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Lecture 15
Lecture Topic: Business Cycles
Lecturer: Dr. Daniel Kungu Njau
Lecture Learning Outcome
i) Understand the business cycles, their causes and effects
ii) Understand the various theories on business cycles.
iii) Understand the multiplier and accelerator.
iv) Grasp the intricacies of controlling business cycles.

15.1 Introduction to Business Cycles
Firms operate in an industry and an economy that goes through business cycles. These are periodic up and down movements in economic activities. These cyclical movements are also characterized by waves and of expansion and contraction with associated boom and bust cycles.

15.2 Characteristics of Business Cycles
Business cycles generally go through three basic cycles; periodicity, synchronism and are also considered to be self-reinforcing.

15.2.1 Periodicity
Cycles go up and down after a period of time. For the greater economy, it grows but after a period of time, there is stagnation and it slows down. These cycles are inevitable and are bound to happen from time to time an interval that are hard to predict.

15.2.3 Synchronism
The effect of cycles is usually far reaching. Firms that are not part of the industry are also affected showing that there is a large degree of interdependence between the various sectors of the economy. Globalization also has an effect on the cycles of the economy and economic downturns in some corner of the world may have a contagion effect in another part of the world.

15.2.4 Self-Reinforcing
Due to the interdependence and close links between various sectors of the economy, movements in one sector are reinforced by associated movement in another part of the economy. Therefore, a downward turn may be reinforced by another deeper downward movement and vice versa.

15.3 Phases of Business Cycles
An ordinary business cycle goes through four main phases, expansion, peak (plateau), contraction (recession), trough (depression) and two turning points, upwards and downwards. This normally happens over an observable lengthy time period. Ordinarily, it is occasioned by fluctuations and cyclical smaller movements over the observable period of time. This can be illustrated below in Figure 1:

Figure 1: An Illustration of Business Cycles
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Figure 1 illustrates the business cycles that a business goes through. These also correspond to the phases the economy goes through. They can be explained as follows:

Expansion
This a phase when the output of the firm is increasing as a result of increasing demand. Additionally, the key macroeconomic variables such as income, employment output income and aggregate demand is generally rising. The general trend of the economy is rising. The firm is generally growing, increasing its production and hiring more workers. Incomes are also rising making it a favorable time for firms and individuals.

Peak
This is the highest point of growth attained both in the economy and that of the firm. In our case, it is assumed that the firm’s performance mirrors that of the economy. At this stage, expansion has reached its highest peak and no further expansion takes place. This shows that growth cannot continue indefinitely. After a period of time, it usually slows down and reaches a turning point.

Contraction
At this point, there is a gradual slowdown in the economic activities. Firms are reducing production and are also downsizing. The unemployment rate is going up and peoples income are falling. General investment by the firms and in the economy are falling, production is also falling, unemployment is increasing, incomes are reducing and consumption is also falling. Contraction marks the beginning of recession.

Depression
This is the lowest level reached in the economic cycle. It can be considered to be the trough beyond which, the process starts afresh. It is one of the most difficult points in the whole business cycle as the firm and the economy starts to look for ways to initiate growth and revival in the economy.





15.4 Effects of Business Cycles
When a business goes through the business cycle phases, what are the consequences? we will look at these shortly in the sext section.

15.4.1 Expansion Phase
Although on face value it may look as if expansion is the desired phase for every firm, it has its own adverse consequences. During expansion, there is a large number of investments, increased employment and increasing incomes and expenditures. However, this expansion has its adverse effects. It consequently results in high levels of inflation and competition.

Inflation
Increase in investments results in higher levels of production and higher incomes. This forces more money supply in the economy and the demand for factors of production increases as firms attempt to keep pace with increasing levels of consumer aggregate demand. Wages are also increasing and with increasing levels of income, the prices of goods are going up. Inflation therefore becomes a consequence of expansion and growth. Due to the adverse effects of inflation, policy makers are always attempting to control it.

Severe competition
During the expansion phase, firms are trying to increase their market share through advertisement and publicity. These are considered to be non-productive outputs in the economy and therefore the GDP does not increase in real terms.

15.4.2 Recession Phase
This phase is the least desirable since it has adverse effects on the economy. There are challenging problems which occur such as unemployment, excess inventory for firms which they are unable to sell, sub optimal production and lots of unutilized capacity for firms. Additionally, workers are losing jobs through retrenchment and the resultant unemployment.

Retrenchment
During the expansion phase, firms are hiring more workers as they increase production. However, during a recession, a drastic fall in incomes leads to lower demand. Firms make lower amounts of income and are subsequently forced to cut down on the number of workers.

15.5 Causes of Business Cycles
It is interesting to establish why business cycles do occur. There are various postulations advanced to explain them. These include; climatic changes, entrepreneurs and consumers psychological aspects, moods of optimism and pessimism existing in the economy, economic factors such as investment, consumption and savings, changes in money supply etc. The main causes can be either endogenous or exogenous. Endogenous factors are those within the firm and the aggregate economy, while exogenous are those outside the firm that may lead to a bust or boom in the economy. Some of the major drivers of business cycles are summarized as follows.

Endogenous Drivers of Business Cycles
These can be summarized as fluctuations in demand, variations in investments, dynamics in macroeconomic policies and money supply.

Fluctuations in demand
Changes in aggregate demand in the economy influences the level of economic activities. When demand goes up, the firm is motivated to produce more. Additional output leads to more employment and higher incomes as well as more profits for the firm. This normally leads to a boom in the economy. However, the downside part of it is that it may mark the onset of inflation. If demand falls, the economy slows down and if this persists, it may lead to depression.

Variations in Investments
The amount of investments that a firm makes are heavily influenced by a host of factors such as interest rates, tax savings and future economic outlook. Increased investment leads to greater output and reduced unemployment as firms hire more people. If investment reduces, money supply goes down and may lead to a downturn of the economy.

Dynamics in Macroeconomic Policies
Macroeconomic policies may be contractionary or expansionary in nature. If they are expansionary, money supply increases, which drives aggregate demand and spending and spurs investment. However, if this policy is too aggressive, it may lead to inflation if the money supply far exceeds the rate of economic growth.


Money Supply. The supply of money is at the discretionary of the monetary policy. The supply is adjusted depending on the goals of the authority. If there are high levels of inflation, the monetary policy authority will push for a contractionary monetary policy. This reduces money supply and dampens aggregate demand.

Exogenous Drivers of Business Cycles
These are factors outside the firm and the economy. Additionally, these factors have a heavy and adverse impact on the economy. 

Wars and Conflicts
During times of wars and unrest, there is diversion of resources into the war economy to produce goods such as weapons and arms. This diversion of resources shifts away resources for investment to a few firms specializing in making these goods at the expense of the larger economy. War also prevents demand for a host of consumer goods and services like tourism and education. This makes the economy to suffer and depression may kick in.

Technological Disruptions
Although technology is a main driver for efficient levels of production, in some cases it may be disruptive to the traditional models of doing business. For example, the advent of digital money has put a strain on traditional brick and mortal banking. The growing popularity of cryptocurrencies has also threatened the life of traditional government issued currency.
 
Nature Shocks
Natural disasters such and flooding and droughts cause heavy damage and results to loss of lives for both crops and livestock and result in huge losses. The resultant food shortages lead to huge spikes in inflation and economic losses.
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