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1. Introduction

The most popular business cycle models of todaghipbusiness cycle models that are
Keynesian in spirit and real business cycle thetirgonsider real and monetary shocks
as being important drivers of business cycles. 8dmomic orthodoxy that prevailed
before the great depression on the other hand assamintrinsically dynamic economy,
where business cycles where automatically genelgtékde economic system itself
rather than by exogenous shocks.

Orthodoxy was quickly discarded after the greatesgion; since economists found that
it alone could not explain the length and sevagftthe downturn (it is debatable whether
contemporary economists have been able to do the saing modern economic theory).
Orthodoxy also considered depressions to be ecaadignefficient; and holding this
point of view would most probably be considered@uinical after all the suffering that
the great depression entailed.

These two factors combined made orthodox theopgisar quickly after the great
depression and be replaced with Keynesian thethrégsnainly relied on real and
monetary shocks as the causes for economic fluchsatHowever, discardingjl the
notions of orthodoxy in order to start looking Bocompletely new framework might
have been a little hasty. That fact that orthoddixiynot succeedlonein explaining the
great depression does not mean that it is fundaihgmirong. Really, business cycle
models that are Keynesian in spirit and real bissiroycle theory have not been
discarded in spite of their failure to thoroughipkain the great depression.

Both the notion that business cycles are causeddlyand monetary shocks to the
economy and the notion that they are endogenoesigrgted due to some mechanism
that is inherent with a capitalist economy are afipg and intuitive. It would thus be
interesting to conceive a business cycle theoryrdigs on both these as being the cause
of business cycles.

An approach to doing this would be to assume an@o@ system with Ausiness cycle
dichotomyjmplying that the business cycle framework wouldtain two sub-
frameworks. One of these would model the intringradynamic business cycle
generating mechanism whereas the other would mibdehechanism by which business
cycles are generated as a result of real and mgrsttacks to the economy.

The result of these two overlapping frameworks wdag an economy where the pattern
of business cycles generated by the intrinsicaftyagnic mechanism of the economic
system would be disturbed and/or complemented &lyared monetary shocks hitting the
economy.

If it is the case that business cycles are gergethteugh a process in which a business
cycle dichotomy of the kind described above is,ghrs could partly explain why



economists have found it so hard to model busiogdes and to make their models fit
with business cycle empirics across time.

The dichotomy would lead to a very erratic busir®ade pattern that is hard to model,
but which is close to reality since business cgeigirics show that business cycles
follow an irregular pattern and that it often iffidult to fully explain them by looking at
real and monetary shocks to the economy.

If the business cycle dichotomy proves to have soreet, this would aid us in our
understanding of business cycles.

A first step in assessing and modeling the dichgtarould be to model a business cycle
that is generated by the capitalist economic sy#tsetf through an intrinsically dynamic
mechanism. This is the main purpose of the these if the modeling of such a
business cycle would only be one step toward asgeasd modeling the business cycle
dichotomy proposed in this introduction. This pityphad to be set because of the very
limited scope of a master’s thesis.

1.1. The Scope of the Essay

It is important to note that it is beyond the scopéhis essay tdefinitelyestablish

whether the model conceived in the essay is aialtérnative or/and complement to the
existing modern business cycle theories. Advooait&BCT, amongst them many
brilliant economists, have spent the last two desgitomoting and defending the
business cycle model they champion, and it is ceytaot possible to assess the absolute
viability of DBCT in a master’s thesis.

All that is intended in this essay is to give agmsal of a business cycle model based on
the assumption of an intrinsically dynamic busingage, which is conform to economic
theory. The business cycle model will then be asskby comparing the results it would
generate to stylized business cycle facts. Thoraesfing and evaluation could in the
future assess the absolute viability of the model.

Even though the Darwinist Business Cycle is a mpareof the bigger framework
describing the business cycle dichotomy it has mssessary to limit the thesis to
describing it in isolation rather than describihg tvhole dichotomy framework. The
dichotomy has been mentioned and roughly descsbee it puts the Darwinist
Business Cycle in a context and gives it a raisétrel

This essay will thus only be one step in assegki@goncept of the business cycle
dichotomy.



2. Overview of Different Business Cycle Models

Before the new business cycle model is conceivasl helpful to make a review of the
different business cycle theories that have existede past, and of the ones that are
popular today. This especially holds true as reg#rd economic orthodoxy, since the
new business cycle model has borrowed many ides@rcepts from it.

2.1. The Pre-Keynesan Orthodoxy

Although fluctuations in business activity and lve tevel of income and employment
have been occurring since the beginning of merctagpitalism and were acknowledged
by orthodox theorists, economists made no systerattempts to analyze either
depressions or business cycles until the 1890dfiesim 2002, p. 417). Prior to 1890,
orthodox work on cycles and depressions had beeessential and based on special
cases rather than on general phenomena (Hanseh, 19525).

A few economists had however tried to contrive arptions for economic fluctuations
already before 1890, such as Wesley Clair Mitc{ielr4-1948) of the University of
Chicago. Mitchell was one of the first economistebdnsider business cycles as being a
self-generating process; a depression cannot dorewver, since the elimination of less
efficient firms, decline of costs and falling inést rates will ultimately lead to a rebound,;
and conversely, a boom cannot go on forever beaafusgng costs’ ultimately leading
to falling profits and in the long run, a recessiBnonomic fluctuations were thus
according to Mitchell generated by the economi¢esydtself. He was however reluctant
to find a general economic theory to explain bussngycles, since each recession and
each boom would imply an economy with new institnd and new firms (the inefficient
institutions and firms having been out-weeded), actianging economic environment
would thus require a new theory to explain eactssgbent phase of business cycles
(Mitchell, 1913, secondary source).

Mitchell’s most famous and important wolsiness Cyclesyas published in 1913 and
primarily deals withdescribingdifferent business cycles rather than establishingpdel
explaining them. However, all of Mitchell's desdigms of different business cycles have
the factor in common that they all assume that ecatpn profits were the most
important variable to study when it came to findihg cause of the upswing vs. the
downturn of the business cycle. Yet all his desmons of business cycles lack a general
rule as regards the interaction of business prafitsthe business cycle (Syll, 2002, p.
261).

One could basically say that two main theories eamag business cycles where
dominant in the beginning of the 2@entury; the first one considered capitalism tmile

to an ever increasing economic growth, followingtable trend, and meant that
fluctuations from this trend were due to primartgnetary disturbances and shocks. The
other view regarded fluctuations from the trenthéca natural phenomenon, inherent



with the capitalist system. Mitchell’s theories lmmsiness cycles belong to the latter
category, whereas the proponents of the former himedgcally advocated teachings that
are similar to the views of various “neo-Keynesiagbnomists of today (i.e. Mankiw),
save that their models did not contain coordinatéslures or nominal rigidities, but
rather relied on purely exogenous shocks and tletuhtions they could cause in the
economy by different propagation mechanisms (2902, p. 261).

Another economist who early started to study bussrogycles was the Frenchman
Clement Juglar (1819-1905). His main theory suggkstat internal forces within the
economy caused the fluctuations rather than exagesioocks; the capitalist system was
in itself dynamic and unstable and gave continyprisé to booms and recessions. Juglar
was one of the first economists to state the ingoaet ofliquidation, the reallocation of
resources from inefficient to efficient firms, aadcording to him, liquidation was the
very process that turned a situation of prospémity a crisis (Hutchison, 1953, p. 372,
secondary source).

