of the aims of this study — one
on which an English reader may feel that I have
wasted unnecessary energy — was to justify the
monetary approach to these problems. But I hope
that this more explicit statement of the role of the
monetary factor will not be found quite useless,
for it is not only a justification of the monetary
approach but also a refutation of some over-
simplified monetary explanations which are widely
accepted. In order to save the sound elements
in the monetary theories of the Trade Cycle, I had
to attempt, in particular, to refute certain theories
which have led to the belief that, by stabilizing
the general price level, all the disturbing monetary
causes would be eliminated. Although, since this
book was written, this belief has been somewhat
rudely shaken by the crisis of 1929, I hope that a
systematic examination of its foundations will still
be found useful. The critique of the programme
of the ‘stabilizers’, which is in many ways the
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PREFACE

central theme of this book, has now occupied
me for many years, and since I deal here only
with some special problems which have grown
mainly out of these studies, I may perhaps be
permitted to refer below to other publi-
cations, in which I have partly dealt with
certain further theoretical problems and partly
attempted to use these considerations for the
elucidation of contemporary phenomena.* In
particular, my Prices and Production, originally
published in England, should be considered as
an essential complement to the present publication.
While I have here emphasized the monetary
causes which start the cyclical fluctuations, I
have, in that later publication, concentrated on the
successive changes in the real structure of production,
which constitute those fluctuations. This essential
complement of my theory seems to me to be the

® Die Wihrungspolitik der Vereinigten Staaten seit der Uberwindung
der Krise von 1920, Zeitschrift fiir Volkswirtschaft und Sozialpolitik,
N.F., vol. v, 1925. Das intertemporale Gleichgewichtssystem der
Preise und die Bewegungen des Geldwertes, ‘Weltwirtschaftliches
Archiv,’ vol. 28, 1928, The ‘Paradox’ of Saving, ‘Economica’ No. 32,
May 1931. Prices and Production, London, 1931. Reflections on the
Pure Theory of Money of Mr. ¥. M. Keynes, ‘Economica’ Nos. 33-35,
1931-32. Das Schicksal der Goldwdhrung, Der Deutsche Volkswirt,
1932. Kapitalaufzehrung, ‘Weltwirtschaftliches Archiv,’ vol. 36, 1932.
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PREFACE

more important since, in consequence of actual
economic developments, the over-simplified mone-
tary explanations have gained undeserved pro-
minence in recent times. And since, in all my
English publications, I have purposely refrained
from combining purely theoretical considerations
with discussions of current events, it may be useful
to add here one or two remarks on the bearing
of those considerations on the problems of
to-day.

It is a curious fact that the general disinclination
to explain the past boom by monetary factors
has been quickly replaced by an even greater
readiness to hold the present working of our
monetary organization exclusively responsible for
our present plight. And the same stabilizers who
believed that nothing was wrong with the boom
and that it might last indefinitely because prices
did not rise, now believe that everything could be
set right again if only we would use the weapons
of monetary policy to prevent prices from falling.
The same superficial view which sees no other
harmful effect of a credit expansion but the rise
of the price level, now believes that our only
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difficulty is a fall in the price level, caused by
credit contraction.

There can, of course, be little doubt that, at
the present time, a deflationary process is going
on and that an indefinite continuation of that
deflation would do inestimable harm. But this
does not, by any means, necessarily mean that the
deflation is the original cause of our difficulties
or that we could overcome these difficulties by
compensating for the deflationary tendencies, at
present operative in our economic system, by
forcing more money into circulation. There
is no reason to assume that the crisis was started
by a deliberate deflationary action on the part of
the monetary authorities, or that the deflation
itself is anything but a secondary phenomenon,
a process induced by the maladjustments of
industry left over from the boom. If, however,
the deflation is not a cause but an effect of the
unprofitableness of industry, then it is surely vain
to hope that, by reversing the deflationary process,
we can regain lasting prosperity. Far from follow=
ing a deflationary policy, Central Banks, particularly
in the United States, have been making earlier

19



PREFACE

and more far-reaching efforts than have ever
been undertaken before to combat the depression
by a policy of credit expansion — with the result
that the depression has lasted longer and has
become more severe than any preceding one.
What we need is a readjustment of those elements
in the structure of production and of prices
which existed before the deflation began and
which then made it unprofitable for industry
to borrow. But, instead of furthering the inevit-
able liquidation of the maladjustments brought
about by the boom during the last three years, all
conceivable means have been used to prevent
that readjustment from taking place; and one of
these means, which has been repeatedly tried
though without success, from the earliest to the
most recent stages of depression, has been this
deliberate policy of credit expansion.

It is very probable that the much discussed
rigidities, which had already grown up in many
parts of the modern economic system before
1929, would, in any case, have made the process
of readjustment much slower and more painful.
It is also probable that these very resistances to
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readjustment would have set up a severe defla-
tionary process which would finally have overcome
those rigidities. To what extent, under the given
situation of a relatively rigid price and wage
system, this deflationary process is perhaps not
only inevitable but is even the quickest way of
bringing about the required result, is a very
difficult question, about which, on the basis of
our present knowledge, I should be afraid to make
any definite pronouncement.

It seems certain, however, that we shall merely
make matters worse if we aim at curing the
deflationary symptoms and, at the same time (by
the erection of trade barriers and other forms of
state intervention) do our best to increase rather
than to decrease the fundamental maladjustments.
More than that: while the advantages of such a
course are, to say the least, uncertain, the new
dangers which it creates are great. To combat the
depression by a forced credit expansion is to
attempt to cure the evil by the very means which
brought it about; because we are suffering from
a misdirection of production, we want to create
further misdirection — a procedure which can only
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lead to a much more severe crisis as soon as the
credit expansion comes to an end. It would not be
the first experiment of this kind which has been
made. We should merely be repeating, on a much
larger scale, the course followed by the Federal
Reserve system in 1927, an experiment which
Mr. A. C.Miller, the only economist on the Federal
Reserve Board and, at the same time, its oldest
member, has rightly characterized as ‘the greatest
and boldest operation ever undertaken by the Fede-
ral reserve system’, an operation which ‘resulted
in one of the most costly errors committed by it
or any other banking system in the last 75 years’.
It is probably to this experiment, together with
the attempts to prevent liquidation once the crisis
had come, that we owe the exceptional severity
and duration of the depression. We must not
forget that, for the last six or eight years, monetary
policy all over the world has followed the advice
of the stabilizers. It is high time that their influ-
ence, which has already done harm enough, should
be overthrown.

