Booms and Busts

Booms and Busts is a good definition of the business cycle.  However, in the 19th century, economists were still in their early stages which made for interesting debate on the cause of economic fluctuations.   
When 19th century economic theory collided with 20th century economic reality in 1929, economists had no theory to explain the recurring downturns.  Lee J. Alston explained that “In the 19th century, not much explanation went into explaining a problem when they didn’t see a problem.  Wages would adjust, and they did adjust more quickly in the 19th century than it in the 20th century… There was no sense in creating a tool for a problem that to them wasn’t there.”  One reason for this type of thinking was due to the continued expansion of the American economy.  In the 19th century, few people worried about economic fluctuations.  Most economists agreed with Say’s Law which states that “Supply creates its own demand.”  
In 1914, the economy was falling into a recession, but Treasure Secretary William McAdoo shrugged off the recession as “A Propaganda of Pessimism.”  No one could explain the slump.  When the bubble burst in 1920, stocks dropped by 50% and unemployment jumped to 14% in one year.  Two economists that attempted to make sense of the situations were Karl Marx and Joseph Schumpeter.  Each had their Business Cycle theory, but very opposite from each other’s. 
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Karl Marx
Karl Marx had a theory of a business cycle.  Good times produced bad times, and bad times produced good times.  Though he always looked at the Bust side of the business cycle, he saw economic fluctuations as evidence of the failure of the system. 
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Joseph Schumpeter
Joseph Schumpeter had a theory opposite of Marx’s.  Schumpeter looked at the Boom side of the business cycle.  He described economic fluctuations as “Regeneration”.  He explained that when a new technology or invention would come in, three old businesses would go out.  However opposite they seemed one thing was agreed on by both.  They agreed that the crisis experience by the market was built in, and not accidental.

In 1922, the economy came out of the recession.  It was the “Big Boom”, also known as “The Roaring 20’s”.  The evidence of growth, supported Schumpeter’s theory.  He claimed that capitalists gave energy to the system, and the workers eventually benefited.  During this time, Pres. Coolidge said “The Business of America is Business”, and the man considered to be the smartest man alive was Secretary of Commerce, Herbert Hoover.  However, when the Stock Market crashed in 1929, then Pres. Hoover said that the slump was temporary and that prosperity was just around the corner.  He also said it in 1931.
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John Maynard Keynes

During the 1930’s, John Maynard Keynes was building a theory that dealt with total purchasing power; aggregate demand, and whether this was in proper balance with aggregate supply.  This theory transformed economics, and pointed to a path out of the depression.  Willard L. Thorp of Amherst College interpreted Keynes theory to mean that “…to get rid of a depression is to create a demand.”  Thus, Business Cycles are a result of shifts in aggregate demand or total spending. 

