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Abstract

Business cycles are the “ups and downs” in economic activity, defined in terms of periods of expansion or
recession. This paper attempted to find out empirical evidence of effectiveness of Austrian and Keynesian theory
of business cycle when a country is in recession and how to combat the recession. The study investigates UK
economic data from 2003-2013 derived from Trading Economics Website and office of the National Statics UK.
This study concludes that in the boom period Keynesian theory is effective as interest rate was low and
government spending was high to stimulate demand. In recessionary period it is found that government money
supply was very high but production of capital goods was very poor which means Keynesian theory has not been
applied. But the recent booming period evidenced that interest rate is low and govt spending high.

1. Introduction

Business cycles are the “ups and downs” in economic activity, defined in terms of periods of expansion or
recession. While in expansions the economy grows, in recessions, it contracts in terms of production, sales, and
employment (Kaya and Engkuchik, 2013). It is very important to understanding and forecast of business cycle
for investor to make their decision on investment.

The report aims the review of Austrian and Keynesian business cycle theory for evaluation of causes of business
cycle with verification of relevant economic data, its impact on construction industry is also evaluated. Finally in
conclusion, recommendation is made to government about the necessary action to recover from recession.

2.1 Review of Business Cycle
2.1.1  Keynesian theory of business cycle

Keynesianism stems from the work of British economist John Maynard Keynes (1883-1946) who published the
book ' The General Theory of Employment, Interest and Money' in 1936. Almost universally by his
contemporaries accepted the General Theory as first such theory of recession and unemployment. The Keynesian
theory of recession is based on demand deficiency and that demand deficiency is a cause of recession, so demand
stimulation is a necessary counterweight to the forces of contraction. After the General Theory, a number of
analytical model were developed such as Hick's IS-LM apparatus that also showed that, it was variation in
demand which lead to variation in economic activity. During the demand deficiency, there must need to increase
the level of demand by increasing public spending. Keynesian theory state that multiplier effect on investment
spending stimulates demand through increase of production that leads to increase of employment but there is
probability of overproduction that might cause recession, so need policy at that stage to reach in equilibrium. In
this situation, Keynesian theory stated to implement accelerator principle that is at some point investment need to
make to produce capital goods such as plant, machinery or building instead of consumer goods production to
overcome the recession due to overproduction (Kates, 2002).

In Keynesian theories, the interest rate is allowed to differ from the return on low-risk capital, but if that really

happened, people could take advantage of it on massive scale. Another feature that is hard to accept is the notion
that people can be unemployed because wages stubbornly refuse to fall when they should (Black, 1981).
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During 1970, when the United States suffered from both unemployment and high inflation, challenged the
Keynesian approach as it was not coherent with the empirically proven natural trade-off between the two (Abel
and Bernanke, 1992).

During the last decade, due to monopolistic competition the researcher developed a more explicit treatment of
monetary policy within real business cycle models known as New Keynesian economics, also referred to as a
'New Neoclassical Synthesis' is that the output gap should be defined by reference to the level of output that
would have been produced under fully flexible wages and prices rather than, as traditionally done in the past
(Cukierman, 2005).

2.1.2  Austrian theory of business cycle

The Austrian business cycle theory (ABCT) originally presented by Mises (1966, 1971) and Hayek (1967), and
it suggests that a monetary shock disturbs relative prices. The monetary explanation of the business cycle is the
first main feature of the ABCT and it state that artificial boom occurs by the extension of credit, lowering the
rate of interest and intervention of the banks. Mises (1912) reported that the crisis and ensuing period of
depression are the culmination of the period of unjustified investment brought about the extension of credit
(Bismans and Mougeot, 2009).

The excess supply of money due to monetary shocks depress the market rate below the natural rate and leads the
investors to invest in such project which would not have been thought profitable, in other word called
malinvestment which is unsustainable and collapse inevitably as entrepreneurs start to realise that their plan can
not be completed, so expansion phase of the cycle creates the condition for recession phase. To generate
economic expansions, Hayek suggested to encourage entrepreneurs activity and the productivity of new
technology for changes in aggregate economic activity. Equilibrium in the credit market requires the balance of
real flows of funds from saving and the demand for loans for investment, including changes in money supply and
demand (Keeler, 2001).