We cannot hope for the overthrow of this
alluringly simple theory until its theoretical basis
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is definitely refuted and something better substi-
tuted for it. The opponents of the stabilization
programme still labour — and probably always
will labour — under the disadvantage that they
have no equally simple and clear-cut rule to
propose; perhaps no rule at all which will satisfy
the eagerness of those who hope to cure all evils
by authoritative action. But whatever may be our
hope for the future, the one thing of which we must
be painfully aware at the present time —a fact
which no writer on these problems should fail to
impress upon his readers — is how little we really
know of the forces which we are trying to influence
by deliberate management; so little indeed that it
must remain an open question whether we would
try if we knew more.
FriebricH A. Havek

The London School of Economics
Fune 1932
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CHAPTER 1

THE PROBLEM OF THE TRADE
CYCLE

ANy attempt either to forecast the trend of
economic development, or to influence it by
measures based on an examination of existing
conditions, must presuppose certain quite definite
conceptions as to the necessary course of economic
phenomena. Empirical studies, whether they are
undertaken with such practical aims in view, or
whether they are confined merely to the amplifica-
tion, with the aid of special statistical devices, of
our knowledge of the course of particular phases
of trade fluctuations, can, at best, afford merely a
verification of existing theories; they cannot, in
themselves, provide new insight into the causes
or the necessity of the Trade Cycle.

This view has been stated very forcibly by
Professor A. Lowe.*

* In his essay: Wie ist Konjunkturtheorie itberhaupt mcglich? Welt-
wirtschaftliches Archiv, vol. 24. 1926 part 2, p. 166.
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MONETARY THEORY AND THE TRADE CYCLE

‘Our insight into the theoretical interconnections
of economic cycles, and into the structural laws of
circulation’, he says, ‘has not been enriched at all
by descriptive work or calculations of correlations.’
We can entirely agree with him, moreover, when
he goes on to say that ‘to expect an immediate
furtherance of theory from an increase in empirical
insight is to misunderstand the logical relationship
between theory and empirical research’.

The reason for this is clear. The means of
perception employed in statistics are not the same
as these employed in economic theory; and it is
therefore impossible to fit regularities established
by the former into the structure of economic laws
prescribed by the latter. We cannot superimpose
upon the system of fundamental propositions
comprised in the theory of equilibrium, a Trade
Cycle theory resting on unrelated logical founda-
tions. All the phenomena observed in cyclical
fluctuations, particularly price formation and its
influence on the direction and the volume of
production, have already been explained by the
theory of equilibrium; they can only be integrated
as an explanation of the totality of economic
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events by means of fundamentally similar con-
structions. Trade Cycle theory itself is only
expected to explain how certain prices are deter-
mined, and to state their influence on production
and consumption; and the determining conditions
of these phenomena are already given by
elementary theory. Its special task arises from
the fact that these phenomena show empirically
observed movements for the explanation of which
the methods of equilibrium theory are as yet
inadequate. One need not go so far as to say that
a successful solution could be reached only in
conjunction with a positive explanation of
elementary phenomena; but no further proof is
needed that such a solution can only be achieved
in association with, or by means of, a theory
which explains how certain prices or certain
uses of given goods are determined at all. It is
not only that we lack theories which fulfil this
condition and which fall outside the category
best described as ‘equilibrium theories’ * —

*Cf. Lowe: Der gegenwdirtige Stand der Konjunkiurtheorie in Deutsch-
land, Die Wirtschaftswissenschaft nach dem Kriege, Festgabe fiir
Lujo Brentano zum 80. Geburtstag, vol. ii, p. 360.
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MONETARY THEORY AND THE TRADE CYCLE

theories which are characterized by taking the
logic of economic action as their starting point;
the point is rather that statistical method is
fundamentally unsuited to this purpose. Just as
no statistical investigation can prove that a given
change in demand must necessarily be followed by
a certain change in price, so no statistical method
can explain why all economic phenomena present
that regular wave-like appearance which we
observe in cyclical fluctuations. This can be
explained only by widening the assumptions on
which our deductions are is based, so that cyclical
fluctuations would follow from these as a necessary
consequence, just as the general propositions of
the theory of price followed from the narrower
assumptions of equilibrium theory.

But even these new assumptions cannot be
established by statistical investigation. The statis-
tical approach, unlike deductive inference, leaves
the conditions under which established economic
relations hold good fundamentally undetermined;
and similarly, the objects to which they relate
cannot be determined as unequivocally as by
theory. Empirically established relations between
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various economic phenomena continue to present
a problem to theory until the necessity for their
interconnections can be demonstrated indepen-
dently of any statistical evidence.* The concepts
on which such an explanation is based will
be quite different from those by which statistical
interconnections are demonstrated; they can
be reached independently. Moreover, the
corroboration of statistical evidence provides,
in itself, no proof of correctness. A priori we
cannot expect from statistics anything more than
the stimulus provided by the indication of new
problems.

In thus emphasizing the fact that Trade Cycle
theory, while it may serve as a basis for statistical

® Cf. the excellent analysis given by E. Altschul in his well-known
essay Konjunkturtheorie und Konjunkturstatistik (Archiv fiir Sozial-
wissenschaft und Sozialpolitik, vol. 55, Tubingen, 1926). Altschul
as a statistician deserves especial credit when, recognizing the
limitations of statistical methods, he writes (p. 85) ‘In economics
especially, the final decision about the significance of a certain
phenomenon can never be left to mathematical and statistical analysis.
The main approach to research must necessarily lie through theoretic-
ally obtained knowledge.” Cf. also A. C. Pigou, Industrial Fluctua-
tions, 2nd ed. (London, 1929) p. 37, “The absence of statistical corre-
lation between a given series of changes and industrial fluctuations

does not by itself disprove — and its presence does not prove — that
these changes are causes of the fluctuations.’
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MONETARY THEORY AND THE TRADE CYCLE

research, can never itself be established by the
latter, it is by no means desired to deprecate the
value of the empirical method. On the contrary,
there can be no doubt that Trade Cycle theory
can only gain full practical importance through
exact measurement of the actual course of the
phenomena which it describes. But before we
can examine the question of the true importance
of statistics to theory, it must be clearly recognized
that the use of statistics can never consist in a
deepening of our theoretical insight.