The business cycle theories of the earl{} 26ntury are in many ways similar in spirit to
the theories of these two ".@entury economists. The prevailing wisdom of the 1929
economists, often referred to in the literaturéaahodoxy” argued that the economy
was self-correcting and rested on the laissez-thotrines of A. Smith that opposed the
economic regulation of governments exceeding pueglgl matters such as enforcement
and the protection of property rights.

The proponents of orthodoxy believed that reguladgurring economic cycles of
economic growth and decline where inherent witheb@nomic system, and completely
natural. A good illustration of their beliefs issthway of qualifying the great depression
as a completely natural, innocuous downturn, wpietiorce had to follow in the wake of
the excesses of the strong economic showing d?@se'the roaring twenties”. The
adherents of this belief were often called liquigiaist, and many prominent economists
of that time counted among their ranks, such asi@pleter of Harvard University and
Hayek of the London School of Economics, as wetbaspoliticians such as Hoover, the
president of the United States of America and écsetary of the treasury, Mellon.
Mellon was one of the fiercest advocates of theidigtionist theory, and argued that the
economy perforce had to liquidate all inefficieméestments, bad loans and useless
products of the “depraved” 20s before recovery @ddake place. He thus advocated a
hands-off policy that would allow the economy t@deith the liquidation in peace (J.
Bradford D. Long’s Website).

The generic orthodox business cycle model assuh@gtices and wages were totally
flexible, and that business cycles were self-coimgcA slump could not go on forever,
since the general price level would fall in recessiwhen output was below its natural
rate. This fall in the general price level wouldurce real money balances (M/P) to rise,
which would tend to stimulate aggregate demandsTnthodoxy implied that output
could not deviate from the natural rate for anygtérof time, since the movements in the
price level would correct for this. Thus, in a waythodoxy implied a business cycle in



prices rather than in output. (Website of The Aals&in Graduate School of
Management).

The secretary of the treasury’s belief in liquidatsm and in the purifying effects of
recessions was sometimes tangent to the cynicdiamadical:

“It will purge the rottenness out of the systemglidcosts of living and high living will
come down. People will work harder, live a more ahdife. Values will be adjusted, and
enterprising people will pick up the wrecks fromdeompetent people” (J. Bradford D.
Long’s Website).

Mellon was of the opinion that after the liquidatibad been dealt with, the deflation,
unemployment and negative growth that followedsnnake would turn once prices and
wages feel enough to induce capitalists to stakimganvestments and consumers start
consuming.

Like most proponents of orthodoxy he believed thr@mployment primarily was due to
too high nominal wages; labor unions and minimungeviaws had made the labor
market less flexible, which caused inertia, anslas thus important to weaken the
influence of the unions and restore the flexibibfjthe market. Some economists pointed
out that not only had the labor market become mgre, but also the industry. Due to a
rising proportion of oligopolies and monopoliegte economy, prices were not lowered
in response to lower demand or higher productigyll, (2002, p. 342). However, this

was not considered a major problem, since it wagdht that these monopolies were
natural products of the capitalist system, and #ffisient.

2.2. The Liquidationist Argument

At the very time of the start of the Great Depress branch of economic pre-Keynesian
orthodoxy was prevalent in the US called liquidaison. The paragraphs 2.2.1.-222.4
and 2.3. are mainly based on an essay on liquidatioby J. Bradford De Long,
accessed from his web site (see references), audiloe the theories of three of the most
important proponents of liquidationism; Schumpeltayek and Robbins.

2.2.1. Schumpeter

! The text below the subtitles”Shumpeter”,"Hayekt&Robbins” is specifically based on quotations from
http://www j-bradford-delong.net/pdf_files/Liquidah_Cycles.pdf, pp 8-11. The sources referred thése
sections are sources referred to in this web pagbare given for the sake of credibility and eaat#nt of further
research.



Schumpeter was one of the main proponents of ecicranihodoxy, and it is believed
that he was the one who invented the teguidationism a central concept of economic
orthodoxy.

Liquidationism is a term dealing with the belie&titecessions are due to bad and
inefficient investments being liquidated, therebleasing economic resources that can be
put into new and efficient investments. Schumpttes argued that the massive
bankruptcies that depressions and recessions wmala mere result of bad investments
being liquidized to free up resources for new itwvests. Depressions were thus, in his
eyes, economically efficient and beneficial to sbcon the whole.

Like other orthodox economists, Schumpeter argugsitvestments and enterprises are
gambles on the future, made by innovative entrearenwho see new things to be done
or new ways to produce old commodities. Sometirhesd gambles will fail. The actual
future that comes to pass is one in whaglpostertain investments should not have
been made, or in whiakx postertain enterprises should not have been undertaken
because they are not producing the requisite profit

Like most proponents of orthodoxy, he advocatemisséz-faire approach to recessions;
“Depressions are not simply evils, which we migitémpt to suppress, but forms of
something which has to be done, namely, adjusttoectiange.... This socially
productive function of depressions creates thef chifeculty faced by economic policy
makers, for most of what would be effective in relyiag a depression would be equally
effective in preventing this adjustment” (Schumpget®34, p. 16).

Schumpeter did not believe in the possibility ofihg steady growth without business
cycles, but regarded them as being inherent welc#pitalist system. He asserts that;
“Business cycles are like the beat of the heatih@fessence of the organism that displays
them. In order for one wave of entrepreneurshipetdoliowed by another, prospective
entrepreneurs must know where and in what quasitisources available for
recombination and redeployment are available. Wngy can learn this, they face the
impossibility of calculating costs and receiptsiratisfactory way...The difficulty of
planning new things and the risk of failure areadfseincreased....It is necessary to wait
until things settle down...before embarking on nemonvation” (Schumpeter, 1939, pp.
135-36).

Unlike most modern economists, Schumpeter strodgipted the ability of monetary
policy to remedy economic recessions. The use ofetaoy policy will only convey the
opportunity to choose between having a slight rio@snow, or a severe recession in the
future. (Schumpeter, 1934, p. 16)

“Any revival which is merely due to artificial stimus leaves part of the work of
depressions undone and adds, to an undigested meofrraaladjustment, new
maladjustment of its own which has to be liquidateturn, thus threatening business
with another worse crisis ahead”(Schumpeter, 1p320).



“Since the basic maladjustment is past investmamdislines of business that have
turned out to be socially unproductive and in neelijuidation, the trouble is
fundamentallynot with money and credit, but with past overinvestm&timulative
monetary policies, therefore, are particularlytagteep up, and add to maladjustment
and to produce additional trouble for the futurgtifumpeter, 1934, p. 20).

2.2.2. Hayek

Hayek was even as critical of the notion that marneéxpansion could be used as a
means to mitigate recessions as was Schumpeter.

Moreover, he argued that any policies on the patiestate to reduce unemployment
would have a negative effect on the economy irldhg run: “This problem of
unemployment...is one which will always be with ud@ag as the economic system has
to adapt itself to continuous changes. There Wilbgs be a possible maximum of
employment in the short run which can be achiewediting all people employment
where they happen to be and which can be achieyetbbetary expansion...but...with
the effect of holding up those redistributionsaifor between industries made necessary
by...changed circumstances....To aim always at the maxi of employment achievable
by monetary means is a policy which is certairhm énd to defeat its own purposes...
and lower productivity” (Hayek, 1944, p. 208).

