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Preface

In the anti-globalization movement and among those who are generally critical of globalization, there
are two very popular slogans: “A different world is possible” and “The world is not a commodity”. 1
have my doubts whether all activists of the movement are really aware of the implications of these
slogans. It is the world they talk about. , So one may expect that these activists have overcome
thinking in terms of national interests. They also talk of another world which they dream about. But
what is this other world supposed to look like? Here the second slogan helps us. It criticizes an
economic system in which almost everything has become a commodity. Since exactly this is one of the
main characteristics of capitalism, one could expect that these activists dream of a non-capitalist
world. | was well aware of this meaning of this very important slogan of the movement which | have
been part of since 1997 (starting with the anti-MAI campaign®), although | did not bring up this
discussion then out of consideration for my reformist partners in the alliance.

But in the following years it has become apparent — and it has also repeatedly been made clear to me
by other activists — that the majority of the participants in the movement, also the majority of its
leaders, do not want to create another world — a non-capitalist one. They only want to make the present
one, the global-capitalistic world, a little better, fairer, more social, and more ecological. Moreover,
they are not against globalization, but merely critical of globalization. And this applies also to the
other social movements that are associated with the merely-critical section of the movement: the trade
union movement, the Third World solidarity movement, the unemployed workers movement, the
peace movement, the ecology movement, which in the meantime has come to a halt, etc.

In all these movements, there is — and there has always been — a minority of activists, myself
included, whose vision of a better/different world is that of a non-capitalist one — a socialist one, to be
more precise. For a few years after 1989, i.e. after the collapse of the state-socialist regimes in Eastern
Europe, they refrained from openly speaking about the necessity of a socialist society — maybe out of
fear of being ridiculed. But just ten years later, during the anti-WTQO demonstrations in Seattle in
1999, a large number of people expressed the opinion that in capitalism, there can be no solution to
even a single social problem. After the end of the Cold War, there had been a euphoric, festive mood
in large parts of the world population and among their opinion leaders. The hope of a great "peace
dividend" was in the air. In Europe, there was talk of a “common European house”. By 1999, this
euphoric-festive mood had totally evaporated. What determined the general picture of the world in the
1990s and ever since was a series of severe economic crises (Eastern Europe, Russia, Mexico, East
Asia, etc.), a series of wars and civil wars (for instance, in the Balkans and in Rwanda) the growing
impoverishment and economic insecurity of large parts of the world population side by side with the
growing wealth of a minority, environmental and natural calamities, and large numbers of refugees
fleeing from wars, environmental degradations, economic crises and just poverty. .In Seattle one could
hear the slogan “Let us smash capitalism”. Many were convinced that a different world was not only
possible but also necessary. In 1989, one could not imagine that the worldwide victory of capitalism as
an ideology — though not as a concrete system — would be so short-lived, that already in the year 2000
people would be talking of its failure.

But that, indeed, is now the case. Many people are so convinced of this assertion that they are now
asking for an alternative. But is there an alternative at all? Should we look for an alternative to
capitalism itself or for alternatives to parts of it, within capitalism? As stated above, the majority of the
participants in the new social movements are reformists. They are so, because in their view there is
(unfortunately) no alternative to capitalism. Those who want to overcome capitalism, the radicals,
work together with reformists. For they think that even a mere alleviation of sufferings is in itself a
worthwhile objective, especially because they have lost the firm conviction of their Marxist past that
the laws of history will lead mankind to socialism or communism or to a higher, better form of society,
and that they themselves are mere instruments of history.

In 1999, | gave a lecture on the contents of my book Eco-Socialism or Eco-Capitalism? (1999),
which had just been published, before an audience composed largely of such activists, that is to say,
socialists. They did not agree with any of my main theses, which deviated very much from their old
and noble positions. On my way home | asked a leading member of a small Trotskist socialist party
how he could expect that capitalism would one day get into such a severe crisis that the organized
working class — in spite of its disappointing history — would at last do away with it. The great majority
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of the workers, even of the unemployed, after all lived quite well in highly developed capitalism, |
argued. This system has so far managed to overcome all crises, at least in the highly industrialized
countries, even the Great Depression of 1929-1933 and the destruction of World War 1. The comrade
could give no clear answer.

On a different occasion, also in 1999, another socialist friend told me that my analyses and my view
of the future perspective were right. But, he asked, who would realize the eco-socialist society? He
thought, only when the working class has taken over power and socialized the means of production,
would it understand that the present industrial society per se, and certainly a continuously growing
industrial economy, would entirely destroy the natural environment. And then, freed from the profit
and growth compulsions of capitalism and from the power of the capitalists, it would be possible for
society to shape the economy in an ecologically sustainable way. In other words, he argued, capitalism
has to be overcome first; only then can there be any hope for change for the better. The logic of these
statements is convincing. However, this friend too could not answer the question what interest the
working class of the rich industrialized countries could have in trying to eliminate capitalism, given
that workers, at least the great majority of them, live very well in this system.

Earlier on | had put the same question to a leading comrade of another small Trotzkyist socialist
party. And again, | received no clear answer. However, this friend was able to give me a convincing
answer to another question. He asserted that it was necessary to build up a revolutionary socialist
party, right now. For otherwise there would not be any force strong enough to eliminate capitalism and
build a different, better world when the capitalist society finally plunges into a big crisis, when, sooner
or later, its collapse clearly appears to be imminent — something he expected as a matter of course.