II

Even as a means of verification, the statistical
examination of the cycles has only a very limited
value for Trade Cycle theory. For the latter —
as for any other economic theory — there are only
two criteria of correctness. Firstly, it must be
deduced with unexceptionable logic from the funda-
mental notions of the theoretical system; and
secondly, it must explain by a purely deductive
method those phenomena with all their peculiar-
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ities which we observe in the actual cycles.* Such
a theory could only be ‘false’ either through an
inadequacy in its logic or because the phenomena
which it explains do not correspond with the
observed facts. If, however, the theory is logically
sound, and if it leads to an explanation of the given
phenomena as a necessary consequence of these
general conditions of economic, activity, then the
best that statistical investigation can do is to show
that there still remains an unexplained residue of
processes. It could never prove that the deter-
mining relationships are of a different character
from those maintained by the theory.t

It might be shown, for instance, by statistical
investigation that a general rise in prices is followed

* Professor A. Lowe, in his report Uber den Einfluss monetirer
Faktoren auf den Konjunkturzyklus Schriften des Vereins fiir Sozial-
politik, (vol. 173, part 2, p. 357) expresses his views in almost the
same words. The above sentences first appeared in another article
in the same volume.

4 Cf. the analysis concerning ‘Argument der Wirklichkeitswidrig-
keit’ in the recent book of E. Carell, Sozialékonomische Theorie
und Konjunkturproblem’, Miinchen and Leipzig, 1929, for a very
acute methodological argument. He opposes the thesis of Léwe (which
remains, however, despite his analysis, the basis of my own work)
that the incorporation of cyclical phenomena into the system of
economic equilibrium theory, with which they are in apparent
contradiction, remains the crucial problem of Trade Cycle theory.
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by an expansion of production, and a general fall in
prices by a diminution of production; but this
would not necessarily mean that theory should
regard the movement of price as an independent
cause of movements of production. So long as a
theory could explain the regular occurrence of
this parallelism in any other way, it could not be
disproved by statistics, even if it maintained
that the connection between the two phenomena
was of a precisely opposite nature* It is
therefore only in a negative sense that it is
possible to verify theory by statistics. Either sta-
tistics can demonstrate that there are phenomena
which the theory does not sufficiently explain,
or it is unable to discover such phenomena. It
cannot be expected to confirm the theory in a
positive sense. The possibility is completely ruled
out by what has been said above, since it would
presuppose an assertion of necessary interconnec-

® A well-known instance of such an apparent contradiction between
a correct theoretical assertion and experience is the connection
between the level of interest rates and the movement of prices. Cf.
Wicksell, Vorlesungen, vol. ii, ‘Geld und Kredit,” Jena 1922. See also
my essay, ‘Das intertemporale Gleichgewichts-system der Preise
und die Bewegungen des Geldweries, (Weltwirtschaftiches Archiv,
vol. 28 Jena 1928, p. 63 et seq.).
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THE PROBLEM OF THE TRADE CYCLE

tions, such as statistics cannot make. There is no
reason to be surprised, therefore, that although
nearly all modern Trade Cycle theories use statis-
tical material as corroboration, it is only where a
given theory fails to explain all the observed
phenomena that this statistical evidence can be
used to judge its merits.

III

Thus it is not by enriching or by checking theo-
retical analysis that economic statistics gain their
real importance. This lies elsewhere. The proper
task of statistics is to give us accurate information
about the events which fall within the province
of theory, and so to enable us not only to connect
two consecutive events as cause and effect, a pos-
teriori, but to grasp existing conditions completely
enough for forecasts of the future and, eventually,
appropriate action, to become possible. It is
only through this possibility of forecasts of sys-
tematic action that theory gains practical impor-
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tance.* A theory might, for instance, enable us to
infer from the comparative movements of certain
prices and quantities an imminent change in the
direction of those movements: but we should have
little use for such a theory if we were unable to
ascertain the actual movements of the phenomena
in question. With regard to certain phenomena

® It should be noted that the idea of forecasting is by no means a
new one, although it is often regarded as such. Every economic
theory, and indeed all theory of whatever sort, aims exclusively at
foretelling the necessary consequences of a given situation, event or
measure. The subject-matter of trade cycle theory being what it is,
it follows that ideally it should result in a collective forecast showing
the total development resulting from a given situation under given
conditions. In practice, such forecasts are attempted in too uncondi-
tional a form, and on an inadmissibly over-simplified basis; and,
consequently, the very possibility of scientific judgments about future
economic trends to-day appears problematical, and cautious thinkers
are apt to disparage any attempt at such forecasting. In contrast to
this view, we have to emphasize very strongly that statistical research
in this field is meaningless except in so far as it leads to a forecast,
however much that forecast may have to be hedged about with
qualifications. In particular any measures aimed at alleviating the
Trade Cycle (and necessarily based on statistical research) must be
conceived in the light of certain assumptions as to the future trend to
be expected in the absence of such measures. Statistical research,
therefore, serves only to furnish the bases for the utilization of existing
theoretical principles. Dr. O. Morgenstern’s recent categorical denial
(Wirtschaftsprognose, Untersuchung ihrer Voraussetzungen und Moglich-
keiten, Wien, 1928) of the possibility of forecasting seems to be
due only to the fact that he demands more from forecasting than
is justifiable. Even the ability to forecast a hailstorm would not
be useless — but, on the contrary, very valuable — if the latter could
thereupon be averted by firing rockets at the clouds!
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having an important bearing on the Trade Cycle,
our position is a peculiar one. We can deduce
from general insight how the majority of people
will behave under certain conditions; but the
actual behaviour of these masses at a given
moment, and therefore the conditions to which our
theoretical conclusions must be applied, can only
be ascertained by the use of complicated statistical
methods. This is especially true when a phe-
nomenonis influenced by a number of partly known
circumstances, such as, e.g., seasonal changes.
Here very complicated statistical investigations
are needed to ascertain whether these circum-
stances whose presence indicates the applicability
of theoretical conclusions were in fact operative.
Often statistical analysis may detect phenomena
which have, as yet, no theoretical explanation,
and which therefore necessitate either an extension
of theoretical speculation or a search for new
determining conditions. But the explanation of
the phenomena thus detected, if it is to serve as a
basis for forecasts of the future, must in every case
utilize other methods than statistically observed
regularities; and the observed phenomena will
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have to be deduced from the theoretical system,
independently of empirical detection.