The Austrian theory allows for the possibility that during malinvestment, capital is being liquidated and
reabsorbed elsewhere in the economy's inter-temporal capital structure, unemployment can increase dramatically
with reduced incomes and reduced spending feed upon one another. The self-aggravating contraction of
economic activity was designated as a 'secondary depression' by the Austrians to distinguish it from the
structural maladjustment that, in their view is the primary problem. The Austrian recommended to avoid credit
induced boom and decentralisation of banking (Mises et al.,1983).

'Where is the evidence?' is one of the prime quarries from critics of ABCT, Critics often suggest that the lack of
empirical analysis reflects the lack of explanatory power for this theory. The ABCT is of historical explanation
rather than formal modelling (Bismans and Mougeot, 2009).

2.1.3  Summary of business cycle theory

The table 1, shows the summery of Keynesian and Austrian business cycle theory which is author's own work,
based on the above discussion about the theory.
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Table 1: Summery of Keynesian and Austrian business cycle.

Factors Keynesian Austrian

Demand Demand shortage is probable cause of Demand is not cause of recession, it is
recession and unemployment, demand entrepreneurs and innovation activities that effects
stimulation in necessary to recover towards employment, living standard, supply and
recession. demand to create boom or bust.

Supply Supply depends on demand, stimulation Supply increases with increase of profit seeking
of demand lead to increase of supply of business that leads to increase of employment.
production.

Government | Government intervention require Government intervention is limited as it kills
stimulate demand. entrepreneurial spirit.

Money Money supply needs to increase to Money supply suggested to be strict as it can't
stimulate demand and unemployment.. create prosperity and wealth, but raising living

standard can achieve it.
Interest Rate | Set by government according the It is set by the market and not by the government.
situation, so it is controlled.

Wage Wages refuse to fall when they should, so | Wages are flexible and depends of company's
creates unemployment and leads to productivity.
recession.

Employment | Employment increase with stimulation of | Employment increases with increase of businesses
demand. and innovation.

Growth Government intervention lead the growth | Entrepreneurs and innovation drive the growth of
of market. market.

3.1 Data Analysis

UNITED KINGDOM GDP GROWTH RATE

Percent Change in Gross Domestic Product
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Figure 1: United Kingdom GDP growth rate (Source: Trading economics, ONS)

The following 'Table 2' is prepared on basis of the UK's economic data, collected from 'Trading Economics' web
site as graphical format (Appendix A) and the web site mentioned that all the data are accurate and collected
from 'Office for National Statistics'. The findings is following:

2003 to 2004: The economy was rising (figure 1) and the data shows that government spending was high and
interest rate was low, means it follows the Keynesian concept to stimulate demand by reducing employment. The
rate of unemployment found low with sticky wages and high production both consumer goods and capital goods.
So, Keynesian theory proved successful for the economy.

2008 to 2009: Figure 1 shows that, there was a recession and according the data government spending and

money supply was high but production of capital goods very low, that means Keynesian's accelerator principle
was not followed to counterweight the contraction.
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2012 to 2013: It found that recession is recovering by using the concept of Keynesian theory by government
spending and keeping the interest rate low.

Table 2: Summery of economic data of the United Kingdom. (Author's own work based on data from
appendix A)
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4.1 Impact on construction industry

Construction is a capital goods industry. According to Bratt (1937), it is about hundred years observation that
during recession, there needs to speed up capital goods production for economic recovery. On the other hand,
Keynesian's multiplier principle state that there is possibility of overproduction and at certain stage need to
implement accelerator principle that is increase of investment in capital goods product instead of consumer
goods to counter weight the contraction. In this sense, the construction as a capital goods industry plays
important role in economy for both recovery from recession and prevention from contraction.

5.1 Conclusion

Business cycle is the representation of economic activity, the data analysis represent the high acceptability of the
Keynesian business cycle theory. To keep country's wealthy economy, the recommendations to the government
is base on Keynesian business cycle theory which are: constant forecasting of business cycle trend so that at
certain stage of economic growth, the initiative is able to increase the production of capital goods to protect from
over production of consumer goods. During recession the suggestion is to increase of government spending and
lower the interest rate to attract business investment to create employment.
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Appendix A: Economic data of the UK from 2002-2013.
(Source: http://www.tradingeconomics.com)
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