This view of considering unemployment as somethi@gessary, that the state should not
try to mitigate through policy is typical of liquationism. Unemployment is according to
this school of economic thought due to the steadggss in which inefficient industries
are replaced by new, well-adapted ones. Any palityhe part of the government to
create work for the unemployed would mean thatuess were being directed to uses
that are not optimally efficient, which eventualpuld entail lower productivity. Only

the market can know which industries are optimefficient, and direct resources to
these.

2.2.3. Robbins

Compared to Lionel Robbins, Hayek was a moderatmedl Robbins went so far as to
attribute the extraordinary depth and length ofGneat Depression to excessive
expansionary monetary policy. (At the end of theagjidepression, the US treasury
abandoned its liquidationist, laissez-faire pokciand tries to fight the recession with
expansionary monetary policies, the typical appnazceconomic policy makers of
today).

Robbins namely argues that expansionary monetdigiggon the part of the state, most
notably by lowering interest rates, have a negathygct on the economy, since lower
interest rates and other expansionary policies ritadasier for businesses to borrow
money that risks to be invested in “inefficient'fis and goods. He argues that a



recession should imply liquidation of investmemist more investments. More
investments would only keep up the “inefficientbaomic structure of the past. Robbins
even argued that the state contract monetary pdlicyng recessions, accelerating the
liquidation process by making it harder for entesps to borrow. He argued that only the
fittest enterprises would survive in such an enviment, forcing out more unfit firms
from the market, which in turn would free up moesaurces that later on could be
invested in efficient undertakings. (Robbins, 1935, 72—75)

Both Robbins and Hayek citmperfectinformation as the main cause of unemployment.
Even if reallocation costs and other frictionshie tabor market are also given
importance, the role of imperfect information wassidered to be paramount. If
investors and employees were aware of what kirghtdrprises/investments were
efficient; they would instantly make those investitsérain to acquire the skills needed
for those jobs, and the resulting unemployment dde kept minimal. The recession
that the liquidation process entails could thuséxen as aimformation lagconstituted by
the amount of time it takes for a big enough nundfénvestors to realize what kind of
investments are efficient. Howeveliguidation lagalso exists; a sufficient amount of
resources has to be freed up before the well-irddrimvestors can undertake the
efficient enterprises. As mentioned above, Robbangsied that the state could reduce this
latter lag by employing contractory monetary palicy

2.3. Why did Orthodoxy Disappear ?

When the recession of the thirties came, it wasrabafor orthodox economists to
advocate the removal of existing minimum wage laavgl champion the practice of a
laissez-faire approach (Sandelin, 2001, p. 1083. ddonomy would ultimately cure
itself, and the downturn would come to an end.

Their beliefs did not come true however; pricesg@asmand employment kept declining,
without the envisaged increase in demand and imgggtdemand occurring.

Periods of high unemployment lasted not for mowthgears but for decades. They
lasted too long to be dismissed as frictions thatited as the market reallocated
productive resources away from what were now sedovavalue goods. Most notably,
heavy and prolonged slumps in the general pricel ldid not succeed in propping up
aggregate demand and increase investments. Thebanm@ms are the cornerstone-
predictions of orthodox business cycle theory.

The great length of the great depression and thedaf the disinflation to reverse it
made economists abandon orthodoxy, since they el the reallocation mechanism
through liquidation to be unable to explain thespgtence of the unemployment and the
huge and persistent fall in output that the 30s&8rpced.
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Orthodox theory was thus discarded mainly becatigs failure to alone explain the
great depression. However, the importance of palittorrectness must not be
overlooked; in the wake of all the suffering of tireat depression it would surely have
been considered quite cynical of politicians anaheenists to attribute all the pain it
caused to “economic efficiency”.

2.4. Keynesian Business Cycle Models

Current business cycle theories that are “Keynesiapirit” are based on the models
developed in Keynes’ “General Theory” and are tlusthpopular theories among
economists to explain business cycles today. Miodtese models have in common that
they emphasize nominal rigidities as being the noairse of recessions, as for example
sticky nominal wages or sticky nominal prices. @tkeynesian models regard
coordination failures as the primary source of eooig fluctuations; using a framework
where firms sometimes fail to coordinate on a deniteading to an optimal level of
output. Real and monetary shocks to the economglsoeof importance in most
Keynesian models. Today there is almost a consasiswsamong new Keynesian
economists that economic fluctuations are harnafod, that the government can mitigate
the damages caused by recessions by using fiskiey pad monetary policy. The latter
is considered to be the most efficient.

2.4.1. Keynesian M odels Based on Nominal Rigidities

Because of nominal rigidities these models preti@at monetary shocks do affect real
variables such as output in the short run; if teegnment for example decides to lower
the general price-level by contracting money supiblgn the fact that some prices are
more sticky that others will result in a situatiwhere some products have prices that are
inefficiently high, which can lead to a fall in damd for these products, which will hurt
the industry that produces these and its suppllemigh propagation mechanisms this
will affect the whole economy and possibly causecession. These type of theories
have been criticized for being hard to model, areheéhough a lot of empirical research
have shown that prices generally are sticky to sextent, some economists find it hard
to believe that this an important cause of longxt@srecessions.

Sticky nominal wages can cause recessions if thergment undertakes an action that
motivates a lower nominal wage level (for examptebntracting money supply), or if
other changes in the economy motivate the nomiaglewevel to fall. Rigid nominal
wages would in this case imply that firms would é&v fire workers instead of lowering
wages, which would cause higher unemployment datl e aggregate demand,
possibly triggering a recession. Sticky nominal egabave been confirmed by empirical
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studies, but also in this case some economiststdioaba recession would ensue as a
result. The possible causes of sticky nominal gramed sticky nominal wages have
frequently been discussed and debated.

2.4.2. Keynesian M odels Based on Coordination Failures

Many new Keynesian economists argue that econdautugtions are due to a failure of
coordination. During depressions unemploymentgs laind production is low; it is then
possible to contrive allocations of resources wleeeryone is better off-the boom of the
20s was for example clearly preferable to the oesof the 30s. If society fails to reach
an outcome that is feasible and that everyone metfgen the members of society have
failed to coordinate in some way (Mankiw, 19995p8).

A simple parable illustrates this point nicely; sa@ter an economy that is made up of two
firms. After a fall in money supply each firm hasdecide whether to cut its price or not;
however the fall in money supply gives rise toeaternality if neither firm cuts its price,
real money balances will be low and a recessiohangue; resulting in low profits for
both firms. If both firms cut prices money balanea be high, and a boom will ensue,
resulting in high profits for both firms. The prebh is that the outcome where one
company cuts its price and the other does not leads economy where money balances
will be fairly high, and a recession can be avoi@®cen if we will not have a boom). In
this case, the firm that did not cut its price vdlve higher a higher profit than the firm
that did, and it is thus in both firms’ interesatlihey cut prices, even though it will be
hard for them to coordinate on doing so; especiallyre real world were the number of
firms in the economy is very large (Mankiw, 1999, p18-519).