The dependence of statistical research on pre-
existing theoretical explanation hardly needs fur-
ther emphasis. This holds good not only as regards
the practical utilization of its results, but also in the
course of its working, in which it must look to
theory for guidance in selecting and delimiting the
phenomena to be investigated. The oft-repeated
assertion that statistical examination of the Trade
Cycle should be undertaken without any theoretical
prejudice is therefore always based on self-
deception . *

® Prof. Bullock, the Principal of the Harvard Economic Service
(now the Harvard Economic Society) constantly emphasizes the com-
plete absence of theoretical prepossession withwhich the work of the In-
stitute is carried out. Sincere as this belief unquestionably is, however,
one may doubt its validity when one reads, for instance, the following
account given by Prof. Bullock’s chief collaborator, Mr. W. M.
Persons, the inventor of the famous Harvard Barometer. Here he
attempts the following popular explanation of the latter:—“This
account of the business cycle, based upon our statistical analysis,
revolves about the fluctuation of short-time interest rates, speculation,
and business. We may think of interest rates as varying inversely
with the amount of the bank reserves in the credit reservoir. The flow
in the supply pipe to this reservoir depends upon the volume of gold
imports, gold production, and the volume of paper currency. There
are two outlets from this reservoir of credit: one pipe furnishes credit
for speculation in securities; the other pipe is for the flow of credit
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On the whole, one can say without exaggeration
that the practical value of statistical research
depends primarily upon the soundness of the
theoretical conceptions on which it is based.
To decide upon the most important problems of
the Trade Cycle remains the task of theory; and
whether the money and labour so freely expended
on statistical research in late years will be repaid by
the expected success depends primarily on whether/
the development of theoretical understanding keeps
pace with the exploration of the facts. For we
must not deceive ourselves: not only do we now
lack a theory which is generally accepted by

into business. When the level of credit in the reservoir is high, and
perhaps the outlet to business is partially clogged, the flow of funds
into speculation begins. After this flow goes on for some time, how-
ever, and the flow into business increases, the level of credit in the
reservoir falls. Obstruction is offered to the flow into speculative
markets by the devices of higher interest rates and direct discrimina-
tion against speculation and in favour of business. The outlet into
speculation therefore becomes clogged but the flow into business goes
on. The level in the reservoir becomes still lower until the time is
reached when bankers consider it dangerous to allow the outflow
to continue. We then have a halt in further credit expansion, or to use
our illustration, both outlets are clogged for a time and bank reserves
are brought back to normal by allowing the supply to again fill the
tank.’ (‘A non-technical explanation of the index of general business
conditions,” The Review of Economic Statistics, prel. vol. ii, Cam-

bridge, 1920. p. 47).
39



MONETARY THEORY AND THE TRADE CYCLE

economists, but we do not even possess one
which could be formulated in such an unexcep-
tionable way, and worked out in such detail, as
eventually to command such acceptance. A series
of important interconnections have been estab-
lished and some principles of the greatest signifi-
cance expounded; but no one has yet undertaken
the decisive step which creates a complete theory
by using one of these principles to incorporate all
the known phenomena into the existing system
in a satisfactory way. To realize this, of course,
does not hinder us from pursuing either economic
research or economic policy; but then we must
always remember that we are acting on certain
theoretical assumptions whose correctness has not
yet been satisfactotily established. The ‘practical
man’ habitually acts on theories which he does not
consciously realize; and in most cases this means
that his theories are fallacious. Using a theory
consciously, on the other hand, always results in
some new attempt to clear up the interrelations
which it assumes, and to bring it into harmony with
which theoretical assumptions; that is, it results in
the pursuit of theory for its own sake.
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1V

The value of business forecasting depends upon
correct theoretical concepts; hence there can, at
the present time, be no more important task in
this field than the bridging of the gulf which
divides monetary from non-monetary theories.*

This gulf leads to differences of opinion in the
front rank of economists; and is also the charac-
teristic line of division between Trade Cycle
theory in Germany and in America — where
business forecasting originated. Such an analysis
of the relation between these two main
trends seems to me especially important because

* Since the publication of the German edition of this book, I have
become less convinced that the difference between monetary and
non-monetary explanations is the most important point of disagreement
between the various Trade Cycle theories. On the one hand, it
seems to me that within the monetary group of explanations the
difference between those theorists who regard the superficial pheno-
mena of changes in the value of money as decisive factors in determin-
ing cyclical fluctuations, and those who lay emphasis on the real
changes in the structure of production brought about by monetary
causes, is much greater than the difference between the latter group
and such so-called non-monetary theorists as Prof. Spiethoff and Prof.
Cassel. On the other hand, it seems to me that the difference between
these explanations, which seek the cause of the crisis in the
scarcity of capital, and the so-called ‘under-consumption’ theories, is
theoretically as well as practically of much more far-reaching import-
ance than the difference between monetary and non-monetary theories.
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of the peculiar position of the monetary theories.
Largely through the fault of some of their best-
known advocates in Germany, monetary explana-
tions became discredited, and their essentials
have, moreover, been much misunderstood; while,
on the other hand, the reaction against them forms
the main reason for the prevailing scepticism as
to the possibility of any economic theory of the
Trade Cycle —a scepticism which may seriously
retard the development of theoretical research.*
There is a fundamental difficulty inherent in
all Trade Cycle theories which take as their start-
ing point an empirically ascertained disturbance
of the equilibrium of the various branches of pro-
duction. This difficulty arises because, in stating
the effects of that disturbance, they have to make
use of the logic of equilibrium theory.} Yet this
logic, properly followed through, can do no more

* Cf. the above-mentioned essay of A. Léwe in the ‘Weltwirt-
schaftliches Archiv.’

