20 The Ricardo effect!

This is one of the main microeconomic explanations for additional savings
tending to be invested in more roundabout and capital-intensive production
processes. Increases in voluntary savings exert a particularly important,
immediate effect on the level of real wages. The monetary demand for con-
sumer goods tends to fall whenever savings rise. Hence it is easy to under-
stand why increases in savings ceteris paribus are followed by decreases in the
relative prices of final consumer goods. If, as generally occurs, the wages or
rents of the original factor labour are initially held constant in nominal
terms, a decline in the prices of final consumer goods will be followed by a
rise in the real wages of workers employed in all stages of the productive
structure. With the same money incomes in nominal terms, workers will be
able to acquire a greater quantity and quality of final consumer goods and
services at consumer goods’ new, more reduced prices. This increase in real
wages, which arises from the growth in voluntary savings, means that, in
relative terms, it is in the interests of entrepreneurs of all stages in the pro-
duction process to replace labour with capital goods. Via an increase in real
wages, the rise in voluntary savings sets a trend throughout the economic
system towards longer and more capital-intensive productive stages. In other
words, entrepreneurs now find it more attractive to use capital goods than
labour. This constitutes a powerful effect tending toward the lengthening of
the stages in the productive structure.

According to Friedrich A. Hayek, David Ricardo was the first person
to analyse explicitly this effect, Ricardo concludes in his Principles (1817),
that:

Every rise of wages, therefore, or, which is the same thing, every fall of
profits, would lower the value of those commodities which were pro-
duced with a capital of a durable nature, and would proportionally ele-
vate those which were produced with a capital more perishable. A fall of
wages would have precisely the contrary effect.

And in the well-known chapter ‘On Machinery’, which was added in the
third edition, published in 1821, Ricardo adds that ‘machinery and labour
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are in constant competition and the former can frequently not be employed
until labour rises’.

This idea was later recovered by Hayek, who, beginning in 1939, applied it
extensively to his writings on business cycles. Hayek explains the con-
sequences that an upsurge in voluntary savings has on the productive struc-
ture to detract from theories on the so-called ‘paradox of thrift’ and the
supposedly negative influence of saving on effective demand. According to
Hayek,

with high real wages and a low rate of profit, investment will take highly
capitalistic forms: entrepreneurs will try to meet the high costs of labour
by introducing very labour-saving machinery — the kind of machinery
which it will be profitable to use only at a very low rate of profit and
interest.

Hence the Ricardo effect is a pure microeconomic explanation for the
behaviour of entreprencurs, who react to an upsurge in voluntary saving by
boosting their demand for capital goods and by investing in new stages fur-
ther from consumption. It is important to remember that all increases in
voluntary saving and investment initially bring about a decline in the pro-
duction of new consumer goods and services with respect to the short-term
maximum which could be achieved if inputs were not diverted from the
stages closest to final consumption. This decline performs the function of
freeing productive factors necessary to lengthen the stages furthest from
consumption. In a modern economy, consumer goods and services which
remain unsold when saving increases fulfil the important function of making
it possible for the different economic agents (workers, owners of natural
resources and capitalists) to sustain themselves during the time periods that
follow. During these periods the recently initiated lengthening of the pro-
ductive structure causes an inevitable slowdown in the arrival of new con-
sumer goods and services at the market. This slowdown lasts until all the
new, more capital-intensive processes have been culminated. If it were not for
the consumer goods and services that remain unsold as a result of saving, the
temporary drop in the supply of new consumer goods would trigger a sub-
stantial rise in the relative price of these goods and considerable difficulties
in their provision.



