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Concept of Business Cycle 

• Business cycles are a kind of fluctuations 

which occur in business activity with a certain 

degree of regularity and periodicity. 

• Business cycles are wavelike movements 

found in the aggregate economic activity of a 

notion. 



• According to Keynes, a business cycle is 

characterized by alternating expansionary and 

contractionary fluctuations in business activity. 

There is always some measure of regularity in 

respect of the duration and the time sequence 

of the upward and downward movements of 

the business cycle. 



Monetary Theory of the Trade Cycle 

• The best known exponent of a monetary theory of 
trade cycle is R.G. Hawtrey.  

• The central idea of his thesis is that the changes in 
the flow of money changes are the sole and 
sufficient causes of changes in business activities. 
He believes business cycles cannot occur in the 
absence of an elastic money supply, that money 
supply is elastic—capable of expansion and 
contraction in all countries with modern banking 
systems. 



• The expansion and contraction of money lead to 
cumulative expansion and contraction of business 
and industry and are sufficient to generate 
business cycles. The behaviour of the bankers is 
such as to help the expansion and contraction of 
money. Hawtrey, therefore, believed that business 
cycles is essentially a monetary phenomenon, 
caused by variations in the money supply with the 
help of banking system of advanced industrial 
countries, “Variations in effective demand”, says 
Hawtrey, “which are the real substance of the 
trade cycle, must be traced to changes in bank 
credit”. 



• According to Hawtrey, in equilibrium, 

consumer’s outlay equals consumers’ income, 

consumption equals production, the cash 

balances of consumers and traders are being 

neither increased nor decreased, the banks are 

neither increasing nor diminishing the bank 

credit and there is no net export or import of 

gold: Hawtrey feels that this equilibrium when 

disturbed tends to move into a period of 

cumulative disequilibrium. 



• An expansion can start by an increase of gold, increase 
in stocks of goods, increase in consumers expenditures, 
increase in bank credit, etc. In each of these cases 
consumers’ expenditure is likely to go up as a result of 
increased income of the community, which is a source 
of an increase in effective demand. 

• This, in turn, sets up a cumulative process of expansion 
in which more and more cash is released by traders and 
by banks and more and more additions are made to 
consumer’s income and outlay. Traders pile up and 
replenish their stocks of goods by using their idle 
balances and arranging bank loans. This leads to a 
genera) rise in the level of prices. 



• This general rise in prices lends strength to the 
forces of expansion. The rigidity of wages and 
interest rates increases the profits of businessmen 
and they borrow still more from banks. But this 
process of expansion cannot go on indefinitely. It 
goes on till banks are willing to lend and expand 
credit. With the rising volume of monetary 
transactions and the increased money income and 
expenditure of consumers, they sets in at first 
slowly, then with increasing force, a drain of cash 
out of banks into circulation because everybody—
consumers, producers, traders, want more cash to 
carry on the transactions. 



• The flow of cash out of banks at a time when their 
deposit liabilities are increasing endangers their 
conventional cash-reserve ratio—the banks thus 
are compelled to put brakes on borrowing, 
primarily by raising the rate of interest. This, in 
turn, sets up a drastic and cumulative chain of 
reactions. The contraction follows. This like the 
expansion is a function of-a-change in effective 
demand. The restrictionist policy of credit by 
banks and high interest rates discourage the 
businessmen from investment in goods, stocks 
and equipment’s. 



• The income falls and the cash starts returning 

to the banks due to a decline in the transactions 

demand for money, bringing a contraction in 

the economic activity. But as soon as the cash 

reserve ratios of the banks improve, they adopt 

more liberal attitude and the stage is set for 

revival. 



Limitations 

• Monetary theory alone is not sufficient to explain 
the emergence of business cycles and other 
explanations will have to be given due 
consideration. It has been pointed out that trade 
cycles is not purely a monetary phenomenon. 
Hawtrey unduly exaggerated the role of 
wholesalers and their sensitiveness to the changes 
in the rate of interest, etc. Empirical evidence 
goes to show that bank credit, after all, is not the 
sole destabilizing factor. 