+ By ‘equilibrium theory’ we here primarily understand the
modern theory of the general interdependence of all economic
quantities, which has been most perfectly expressed by the Lausanne
School of theoretical economics. The significant basic concept of this
theory was contained in James Mill’s and J. B. Say’s Théorie des
Debouchés. Cf. L. Miksch, Gibt es eine allgemeine Uberproduktion?
Jena, 1929.
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than demonstrate that such disturbances of equi-
librium can come only from outside — i.e. that
they represent a change in the economic data
—and that the economic system always reacts
to such changes by its well-known methods
of adaptation, i.e. by the formation of a new
equilibrium. No tendency towards the special
expansion of certain branches of production, how-
ever plausibly adduced, no chance shift in demand,
in distribution or in productivity, could adequately
explain, within the framework of this theoretical
system, why a general ‘disproportionality’ between
supply and demand should arise. For the essential
means of explanation in static theory, which is, at
the same time, the indispensable assumption for
the explanation of particular price variations, is
the assumption that prices supply an automatic
mechanism for equilibrating supply and demand.

The next section will deal with these difficulties
in more detail: a mere hint should therefore be
sufficient at this point. At the moment we have
only to draw attention to the fact that the problem
before us cannot be solved by examining the effect
of a certain cause within the framework, and by
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the methods, of equilibrium theory. Any theory
which limits itself to the explanation of empirically
observed interconnections by the methods of
elementary theory necessarily contains a self-
contradiction. For Trade Cycle theory cannot
aim at the adaptation of the adjusting mechanism
of static theory to a special case; this scheme of
explanation must itself be extended so as to explain
how such discrepancies between supply and de-
mand can ever arise. The obvious, and (to my
mind) the only possible way out of this dilemma, is
to explain the difference between the course of
events described by static theory (which only
permits movements towards an equilibrium, and
which is deduced by directly contrasting the supply
of and the demand for goods) and the actual course
of events, by the fact that, with the introduction
of money (or strictly speaking with the introduc-
tion of indirect exchange), a new determining
cause is introduced. Money being a commodity
which, unlike all others, is incapable of finally
satisfying demand, its introduction does away
with the rigid interdependence and self-sufficiency
of the ‘closed’ system of equilibrium, and makes
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possible movements which would be excluded
from the latter. Here we have a starting-point
which fulfils the essential conditions for any satis-
factory theory of the Trade Cycle. It shows, in a
purely deductive way, the possibility and the
necessity of movements which do not at any given
moment tend towards a situation which, in the
absence of changes in the economic ‘data’, could
continue indefinitely. It shows that, on the con-
trary, these movements lead to such a ‘dispro-
portionality’ between certain parts of the system
that the given situation cannot continue.

But while it seems that it was a sound instinct
which led economists to begin by looking on the
monetary side for an explanation of cyclical
fluctuations, it also seems probable that the one-
sided development of the theory of money has, as
yet, prevented any satisfactory solution to the
problem being found. Monetary theories of the
Trade Cycle succeeded in giving prominence to
the right questions and, in many cases, made
important contributions towards their solution;
but the reason why an unassailable solution has
not yet been put forward seems to reside in the
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fact that all the adherents of the monetary theory
of the Trade Cycle have sought an explanation
either exclusively or predominantly in the super-
ficial phenomena of changes in the value of money,
while failing to pursue the far more profound and
fundamental effects of the process by which money
is introduced into the economic system, as distinct
from its effect on prices in general. Nor did they
follow up the consequences of the fundamental
diversity between a money economy and the
pure barter economy which is assumed in static
theory .*

v

Naturally it cannot be the business of this
essay to remove all defects and deficiencies from
the monetary theories of the Trade Cycle, or to
develop a complete and unassailable theory.
In these pages I shall only attempt to show the
general significance for this theory of the monetary
starting-point, and to refute the most important

® Similar views are expressed by W. Répke, Kredit und Konjunktur.
Fahrbiicher fiir Nationalokonomie und Statistik, 3rd series, vol. 69, pp.
264 et seq.
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objections raised against the monetary explanation
by proving that certain rightly exposed deficiencies
of some monetary theories do not necessarily
follow from the monetary approach. All that is
wanted, therefore, is, first, a proof, using as our
examples some of the best-known non-monetary
theories, that the ‘real’ explanations adduced by
them do not, in themselves, suffice to build up a
complete and consistent theory; secondly, a
demonstration that the existing monetary theories
contain the germ of a true explanation, although all
suffer, more or less, from that over-simplification
of the problem which results from reducing all
cyclical fluctuations to fluctuations in the value
of money; finally that the monetary starting-point
makes it possible, in fact, to show deductively
the inevitability of fluctuation under the existing
monetary system and, indeed, under almost any
other which can be imagined. It will be shown, in
particular, that the Wicksell-Mises theory of the
effects of a divergence between the ‘natural’ and
the money rate of interest already contains the
most important elements of an explanation, and
has only to be freed from any direct reference to a
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purely imaginary ‘general money value’ (as has
already been partly done by Prof. Mises) in order
to form the basis of a Trade Cycle theory
sufficing for a deductive explanation of all the
elements in the Trade Cycle.
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CHAPTER 11

