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BUSINESS CYCLE ANP THE CAPITAL STOCK ADJUSTMENT THEORY

A Sommary

Chao Ching-hSi

1. There are, roughly speaking, two theories concerning business fluctuations.
One is the theory of the capital stock adjustment and the other is related to
factors other than the capital stock, namely, for instance, interst rates, which may
be brought up and down through the operations of the central banking system.
This author has in the past published a paper on“The Role of Interest Rates in the
Theory of Business Cycles”,in which he questions why recent theorists pay more
attention to the interaction of the multiplier and the acceleration principle than to
the problem of loss and profit in business. This paper is not to refute the interaction
of the multiplier and the acceleration principle, but to point out that there must be
some change in the theory in order to make it more applicable to the present business
situation,

2. There are two kinds of explanations in the theory of capital stock adjustment.
One is known as the interaction of the multiplier and the acceleration principle
expounded by Samuelson and his teacher, Hansen. Under this theory, there is
one defect which gives rise to disputes about whether the capital coefficient or the
accelerator should be a constant or not. According to the Samuelson-Hansen model,
the capital coefficient is a linear function or, simply, a constant, which will not be
varied whether the cconomy booms or suffers depression. So business fluctuations
depend upon the size of the multiplier and the accelerator, not upon the business
itself. This dissatisfies most people, for we shall have no more fluctuations, if the
multiplier and the accelerator are both too large or both too small. Unless there are
outside shocks, the economy will explode and will not return to its original position,

if these coefficients are too large.

3, As a result of the above dissatisfaction, we begin to think that the capital
ceefficient may be a non-linear function,i.e., that it is not a constant. It may be
positive, when the actual capital stock cannot meet the desired one; otherwise, it
may be negative. So it will not always be a constant. For this reason, even though
income increases, investment may not follow next, when the actual stock is in excess
of the desired one, the latter of which depends upon the increase in the level of
income. In other words, the capital coefficient at that moment has "already been
reduced to zero. So we need no more extérﬁal shocks ; business fluctuations arise
within the economy itself.

4. Under Paragraph 2. it says that there are two kinds of explanations about
capital stock adjustment. The first one has just been mentioned and discussed. The
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second one is expounded by Kalechi and Kaldor, which emphasizes that investment
depends upon the level of income and the capital stock. The former one is an
increasing function, while the latter a decreasing function. So investment may come
to a negative, when the accumulation of capital reduces its marginal efficiency. As
a whole, both explanations with some modifications have more sense in the
explanation of the present-day fluctuations, which must come within the economy
itself.

5. As to why we should have such new explanations in connection with the
capital eoefficient function, it will help the policy-maker to be more manageable.
If he wants to avoid such wide and undesirable fluctuations, he must advise
investors not to invest too much even when the desired stock is not in line with the
actual one. The government must step into the economy to increase or decrease its

expenditure when any excess or deficiency in investment occurs..