2.5. Real Business Cycle Theory

Real business cycle theory was developed by EdReagsicott and his followers in an
attempt to break away from Keynesianism which ttréycized for being built on
assumptions that were not congruous with microeconitheory; instead of relying on
models with slowly adjusting prices and wages, tivapted to create a model to explain
business cycles that assumed perfectly working etsugimilar to those predicted by
microeconomic theory (Blanchard, 1997, p.618).

Thus real business cycle theory was invented, méss cycle theory that relies on the
assumption of a perfectly working, flexible markeit always ensures that output is at its
natural rate, and fluctuations in output are thussadered to be the market’s efficient
response to various shocks to the economy, whighiesthat movements in output are
interpreted as movements of the natural level gbatyas opposed to movements away
from the natural level of output.
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The important shocks in this theory, that is, thibse give rise to fluctuations in output,
are always supposed to be real, so monetary issaeompletely disregarded when
trying to account for movements in output (Plos&889, p. 70).

The real shocks considered in real business clgelary are primarily described as being
shocks to technology, that is, shocks which affectiuctivity. One of the most important
results of negative shocks to technology is they temporarily lower productivity and
therefore give rise to lower wages. This inducesppeto work less for the time being
and instead enjoy more leisure. When the negativeksto the economy has passed or
when a positive technology shock hits the econdheyreverse will happen.

One of the most interesting implications of thiagening is that involuntary
unemployment does not exist, since the decreat®inumber of hours worked in
recessions is due to the conscious choice of weitkework less when productivity is
low and enjoy more leisure (Plosser, 1989, p. 56).

This implication of the model has often been usgddcritics as an argument against it;
many economists believe that the notion that tieen® involuntary unemployment is not
plausible; it would for example be very hard towsghat the unemployed, starving
masses of the depression found themselves in dnditon because of a personal choice.
Empirical studies have also been used as arguragaisst real business cycle theory,
since they clearly show that work supply is notygelastic; only big changes in the real
wage can induce people to substantially changauh#er of hours they choose to work.
(Mankiw, 1989, p. 86).

An empirical piece of evidence that the proponehtgal business cycle theory often
refer to is the Solow residual, which equals theipo of output growth that cannot be
explained by growth in capital or labor. Advocabéseal business cycle theory argue
that this variable should be interpreted as repit@sg technological changes or shocks.
Given that this interpretation is justified, thel@®w residual would provide proponents of
real business cycle theory with a strong argumefdvor of their model, since empirical
research has showed that the Solow residual idyhpgb-cyclical. Opponents of RBCT
argue that the Solow residual does not reflectrteldgical changes, and that the low
values of this variable in recessions can be attihto a phenomenon calldbor
hoarding Labor hoarding ensues because of high costsid fivorkers during
recessions and high costs of rehiring and educaemgworkers when the recessions are
over. Given these high costs of dismissing workewsjpanies will choose to have a
bigger workforce than necessary when the demanthéar products falls in recessions,
which will cause productivity to fall, translatimgto a decline in the Solow residual.
Proponents of RBCT argue that it is unlikely thedttthe cost of firing the excess
workforce exceeds the cost of the wages they denaanatlargue that competitive firms
would not allow labor hoarding (Mankiw, 1999, p 251

Critics of the model also find that it is hard teagine shocks hitting the technology,

especially as people never seem to perceive slofthgs kind. And even if shocks like
these really did exist, the law of large numbersi@uarantee that they cancelled out
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each other, and that their effects on the aggregairomy would average out to zero
(Mankiw, 1989, p. 87).

Some RBCT models highlight interaction betweenasctvhere a negative shock to
technology in one sector has effects on the owtpather sectors, and thus gives rise to
an aggregate business cycle. A sudden deterioratitire technology of one sector
would not have effects limited to that sector, siftavould reduce the wealth of the
individuals in the economy, causing them to redbe& demand for all goods.

This would tend to cause fluctuations in the ecoptimat start in the sector that is hit by
the productivity shock and then propagate to therosectors. The problem with this
approach is that it would require a situation whtere were very few shocks and very
few sectors, since the shocks would cancel out etiedr otherwise, due to the law of
large numbers (Mankiw, 1989, pp 86-87).

Other RBCT models emphasize costly reallocatiolalodr between sectors as workers
have to leave their jobs in sectors hit by negatednology shocks and migrate to more
productive sectors. The problem with this appraadhat it would imply empirical data
showing high vacancy rates coinciding with highmp&®yment, which is not the case;
instead empirical data clearly shows a pattern &hecessions are accompanied by low
vacancy rates (Mankiw, 1989, pp 86-87).

3. The Main Features of the Darwinist Business Cycle Theory

The business cycle theory conceived in this esaayben labeled “the Darwinist
business cycle theory” since it explains busingstes as being partially caused by an
evolutionary process by which less fit firms, ecomoagents and goods are driven out of
the market in order to be replaced by firms withrenefficient production, and whose
goods are better adapted to consumers’ preseastast

This evolutionary process is in itself of cours¢ amew idea, but rather a consensus
view among economists that explains why GDP peitadyas increased steadily in the
world for the last 100 years (Jones, 2002, p. D& to the competition that the capitalist
system entails, all firms have an incentive to pfexhe market with products that raise
the standard of living more than the products efftrm’s competitors, that is, provide
the market with the products that convey the highalsie(value is here defined as utility
per dollar).

The new idea that DBCT brings is that it models Hbis evolution gives rise to business
cycles.

Even if there has been a clearly upward trend ilP@Br capita, there have also been

significant deviations from this trend over timeBOT argues that we do not need to rely
entirely on external monetary and real shocks deoto explain these business cycles,
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but that we rather should attribute these flucaretipartly to the intrinsic dynamics of
the capitalist economic system.

According to this Darwinist approach to businessdey, we should try to explain
economic fluctuations by making the assumption tih@teconomic system is dynamic in
itself; the constant amelioration of products amel standard of living that the
competition gives rise to due to the capitalistesyscannot work out smoothly; even not
in the unusual case where we have no exogenouksstwthe economy. DBCT thus
assumes aendogenously dynamé@conomic system which constantly changes from
recession to boom (albeit not at a regular pace).

Considering the economy as an ecologic system wherkest adapted firms survive is
quite intuitive and not so controversial in itsdlhe greatest challenge for DBCT is to
show how this evolutionary process will give risebusiness cycles, that is, why the
cleansing out of unfit firm cannot happen smoothithout giving rise to economic
fluctuations.

It is important to bear in mind that the DBCT does on its own explain business cycles
since it is part of the business cycle dichotomy gaenerates business cycles in
combination with the model of the framework thasa&ées the business cycle
generating effects of real and monetary shockspithe economy. The business cycle
reality will thus be an economy where the busirggstes created by the DBCT are
perturbed and/or complemented by the business ggrlerating effects of real and
monetary shocks hitting the economy.

It should be added that the business cycle dichptmuald be modeled by a completely
different set of business cycle models that doametl use the assumptions of DBCT.
The important thing is that one of the models efsbt explains how the economy
endogenously generates business cycles and thenotigel explains how business
cycles are created exogenously by real and monskergks.

DBCT is thus only a proposition as to how one cagddabout to model the dichotomy.