NON-MONETARY THEORIES
OF THE TRADE CYCLE

1

ANy attempt at a general proof, within the compass
of a short essay, of the assertion that non-monetary
theories of the Trade Cycle inevitably suffer from
a fundamental deficiency, appears to be confronted
with an insuperable obstacle by reason of the very
multiplicity of such theories. If it were necessary
for our purpose to show that every one of the
numerous disequilibrating forces which have been
made starting-points for Trade Cycle theories
was, in fact, non-existent, then the conditions of
our success would, indeed, be impossible of
fulfilment; for not only would it be almost impos-
sible to deal with all extant theories but no conclu-
sive answer could result, seeing that we should still
have to reckon with a new and hitherto unrefuted
crop of such theories in the future. Moreover,
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the existence of most of the interconnections
elaborated by the various Trade Cycle theories can
hardly be denied, and our task is rather their
co-ordination in a unified logical structure than
the development of entirely new and different
trains of thought. In fact, it is by no means
necessary to question the material correctness of
the individual interconnections emphasized in the
various non-monetary theories in order to show
that they do not afford a sufficient explanation.
As has already been indicated in the first chapter,
none of them is able to overcome the contradiction
between the course of economic events as described
by them and the fundamental ideas of the theo-
retical system which they have to utilize in order to
explain that course. It will, therefore, be sufficient
to show, by examination of some of the best-known
theories, that they do not answer this fundamental
question; nor can they ever do so by their present
methods and by reference to the circumstances
which they now regard as relevant to Trade-
Cycle theory. When, however, the question is
answered on different lines, viz., by reference to
monetary circumstances, it can be shown that
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the elements of explanation adduced by different
theories lose their independent importance and
fall into a subordinate position as necessary
consequences of the monetary cause.

It is rather difficult to select the main types of
Trade-Cycle theory for this purpose, since we
have no theoretically satisfactory classification. The
latest attempts at such classifications, by Mr. W. M.
Persons,* Professor W. C. Mitchell,} and Mr. A.
H. Hansen,] show that the usual division, which
relies on external features and hardly touches the
solution of fundamental problems, gives far too
wide a scope for arbitrary decisions. As Professor
Loéwe§ has correctly emphasized (and as should be
obvious from what has been said above) the only
classification which could be reaily unobjectionable
would be one which proceded according to the
manner in which such theories explain the absence
of the ‘normal course’ of economic events, as pre-

#“Theories of Business Fluctuations’ (Quarterly Journal of Economics,
vol. xli, p. 923).

+ Business Cycles: the Problem and its Setting (New York 1927).

{ Business Cycle Theory: its Development and present Status
(Boston, 1927).

§ See Der Gegenwartige Stand der Konjunkturforschung, p. 359 et seq.
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sented by statictheory. In fact, the various theories—
as we shall hope to show later — make no attempt
whatever to do this. As there is, therefore, no
classification which would serve our purpose,
our choice must be more or less arbitrary; but by
choosing some of the best known theories and
exemplifying the train of thought to which our
objection particularly applies, we should be
able to make the general validity of the latter
sufficiently clear. The task is made rather easier
by the fact that there does exist to-day, on at least
one point, a far-reaching agreement among the
different theories. They all regard the emergence
of a disproportionality among the various produc-
tive groups, and in particular the excessive pro-
duction of capital goods, as the first and main thing
to be explained. The development of theory owes
a real debt to statistical research in that, to-day,
there is at least no substantial disagreement as to
the thing to be explained.

There is, however, a point to be emphasized
here. The modern habit of going beyond the
actual crisis and seeking to explain the entire cycle,
suffers inherently from the danger of paying less
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and less attention to the crucial problem. In
particular, the attempt to give the object of the
theory as neutral a name as possible (such as
‘Industrial fluctuations’ or ‘Cyclical movements of
Industry’) threatens to drive the real theoretical
problem more into the background than was the
case in the old theory of crisis. The simple fact
that economic development does not go on quite
uniformly, but that periods of relatively rapid
change alternate with periods of relative stagnation,
does not in itself constitute a problem. It is suf-
ficiently explained by the adjustment of the eco-
nomic system to irregular changes in the data —
changes whose occurrence we always have to
assume and which cannot be further explained by
economic science. The real problem presented to
economic theory is: Why does not this adjustment
come about smoothly and continuously, just as a
new equilibrium is formed after every change in
the data? Why is there this temporary possibility
of developments leading away from equilibrium
and finally, without any changes in data, necessita-
ting a change in the economic trend? The phe-
nomena of the upward trend of the cycle and of the
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culminating boom constitute a problem only be-
cause they inevitably bring about a slump in sales
—i.e. a falling-off of economic activity — which
is not occasioned by any corresponding change in
the original economic data.

II

The prevailing disproportionality theories are
in agreement in one respect. They all see the
cause of the slump in the fact that, during the
boom, for various reasons, the productive appara-
tus is expanded more than is warranted by the
corresponding flow of consumption; there finally
appears a scarcity of finished consumption goods,
thus causing a rise in the price of such goods
relatively to the price of production goods (which
amounts to the same thing as a rise in the rate of
interest) so that it becomes unprofitable to employ
the enlarged productive apparatus or, in many
cases, even to complete it. At present there is
hardly a recognized theory which does not give
this idea, which we only sketch for the moment,*

*Cf. below, p. 212 et seq. esp. p. 217.
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a decisive place in its argument, and we should
therefore be well advised to begin by seeing how
the various theories try to deal with the phenome-
non inquestion. Apart from the monetary theories,
which, as will be shown later, can only be considered
satisfactory if they explain that phenomenon, there
are two groups of explanations which can be entirely
disregarded. In the first place there is nothing to
be gained from an examination of those theories
which seek to explain cyclical fluctuations by cor-
responding cyclical changes in certain external
circumstances, while merely using the unquestion-
able methods of equilibrium theory to explain the
economic phenomena which follow from these
changes. To decide on the correctness of these
theories is beyond the competence of Economics.
In the second place, it is best, for the moment, to
exclude from consideration those theories whose
argument depends so entirely on the assumption
of monetary changes that when the latter are
excluded no systematic explanation is left. This
category includes Professor J. Schumpeter,* Pro-

® Theorie der wirtschaftlichen Entwicklung, 2nd edit.,, Miuchen
and Leipzig, 1926.
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fessor E. Lederer,* and Professor G. Cassel, and
to a certain extent Professor W. C. Mitchell and
Professor J. Lescure.] We shall have to consider
later, with regard to this category, how far it is
theoretically permissible to treat these monetary
interconnections as determining conditions on the
same footing as the other phenomena used in
explanation.

It is, of course, impossible at this point to go
into the peculiarities of all types of theory, as
worked out by their respective authors. We must
leave out of account the forms in which the
various explanations are presented, and confine
ourselves to certain underlying types of theory
which recur in a number of different guises.
Inevitably, this treatment of contemporary theories
must fail to do full justice to the intellectual
merits exemplified in each; but for the purposes

® Konjunktur und Krisen: Grundriss der Sozialékonomik, Abt. IV,
Teil I. Tiibingen 1926; also Zur Morphologie der Krisen in Die
Wirtschaftstheorie der Gegenwart, cited above, edited by H. Mayer,
vol iv, Vienna, 1928.

+ Theory of Social Economy.

1 Des Crises générales et périodiques de surproduction. Paris, 1913;
and Krisenlehre in Die Wirtschaftstheorie der Gegenwart, ed. by H.
Mayer, vol. iv, Vienna 1928.
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of this chapter — that is, to show the fundamental
objections to which all non-monetary theories
of the Trade Cycle are open — this somewhat
cursory and imperfect treatment may be enough.

We may begin our demonstration by pointing
out that all those forms of disproportionality
theory with which we have to deal here rest on
the existence of quite irregular fluctuations of
‘economic data’ (that is, the external determining
circumstances of the economic system, including
human needs and abilities). From this assumption,
they try to explain in one way or another that the
fluctuations in consumption or some other element
in the economic system occasioned by these
changes are followed by relatively greater changes
in the production of production goods.* These
wide fluctuations in the industries making pro-
duction goods bring about a disproportionality
between them and the consumption industries

® It should be noted here that the assumption of initial changes
in the economic data, which no theory of the Trade Cycle can dispense
with, in itself throws no light on the proper way of explaining cyclical
fluctuations. It is not the occurrence of disturbances of equilibrium,
necessitating readjustment, which presents a problem to Trade Cycle

theory; it is the fact that this adjustment is brought about only after a
series of movements have taken place which cannot be considered
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to such an extent that a reversal of the movement
becomes necessary. It is not, therefore, the simple
fact of fluctuation in the production of capital goods
(which is certainly inevitable in the course of
economic growth) which has to be explained.
The real problem is the growth of excessive
fluctuations in the capital goods industries out of
the inevitable and irregular fluctuations of the
rest of the economic system, and the dispro-
portional development, arising from these, of the
two main branches of production. We can dis-
tinguish three main types of non-monetary
theories explaining the exaggerated effect of
given fluctuations on capital goods industries.
The most common, at the moment, are those
explanations which try to show that, on account
of the technique of production, an increase in the
demand for consumption goods, whether expected

‘adjustments’ in the sense used by the theory of economic equilibrium.
‘The phenomenon is never made clear until it is explained why its
cause, whatever it may be, does not call forth a continuous equilibrat-
ing process’ (Prof. J. Schumpeter, Theorie der wirtschaftlichen
Entwicklung, 2nd ed., Miinchen and Leipzig, 1926). These changes
of data could serve as a complete explanation only if it could be shown
that the successive phases of the Trade Cycle are conditioned by a
series of such changes, following each other in a certain order.
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or actual, tends to bring about a relatively larger
increase in the production of goods of a higher
order, either generally or in a certain group of
these goods. Hardly less common, and differing
only in appearance, are explanations which seek
to derive these augmented fluctuations from
special circumstances (non-monetary in character)
arising in the field of savings and investment.
Finally, as a third group, we must mention certain
psychological theories, which, for the most part,
have however no pretension to rank as independent
explanations and which merely reinforce other
arguments, and are open to the same objections
as the two other main types.

I11

We shall mention only the most important
of our objections to the first type, which is the
easiest to discuss from this point of view. It is
common to so many economists that it is hardly
necessary to mention particular representatives.
The simplest way of deductively explaining
excessive fluctuations in the production of capital
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goods is by reference to the long period of time
which is necessary, under modern conditions, for
preparing the fixed capital goods which enable
the expansion of the productive process to take
place.* According to a widely held view, this
circumstance alone is enough to make every
increase in the sales of consumption goods, whether
brought about by an intensification of demand or
by a fall in the costs of production, capable of
bringing about a more than proportional increase
in the production of intermediary goods. This is
explained either by the individual producer’s
ignorance of what his competitors are doing, or —
as is common in American writings — by the
‘cumulative effect’ of each change in the sale of
consumption goods on the higher stages of
production. Owing to circumstances which will
be explained later, the leading idea in all these
types of explanation is that the long period which,
with the present technique of production, elapses
between the beginning of a productive process and

® Cf. A. Aftalion: Les crises périodiques de surproduction, Paris, 1913,
Bks. ii-vi, Chaps. 111 to viir; and D. H. Robertson, Industrial Fluctu-
ations, London, 1915, p. 14.
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the arrival of its final product at the market,
prevents the gradual adjustment of production to
changes in demand through the agency of prices
and makes it possible, from time to time, for an
excessively large supply to be thrown on the
market. This idea is supported by another, which
however, can be independently and more widely
applied; that is, that every change in demand,
from the moment of its appearance, propagates
itself cumulatively through all the grades of
production, from the lowest to the highest. This
cumulative effect arises because at each stage,
besides the change which would be appropriate
to the actual shift in demand, another change
arises from the adjustment of stocks and of
productive apparatus to the alteration in market
conditions.* An increase in the demand for
consumption goods will not merely call forth
a proportional increase in the demand for goods of
a higher order: the latter will also be increased by
the amount needed to raise current stocks to a

+ Cf. T. N. Carver, Quarterly Fournal of Economics, 1903-4, p.
492; A. Aftalion, Journal d’Economie Politique, 1909, pp. 215 ff;
W. C, Mitchell, op. cit.; and D. H. Robertson, 0p. cit., p. 122 ff.
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proportional level, and, finally, by the further
amount by which the requirements for producing
new means of production exceed those for keeping
the existing means of production intact. (For
instance, an extension of 10 per cent, in one
particular year, in the machinery of a factory which
normally renews 10 per cent of its machinery
annually, causes an increase of 100 per cent in the
production of machinery —i.e. a given increase
in the demand for consumption goods occasions
a tenfold increase in the production of production-
goods.) This idea is offered as an adequate
reason not only for the relatively greater fluctua-
tions in production-goods industries but also for
their excessive expansion in periods of boom.
Similarly, the extensive use of durable capital
equipment in the modern economy is often singled
out for responsibility.* Industries using heavy
equipment are prone to excessive expansion in
boom periods because small increments in this
equipment are impossible; expansion must neces-
sarily take place by sudden jerks. Once thé new
equipment is available, on the other hand, the
* Cf. D. H. Robertson: op. cit., pp. 31 et seq.
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volume of production has little influence on total
costs, which go on even if no production takes
place at all. New inventions and new needs, how-
ever, although they are often adduced as explaining
the accelerated and excessive growth of capital
goods industries, cannot be dealt with on the same
footing. They only represent a special group of
the many possible causes from which the cumula-
tive processes described above may originate.