3.1. Assumptions of the Darwinist Business Cycle Theory

3.1.1. TheConsumers

Consumers are assumed to have short planning herawd to be only marginally
inclined to smooth out consumption over time. lidiinals are also assumed to be risk
adverse.
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As consumers are considered to be interested imnmm@Rrg their utility, the above
feature could be attributed to the fact that impossible to know for sure when a
recession will end and that consumers thus willimae utility in recessions by
lowering consumption since this because of thek-adverseness and the uncertainty
will increase their psychological well-being andsttheir total utility.

Animal spiritsalso play an important part in the model. At theet of a recession a
pessimistic consumer sentiment starts propagatitigel economy, and it will change
with a certain lag vis-a-vis the business cyclasTontributes to the persistence of the
business cycles.

It is debatable whether the behavior described @alsan be said to be fully rational, and
it is likewise debatable whether consumers andriddals in reality are completely
rational (and if it is rational to be rational!)hi discussion will be left out of the thesis.

3.1.2. TheProducers

One of the main notions of the DBCT is that ittjliise orthodoxy, assumes that
enterprises are like gambles that sometimes gogvibims notion could be modeled by
assuming a market structure with high fixed investtrcosts. It is also assumed that
these investments are difficult to liquidize onlceyt have been undertaken. There is thus
considerabléenvestment inertiaif an investment that has been made is laterddarbe
inefficient it will take time to liquidize it and ake a new investment to replace it. Firms
may also decide to keep sub-optimal investmerttgelf predict that the increase in pay-
offs will be inferior to the replacement cost.

These two assumptions regarding investments inmalygroducers lock themselves in
when deciding on a certain technology, certairedgdtiating features of their products,
certain marketing strategies etc. When it turnstioat their investments have been sub-
optimal gambles because of changes in trends atestar because the technology they
have decided to invest in has turned out to beogitioral, this will force them to
undertake costly restructuring projects, or in s@aes, to go out of the market.

The majority of companies are also supposed to Bagess capacity. This excess
capacity could for example be due to the fact tbatpanies want to have a cushion

against sudden peaks in demand. Increasing retustale (IRS) is also assumed. An
increase in demand will thus often not necessgabstantial extra hiring.

3.1.3. TheMarket
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The market is assumed to have an oligopolisticsira, or at least to have important
oligopolistic elements, even though part of thekaacould be characterized by perfect
competition.

The part of the market that is of oligopolisticustiure is supposed to have considerable
barriers to entry, notably because of the highdixeestment costs mentioned in
paragraph 3.1.2.

Trends, notably in consumers’ tastes and prefeseaan important part of the model.
Since the DBCT is supposed to model a mechanishgérerates business cycles in the
absence of shocks to the economy, this can begmathic in case one considers changes
in tastes to be shocks to the economy. Howeverdsreould also be supposed to follow
an evolution independent of “trend shocks”.

Some companies succeed in predicting trends argtinddheir products to these
whereas others do not. The model does regard ms&Es@s gambles that sometimes fail,
and even heavy investments in marketing reseamtipaduct enhancing activities might
eventually lead to failure. In an economy wherdiaths invest optimally in these
activities, some will still succeed better than tileers.

When it comes to technology, the orthodox econ@négiproach to businesses as
gambles that sometimes fail also holds true; héawgstments in R&D aiming to reduce
cost and render production more efficient will ofteave the desired results, but in some
cases even the heaviest investments will leadstdbaoptimal outcome. Even in a set-up
where all firms in the market invest optimally i&BR and market research, some of them
will ultimately fail.

Optimal technology and optimal technology mixes@uge relative terms; what is an
optimal technology mix for one firm needs not birtanother. A firm’s failure to invent
or acquire optimal technology could be due to Eimtegic decisions just as well as
adverse changes in trends or changes in techntlegys. It is in most cases not the
failure to acquire or invent some kind of univehgalperior technology.

Just as in the case with trends, it is debatabkthen changes in technology should be
seen as an evolution or as shocks. Firms makertttegic choices as to their technology
mix depending on their outlook on the future depetent of their firm and of

technology. Sometimes these predictions are wnehgh can be construed as being due
to shocks or as being due to evolutions or trehdshave not been successfully
anticipated by management. It is quite a grey zone.

The changes in the market that are described imtigel (restructurings, bankruptcies,

increases in market shares, changes in strateiglesee supposed to take place on the
company level. We abstract away from changes omthestry level. .
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3.2. The Business Cycle Generating M echanisms of DBCT

DBCT strives to model how the evolution by whickddit firms and concepts are
replaced with new, more efficient firms and coneegill give rise to economic
fluctuations. We will consider an economy thatigshe midst of a boom and illustrate
how the evolutionary process draws the economyamntecession and then turns it
around, making the economy enter into a boom anew.

At the onset of the boom the firms in the econonilyc@nstantly aim to capture a higher
market share (an effort that primarily is due t&)Ry differentiating their products to
suit the present trends and the future trendsttiegtare anticipating and by lowering
their prices through investments in technology thi#ltrender their production more
cost-efficient. Companies that have succeedediwétiese fields will be labeled fit
companies throughout this paragraph.

Competition steadily grows with time and mark-upslthe, a phenomenon which
notably makes it more difficult for badly positi@heompanies to sustain losses in their
market share or failures to install optimal costeefnt production technology.

Badly positioned companies will after a while de@h these problems by undertaking
costly restructuring processes which often incliageoffs of personnel and general
down-sizing or, in some cases, by filing for bangtoy.

Companies are assumed to follow a normal distiwioutvhen it comes to fitness.

Quite early in the boom, the firms that are atekzeme negative end of this normal
distribution of fithess will undertake a restruatgy process or file for bankruptcy. It is
not until after a while that a big number of firfeghich are closer to the center of the
normal distribution) will have to take recoursehese options due to a combination of
low mark-ups, loss in market share and/or sub-agtproduction technology.

It is now that the economy will turn around andegrat recession.

The big number of firms undertaking restructurimdiling for bankruptcy will have two
main effects; first, it will cause massive lay-ofé&d secondly it will hit the whole supply
chain of the unfit firms involved. These two effegtill now be treated in more detail.

The lay-offs will cause the households of the rdgamemployed workers to decrease
their consumption, as short planning horizons ahishiged need of smoothing out
consumption over time are assumed by the médemal spirits,in the form of negative
consumer and producer sentiments propagate trévegbconomy as individuals grow
more pessimistic about the economic outlook. Tlaeseal spirits will change with a
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certain lag vis-a-vis economic reality, and willighcontribute to the persistence of the
business cycle.

The restructuring undertakings and the filingstfankruptcy will cause a decrease in the
number of orders of the supply chains that are hit.

The additional strain that the lower consumptiod tre decline in orders put on the
firms that are somewhat closer to the center ofithess distribution will cause even
more firms to undertake restructuring processdsitng for bankruptcy and we will thus
have a snowball effect.

The fit firms in the economy will now temporarilpjey lower competition and a higher
market share, causing mark-ups to increase overdsithe recession continues. As
excess-capacity and increasing returns to scalasstemed by the model, companies will
largely be able to satisfy their increased marketrs without substantial increases in
hiring. As regards orders, the supply chains offithiems will in some cases enjoy
temporarily higher orders, which they also willddae to satisfy without substantial
additional hiring.

Part of the higher mark-ups could be explainedhieyidéwer costs that IRS and better use
of capacity entail. Competition does decreasedasgions and since an oligopolistic
market is assumed, part of the increase in markcapkl be attributed to an increase in
the (general) price-level. Possibly, this highecg@ievel could keep consumption low
and contribute to the persistence of the recesbigrthis is not an important implication
of the model.

These higher mark-ups will in due course attraet aetry into the market by firms that
moreover will have the advantage of having obseweat the current trends and tastes
are like, and what kind of technology and strategylikely to be optimal. They will thus
be able to make investments that correspond te thieservations. Less fit firms that are
already in the market will also with time have semted in adjusting and optimizing their
strategy through restructuring. As trends and teldgy may have changed by now, it is
very possible that their strategy mix is more é#int than the strategy mix of the
formerly fittest firms, whose strategy mix was ol under the circumstances of the
very recent past.

Note that one of the assumptions of the modelaswe have barriers to entry in the form
of high fixed investment costs. Mark-ups will thheve to increase substantially before
new firms enter. Likewise, the restructuring andaraping of strategy of the unfit firms
that stay in the market will take time.

The new entry and the regained strength of formanmfit firms that have finalized their
restructuring will cause competition to increasd arark-ups to decline. The former
dominant players of the market will see their masgteres decrease. The bigger number
of competitive firms in the market will cause empteent to increase, which with a
certain lag will cause consumption and consumetiraent to go up, which in turn will
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increase production and orders throughout the gugh@in. The economy will now
gradually enter a new boom.

At a first glance, it might seem more efficientiave a few firms serving the economy
(the recession set-up) rather than a greater nu(tileboom set-up), given the IRS and
the excess-capacity.

However, the ability of new firms to adapt to chesgn trends and technology will make
it economically efficient for them to enter the ketrsince their production is more
efficient and their goods are better adapted tegiretastes and thus provide consumers
with goods that give them a higher utility. Theastment inertia makes it difficult for the
fittest firms of the recession to adapt to changeasends and technology as quickly as
newcomers or the firms that initiated successfsirteturing earlier in the cycle.

As evolution goes on, the fittest firms of one eysiay be trumped by other firms in the
next cycle and then come back as dominant plapetteei third cycle, or perhaps go out
of the market completely. They may also remairfithest through all cycles if they
succeed in anticipating trends and technology b#ttn their competitors. The model
does not imply that all companies are constangiaed with each cycle.

3.3. Analysis

3.3.1. Discussion regar ding the M ethod of Evaluation

One way to rudimentarily gauge the Darwinist Buss€ycle would be to check
whether the results that it predicts are consistétiit economic empirics. However, it is
important to bear in mind that it because of tlehdiomy will co-exist with a business
cycle model that describes what happens when neairenetary shocks hit the
economy. The business cycles that DBCT predictstiik be perturbed and/or
complemented by the cycles generated by these shock

It all depends on whether the perturbations of‘thé” business cycle generating
mechanism of the dichotomy are considered to hawe strong effects on the economy
or not. If one supposes that even weak monetaryealghocks considerably alter the
business cycle pattern of DBCT, then one shoulcerpéct the results that DBCT would
give rise to to perfectly coincide with empirics.

As one of the assumptions behind the theory isttietlynamics that DBCT represents
are so strong that they cannot be prevented foteargth of time by government
interventions (and thus also shocks), it is realslen@ expect a strong inherent business
cycle that only very strong shocks can serioudigcaf Moreover, one should expect real
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and monetary shocks to often take out and couritesmt other, which will decrease
their importance.

The conclusion is thus that a good fit with busshegcle empirics would be a very
encouraging finding in the assessment of DBCT.

3.3.2. Business Cycle Empirical Facts

The empirical facts of the business cycle mentidma@ are more or less consensus
views of today’s economists, but some researchans other results. These results
seem, as so often in economics, to be very depéondléme time-frame chosen, and an
article by Susanto Basu and Alan M. Taylor hasdfwge been chosen, where the authors
look at the cyclicality of different economic vabsias during different time periods, as a
reference. The time periods chosen by the authiertha era of the gold standard (1870-
1914), the interwar period (1919-1939), the Brettdmods era (1945-1971) and the
modern era (1971-1999).

According to Susanto Basu and Alan M. Taylor, comgtion seems to have been
strongly procyclical during the whole tT@entury, even though it was slightly more
procyclical during the Bretton Woods era than dgitime rest of the century. Investment
has also proved to be procyclical, but less so toasumption, although it has been
strongly procyclical after the 70s. Prices arehtligcountercyclical, but have been more
countercyclical after the 70s (Basu et Al., 199%9). The real wage seems to be fairly
procyclical, except for the interwar period, whigneas acyclical (Basu et Al., 1999, p.
61). Mark-ups seem to be countercyclical, evenghaome studies indicate that they
are procyclical in concentrated industries. Mogtss however indicate that they are
countercyclical even in these industries (CarltbAle 2000, p. 552).

Since the tests used when assessing the cyclichlihese variables are quite sensitive to
the time period chosen and other factors, econserhaste not been able to reach a
complete consensus, investments, the real wagdpgment and consumption are

widely believed to be procyclical (Cooley, 199530; Romer, 1996, p.150), whereas the
behavior of the price level and the inflation rate subject to more controversy (Romer,
1996, p. 150). Many studies have found the prigell® be countercyclical though, as
Basu et Al. above. The length of the average wagkknand productivity are generally
procyclical (Cooley, 1995, 149).

The model does not have any direct predictions #iset cyclicality of inflation.
Empirical studies have mostly shown that inflati®acyclical.

3.3.3. Comparison between Empirics and Results predicted by DBCT

On the whole, DBCT would give rise to results th conform with business cycle
empirics, which is an encouraging sign. Consumpfiovestment and wages are
procyclical whereas mark-ups are countercyclicatthermore, the fact that mark-ups
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are procyclical in concentrated industries is comfavith DBCT, as these industries
probably have even more substantial barriers ity emid thus are sheltered from much of
the dynamics of the model.

A procyclical productivity per worker could also beplained with the model. Even if
IRS is assumed, and even if the fittest compamesket shares increase in recessions,
productivity per worker is predicted to fall in essions, since aggregate production is
assumed to plummet enough to more than off-seetbiescts.

DBCT would tend to generate a countercyclical berasf the general price level, since
mark-ups increase in depressions. That this witllyna higher general price level is
however not self-evident, as much of the higherkmugas could be explained by the
lower costs that IRS and better use of capacitgike@ompetition does nevertheless
decrease in recessions and since an oligopoligtikehis assumed, part of the increase
in mark-ups could be attributed to an increaséén(general) price-level.

More importantly, the erratic behavior of businegsles and the difficulty to explain

them fully as being the results of shocks makeglitigotomy of which DBCT is part
appealing, since its two business cycle generatiaghanisms together create a business
cycle model that is not static, but yet not depabhda exogenous shocks.

3.3.4. Other Evaluation M ethods and Problematization

Another way by which one could test DBCT would besee if the model’s prediction
that concentration as to market share rises irsstmes. However, the dichotomy would
render a straightforward assessment of this inaategand the assessment would
therefore have to be modified in order to take ithis account.

As it is similar in spirit to orthodox business ty/theories, DBCT includes features that
are hard to model and that would most probablydresidered unscientific by
contemporary economists. At the heart of this awarsy is DBCT:s embracing of
orthodox theory’s notion that firms are gambleg #wnetimes fail. DBCT thereby
introduces the concept of luck, which is not ordychto model but also unscientific.