Vv

There is virtually no doubt that all these
interconnections, and many others which are given
prominence in various Trade Cycle theories and
which similarly tend to disturb economic equili-
brium, do actually exist; and any Trade Cycle
theory which claims to be comprehensively
worked out must take them into consideration.
But none of them get over the real difficulty —
namely: Why do the forces tending to restore
equilibrium become temporarily ineffective and
why do they only come into action again when it is
too late? They all try to explain this phenomenon
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by a further, usually tacit, assumption, which one
of the advocates of these theories, Mr. C.
O. Hardy,* has himself put forward as their
common idea, by which, in my opinion, he brings
out, with the utmost clarity, their fundamental
weakness. He states that all those theories which
are based on the length of the production-period
under modern technical conditions agree in
regarding these conditions as a source of difficulty
to producers in adjusting production to the state
of the market; producing, as they must, for a
future period, the market possibilities of which are
necessarily unknown to them. He then emphasizes
that in general it is the task of the price-mechanism
to adjust supply to demand; he thinks, however,
that this mechanism is imperfect, if a long
period has to lapse between production and the
arrival of the product at the market, because
‘prices and orders give information concerning the
prospective state of demand compared with the
known facts of the present and future supply,

* Risk and Risk Bearing, University of Chicago Press, 1923, p. 72.
See also Mr. Hardy’s reply to the above criticism in the revised 2nd
Edition (1931), of the same book (p. 94), which, however, does not
seem to solve the fundamental difficulty.
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but they give no clue to the changes in supply
which they themselves are likely to cause.”* He
tries to show how periodic over- and under-
production may result from an increase in demand
acting as an incentive to increased production.
He here states explicitly what others assume
tacitly, and thus his exposition completely gives
away the question-begging nature of all such
arguments. For he holds that under free com-
petition, in the case considered, more and more
people try to profit by the favourable situation,
all ignoring one another’s preparations, and ‘no
force intervenes to check the continual increase in
production until it reflects itself in declining orders
and falling prices.’t In this statement (according
to which the price-mechanism comes into action
only when the products come on to the market,
while, until then, producers can regulate the
extent of their production solely according to the
estimated total volume of demand) the fundamental
error which can be shown to recur in all these
theories is plainly revealed. It arises from a mis-
conception of the deliberations which regulate
® Op. cit., p. 73 1 Ibid. (My italics.)
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the entrepreneur’s actions and of the significance
of the price-mechanism.

If the entrepreneur really had to guide his
decisions exclusively by his knowledge of the
quantitative increase in the total demand for his
product, and if the success of economic activity
were really always dependent on that knowledge,
no very complicated circumstances would be
needed to produce constant disturbances in
the relation between supply and demand. But the
entrepreneur in a capitalist economy is not — as
many economists seem to assume — in the same
situation as the dictator of a Socialist economy.
The protagonists of this view seem to overlook the
fact that production is generally guided not by
any knowledge of the actual size of the total
demand, but by the price to be obtained in the
market. In the modern exchange economy, the
entrepreneur does not produce with a view to
satisfying a certain demand — even if that phrase
is sometimes used — but on the basis of a calcula-
tion of profitability; and it is just that calculation
which will equilibrate supply and demand. He
is not in the least concerned with the amount by
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which, in a given case, the total amount demanded
will alter; he only looks at the price which he can
expect to get after the change in question has taken
place. None of the theories under discussion
explains why these expectations should generally
prove incorrect. (To deduce their incorrectness
from the fact that over-production, arising from
false expectations, causes prices to fall, would be
mere argument in a circle.) Nor can this general-
ization be theoretically established by any other
method. For so long, at least, as disturbing
monetary influences are not operating, we have
to assume that the price which entrepreneurs
expect to result from a change in demand or from
a change in the conditions of production will
more or less coincide with the equilibrium price.
For the entrepreneur, from his knowledge of the
conditions of production and the market, will
generally be in a position to estimate the price
that will rule after the changes have taken place,
as distinct from the quantitative changes in the
total volume of demand. One can only say, as
to this prospective price of the product concerned,
that it is just as likely to be lower than the equili-
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brium price as to be higher and that, on the average,
it should more or less coincide, since there is no
reason to assume that deviations will take place
only in one direction. But this prospective price
only represents one factor determining the extent
of production. The other factor, no less important
but all too often overlooked, is the price the
producer has to pay for raw materials, labour-
power, tools and borrowed capital — i.e. his costs.
These prices, taken together, determine the
extent of production for all producers operating
under conditions of competition; and the pro-
ducer’s decisions as to his production must be
guided not only by changes in expectations as to
the price of his product, but also by changes in
his costs. To show how the interplay of these
prices keeps supply and demand, production and
consumption, in equilibrium, is the main object of
pure economics, and the analysis cannot be
repeated here in detail. It is, however, the task of
Trade Cycle theory to show under what conditions
a break may occur in that tendency towards
equilibrium which is described in pure analysis
—i.e. why prices, in contradiction to the con-
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clusions of static theory, do not bring about
such changes in the quantities produced as would
correspond to an equilibrium situation. In order
to show that the theories under discussion do not
solve this problem, and only as far as is necessary
for this purpose, we shall now study the most
important of the interconnections which bring
about equilibrium under the assumptions of
static theory.

v

We may attempt this task by asking what
kind of reactions will be brought about by the
original change in the economic data, wh