On the other hand, the notion of luck is ratheuitinte, and it is more the task of business
science rather than economics to explain why “oplfinmvestments in strategy and
production sometimes lead to failure (or why soimed fail to adopt an “optimal”
strategy).

The questions that need to be assessed are thystordome businesses fail to predict
and anticipate the directions of trends and tedgy® What is the optimal strategy for
doing this? What would happen if all firms usedthtirategy? (Again, answering these
guestions is arguably more incumbent on busingsase rather than on economics).
The intuitive answer to these questions is luckyeiter said, bad luck, which is a
hopeless thing to model. éhaos theoryramework could be used, but then again this
would be controversial. Maybe the answer is thahemists are too eager to model

22



everything, and it could be we must recognize sloate important economic
mechanisms are impossible to model.

The entire business cycle dichotomy would furtheemmrobably be complicated to
assess and test, as it contains two differenindtdbusiness cycle generating
mechanisms that interfere with each other.

4. Differences Between DBCT, Modern Business Cycle
Theories and Orthodoxy

As has been pointed out before, DBCT has been o@ttas a part of a bigger
framework called the business cycle dichotomy. DBEmerely the notion of an
intrinsically dynamic underlying economy that wabh-exist with a second business cycle
model that explains the mechanism by which realraadetary shocks generate business
cycles that perturb and/or complement the busiogdes generated by DBCT. DBCT
does thus not on its own completely describe tisess cycle generating mechanism.
However, it could increase the understanding of DBne understands on which
points it differs from the two predominant schooldusiness cycle thought today;

RBCT and various business cycle models that aren&&gn in spirit, and also from
orthodoxy.

4.1. Differences and Similarities Between DBCT and RBCT

4.1.1. Differences

The most important difference between the two neoethat shocks to technology and
shocks in general are not given a prominent rotaenDBCT, which instead focuses on
the intrinsic dynamics of the system.

Voluntary unemployment is also not recognized bydBand the idea of an efficient,
frictionless market congruous with microeconomeedty is not central to DBTC, which
does not require wages and prizes to be fully lillexibut neither relies on sticky wages
and prices. This issue will be further discussethéparagraph on the similarities and
differences between business cycle theories tieakaynesian in spirit and DBTC.
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Just like RBCT, DBCT suggests that efforts of pabins to remedy economic
fluctuations by economic policy are likely to befficient, but for different reasons; the
arguments of advocates of RBCT used to supporvibig usually center on the view of
RBCT that the fluctuations of output are efficisimce they stem from people rationally
allocating leisure and work over time, which inrtus due to shocks to technology. By
interfering with policy the government interfereghwthe conscious choices of workers
and consumers, which is inefficient at best, anskjidy harmful.

DBCT in turn does not believe that the output legellways at its natural level;
recessions will have a level of output lower thet hatural level due to the weeding out
of less well-adapted firms. Recessions are seéeiag necessary, but not necessarily as
being economically efficient, as in RBCT; the higheaemployment rate of recessions
does indeed hurt the economy and is not considerbd due to a conscious choice of the
workers as it is in RBCT. The question here is dhityis possible for a government to
curb high unemployment and low production in a ssg@n without disturbing the
renewing, evolutionary effects of recessions. Dihg these effects would clearly be
harmful, and it would also probably be impossiliteading to DBCT.

4.1.2. Similarities

Both theories do not give monetary issues a predamirole. RBCT provides us with a
framework where monetary shocks are not considenpdrtant and where both fiscal

and monetary policies are considered to have alireited potential when it comes to
remedy the economy. DBCT holds a very similar vibut, emphasizes the fact that the
economy is dynamic in itself; it is possible thaimatary shocks of a larger scale could
postpone or accelerate a business cycle; but thefesture of the theory is that nothing
can eventually stop business cycles from occurtimey are the capitalist system’s means
to make the economy evolve.

Another point which makes RBCT and DBTC similaspirit is that they both
emphasize changes in the real economy, which isnieely illustrated in the case of
RBCT in the famous treatise “the economics of RetmCrusoe”. RBCT emphasizes
shocks to technology whereas DBTC concentrateb@general evolution in technology
and trends where these notions should be seewdryavide sense. Even if DBTC does
not rely onshockgo technology per se, one should note that ewiatly changes in
technology needn’'t necessarily be very slow, aatlttiey sometimes could be regarded
as what RBCT would describe as a shock.

The idea that interaction between different sedtothe economy plays a major role in
the propagation of business cycles is also commboth models, but whereas RBCT
has been criticized for making this assumptionesimonomists argue that it would
imply that the law of large numbers would assuet the shocks to technology in
different sectors would cancel each other out,¢htgism is not as much of a problem
for DBCT since it does not rely on shocks. DBCT sloet only stress the interaction
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between different sectors of producers (supplyr@)diut also the interaction between
consumers and producers.

4.2. Differences and Similarities Between Keynesian Business Cycle
Modelsand DBCT

4.2.1. Differences

DBCT emphasizes “endogenous” shocks that come Within the system itself, due to
the intrinsic dynamics of the system. Keynesiaririess cycle models on the other hand
emphasize exogenous shocks that affect the reabegpor monetary shocks.

DBCT does not require nominal wages or prices tetioky in order for the mechanisms
of the model to work, but (somewhat) rigid nomipdates and wages are perfectly
congruous with the model. Many economists werelesidistic about RBCT since it
implied a perfectly frictionless market in accordanvith microeconomic theory, and
also this view would work equally well with DBCThe flexibility of nominal wages and
prices is really not a major issue with this motswever, depending on how one
chooses to model the “twin” business cycle modehefdichotomy, this will be of
importance.

Also coordination failures are congruous with DB&Td could help to explain why
recessions are persistent in a way comparable yod&gan business cycle theories, but in
order to make the DBCT model parsimonious, one lshalstract from this possibility.

Many new Keynesian economists believe that fisndlmonetary policy has effects and
that they can help to mitigate recessions. AccgrtinDBCT these possibilities are very
limited, and could at most postpone the economaict@lations. In accordance with
Keynesian business cycle theories DBCT consideesstons to be harmful, but DBCT
also implies that these harmful effects are necgssarder for the economy to develop,
and that there is very little one can do to mittgdte damages caused by recessions. If
economists could contrive a policy that would easam economic evolution without its
negative side-effects this would of course be ogljfout the question is whether this
really could be attained in practice.

4.2.2. Similarities

DBCT is on the whole more similar to RBCT tharsitad the Keynesian business cycle
models, but there are a few similarities worth riwemng.
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In accordance with Keynesian business cycle mo@&8& T implies that recessions have
harmful effects, but in accordance with RBCT it sfiens whether policymakers should
try to mitigate the harmful effects of economic ddurns.

It also agrees with new Keynesian economists wheones to rejecting the RBCT
concept of voluntary unemployment as a cause fimdeemployment in recessions.

4.3. Differencesand Similarities between DBCT and Orthodoxy

4.3.1. Differences

When it comes ttheory,orthodoxy and liquidationism in particular strelss tiquidation
of bad investments and the reallocation of thediae resources as the main drivers of
the business cycle, whereas DBCT instead emphasizdstion.

Orthodoxy imagines an economy where an increasaniggh the capital stock is bound
up in bad investments. A recession is started vehieig portion enough of bad
investments has been accumulated, since thesenmets have to be liquidized and
used to more efficient purposes.

DBCT instead describes an ongoing evolution whefg firms are continuously driven
out of the market or forced to restructure duehtodompetitive pressure. Even if DBCT
describes a certain limit at which a big enough benof firms will exit the market to
trigger a recession, exit of firms and restructginivill take place both before and after
this limit has been passed (even at the peak obanh

Orthodoxy emphasizes the notion of resources Hsdoigd up in bad investments, which
after a while will cause the economic engine toauhof gas, which triggers the
recession.

DBCT instead emphasizes the survival of the fittéessthe driver of business cycles; the
notion that resources are being bound up in baesinvents and need to be freed up is
given less importance.

Orthodoxy assumes economic fluctuation to be cotalyl@conomically efficient, and
recessions not to be harmful in a strictly econoseiecse. DBCT recognizes the difficulty
of having an evolution in the absence of econotaictd@iations, but also the harmful
effects of fluctuations.

When it comes to theodel,orthodox models rely completely on an endogenous
mechanism to explain business cycles, whereas DBfoligh the business cycle
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dichotomy is coupled with a business cycle modal ttrescribes how real and monetary
shocks generate economic fluctuations.

Orthodoxy predicts that the general price level fail in recessions when output is
below its natural rate. The fall in the generaterievel will cause real money balances,
(M/P) to rise, which in turn will tend to stimulaéggregate demand. Hence, output
cannot deviate from its natural rate for a longaet as movements in the price level will
counter this.

This mechanism will give us a business cycle iatRer than in Y.

This is a major difference between DBCT and orthgd®BCT predicts a

countercyclical behavior of the general price-lefagd of mark-ups), and we would have
rising prices and mark-ups in recessions. Thushtisiness cycle generating mechanisms
of DBCT are quite different from orthodoxy’s.

4.3.2. Similarities

Just like orthodoxy, DBCT considers dynamics inhewth the capitalist system to be
the cause of economic fluctuations. This is thennida it shares with orthodoxy.

Both theories doubt the efficiency of real and ntanepolicy when it comes to
mitigating economic fluctuations. Policy could asbdelay the fluctuations for some
time. It is important to note that fluctuations doeshocks. i.e. fluctuations described by
the second business cycle generating mechanishe afithotomy, can successfully be
countered using monetary and fiscal policy.

At the heart of both theories is also the notiat thusinesses are gambles that sometimes
fail. The best way to illustrate this point would to consider an economy where all firms
have undertaken optimal investments in R&D, markgtmarket research and

production. In a model which assumes businessgarables that sometimes fail this set-
up would still result in a situation where somensrwould capture a disproportionate

part of the market share and some firms would dabthe market. This notion thus
introduces the concept of luck, or chance, whiahlzacriticized for being difficult to

model and for being unscientific, but which in ayedso is quite intuitive.

Orthodoxy’s information lag and liquidation lag debed on page 11 are also part of the
model, or at least concepts that are similar.

To conclude these two chapters, one could statddBE&T and orthodoxy have many

commonalities when it comes tfoeory, whereas the exact functioning of the business
cycle generating mechanisms of thedelsis quite different.
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4.4. Conclusion of Paragraph Four: What New |deas and Concepts does
DBCT bring?

As seen in paragraph five, DBCT has a very diffeegaproach to explaining business
cycles from the most popular business cycle theari¢oday; RBCT and business cycle
theories that are Keynesian in spirit. Its mairied#nce from these models is that it
assumes an intrinsically dynamic economy that ggasreconomic fluctuations even in
the absence from shocks.

DBCT is also not a mere revival of orthodox thedrgth the model described in this
essay and the theories and assumptions behirfteit ilom earlier established
orthodoxy. The main difference is that DBCT presli@tcountercyclical behavior of
prices and mark-ups whereas the prediction thasssons coincide with a falling general
price-level is a cornerstone of orthodox busingstectheory. However, DBCT and
orthodoxy are also in many ways similar in spirit.

One of the most important notions of the thesisisin DBCT itself, but rater in the
framework it is part of. The business cycle diclnayaconciliates the notion of an
endogenously dynamic economy with the concept ohemic fluctuations caused by
real and monetary shocks.

If we start considering the interplay between thesebusiness cycle generating
mechanisms, it could maybe help us in our undedstgrof business cycles.

5. Summary

In this essay | have given an account of the bsgsiegcle theories of the pre-depression
era and have pointed out in which ways they diffem modern business cycle theories.
| have also thoroughly described these modern basinycle theories, their advantages
and their shortcomings.

All this has served as a background to the go#htisfessay, that is, to conceie
Darwinist business cycle mogel business cycle model which is built on the agzion
of an intrinsically dynamic economy, where busingegdes are generated by the
economic system itself rather than by exogenouskshd he Darwinist business cycle
model in turn is part of a bigger framework calted business cycle dichotonvhich
states that business cycles are generated by tieoetit mechanisms that
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perturb/complement each other. One of these mesimargenerates business cycles as a
result of real and monetary shocks to the econevhgreas the other describes business
cycles as being generated by the inherent dynamhittee economic system itself.
Because of the very limited scope of a Masterssithe have limited myself to

describing only this latter mechanism, which is Br@winist business cycle described
above.

In paragraph three the assumptions of the modedtated and its business cycle
generating mechanism and the results that it woiiel rise to are described.

In the following analysis it is concluded that thi®del is conform to the main stylized
business cycle facts. Whereas it is establishddhigis an encouraging finding, the
result is mitigated by the fact that the DBCT i¢yamne part of the business cycle
dichotomy and has to be considered in combinatiibi tlve rest of the framework in
order to be thoroughly assessed.

In order to assess the viability of DBCT and theibess cycle dichotomy one has to
complete the framework by modeling the businesgeayenerating mechanism that
accompanies DBCT. Testing and assessing this céomopieamework of the dichotomy
should be quite complicated as it contains twceddht and distinct business cycle
generating mechanisms whose business cycles vélféne with each other.

The thesis is concluded with a paragraph where DBE&bmpared with modern
business cycle theories and orthodoxy. It is eistiaédl that whereas it has features in
common with each of these theories, it also diffess each of them on several
important points.

6. Conclusion

Whereas it has been impossible to present anyitdefaonclusive evidence in this
Master’s Thesis for or against the absolute vighdf the Darwinist business cycle
theory and the framework of tieisiness cycle dichotorntlyat it is part of, it has been
possible to reach the goal of constructing a bssimgcle model which is built on the
assumption of an intrinsically dynamic economy.isTihodel has also proven to be
conform to the main stylized business cycle facts.

The idea to consider the economy as a dichotormhioh there is an underlying
intrinsically dynamic economy that is driven byrmiples such as those described by
DBCT, and another, juxtaposed business cycle gengnaechanism, which is driven by
real and monetary shocks to the economy, is iniagesince it conciliates two economic
schools of thought, and since it could provide gpianation for the erratic behavior of
business cycles, the difficulty to model them ama&l difficulty to explain them as being
solely the result of real and monetary shocks ¢ostonomy.
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The modeling of DBCT is a first step toward modglthe business cycle dichotomy,
which then in turn could be tested and assesséuk lhusiness cycle dichotomy is found
to have some merit, it could help us to better ustdad business cycles and the
mechanisms by which they are generated.
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