The whole discussion among Marxist socialists on the question regarding the final crisis of capitalism
is a sad story. They have been waiting for the final crisis or the collapse of capitalism for over a
hundred years. They have written hundreds of books and thousands of essays on this topic. The final
crisis, however, has not arrived yet. In the relevant literature that | could read, | found descriptions and
analyses of the first, second, third, and the most recent stage of the general crisis of capitalism (cf. e.g.
Varga 1962, Kuczynski 1977). In 1962, at a time when Western economists were speaking of a long
boom and even of economic miracles, Eugen Varga, the famous Marxist political economist and
theoretician of the former Soviet Union prophesied:

“We may ... forecast as a matter of great probability that the twentieth century will be the last
century of capitalism. By the end of the century there will either be no capitalism at all, or
there will remain insignificant remnants of it.” (Varga 1962: 156)

And Jurgen Kuczynski, the great Marxist scholar of the former GDR, thought in 1977 that the
“international cyclical crisis of overproduction” which at the time afflicted capitalism in the
industrialized countries “is tending to heighten the contradictions working within the general crisis of
capitalism” (Kuczynski 1977: 40). He concluded:

“We declare that the general crisis of capitalism has advanced so far that if we are able to
prevent a major war and the special factors it brings with it, then we can reckon with
capitalism undergoing a process of decay interrupted by short bursts of life.” (ibid: 140)

As we know today, both Varga and Kuczyinski were totally wrong in their forecast and conclusion.
In the 30 years after 1977, there have been many crises in the capitalist world: stock market crashes,
financial crises, economic crises, debt crises of the Third World countries etc. They came and went,
like so many crises before them. But neither the 20" century turned out to be the last century of
capitalism, nor was capitalism undergoing in this period a process of decay. Quite on the contrary, it
was the world of the socialist industrialized countries that fell apart in the last decade of the 20
century.

During every crisis in the 1980s and 1990s, hope arose in some leftist quarters that capitalism — as
prophesied by Kuczynski — was at last undergoing a process of decay. Expressions such as “the party
is over” and “Titanic” were used (Garnreiter et al. 1998: 32, 37). But each time, after the subsequent
successful crisis management and recovery, they were ridiculed by bourgeois commentators. For the
“short bursts of life”, which Kuczynski also held possible, were not so short-lived after all. In the
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United States they spoke of "the roaring nineties”, and the great East-Asian crisis of 1997-1998 could
not seriously harm the rest of the capitalist world.

Only at the beginning of the 21% century and in the years thereafter, a real atmosphere of crisis could
be felt. And it did not appear to be fading away. On the contrary, it persisted and was deepening. But
not so much because of the aggravation of the inner contradictions of capitalism, which Marxists
always talk about and which do indeed exist, not because of conflicts between national state monopoly
capitalisms, between imperialist blocks, between the former colonial powers and the former colonies,
half-colonies, and the present-day emerging industrial powers, not because of the contradiction
between the working class and the capitalist class (although a whole capitalist economy, that of
Argentina, broke down because of some of such conflicts and contradictions). No, the most important
cause of this crisis atmosphere is something very different, something which Marxists and other
leftists could never before imagine as a cause of crisis. It is global warming, which is causing climate
catastrophes together with various other destructive ecological crises over and above the everyday
global pollution and degradation of the environment. And in future, all this will be happening
increasingly and most certainly.

At the same time — and this is the second most important cause of the crisis atmosphere — a
prognosis made by Dennis Meadows and his co-authors in 1972 in their book Limits to Growth is
coming true, namely that the cheap reserves of nonrenewable resources would gradually get
exhausted. As we know, since the beginning of the 21* century the world market price for oil, the most
important energy source of industrial economies, has been rising almost continuously. In
knowledgeable circles people are already talking of “peak o0il”, and many predict a big crisis when oil
is no longer affordable for most people. There is even talk of the impending end of the oil era. The
world market price for natural gas, coal, and important industrial metals has also been rising for a
number of years now (since the beginning of the recession of 2008-2009 some prices have again
fallen). What is even worse, since 2007 food prices have sharply risen worldwide.

This double crisis (I call it the pincer grip crisis; see Chapter X, 5) is not just the crisis of capitalism,
as what most leftists would like to see it. In the long run, it will also inevitably cause the end of
industrial society per se. This will happen whether we like it or not. Even a truly socialist industrial
society would perish because of this crisis. In my previous book Eco-Socialism or Eco.capitalism?
(1999), | have presented my thesis that the socialist industrial society of the former Soviet Union
failed mainly (however, not only) because of ecological and resource-related crises.

But a socialist society need not necessarily have to be an industrial one. There is no compelling
reason for that. But, as the friend | quoted above pointed out, the work for the transition to a non-
industrial, sustainable society cannot possibly even begin until capitalism is overcome.

The question now is, therefore: is it possible or likely that capitalism would collapse due to one or
more of its inner contradictions pointed out by Marxists, and that before we are hit by more severe
resource-related crises and greater ecological and climate-related catastrophes than we are already
experiencing today? Or, is it possible or likely that the working class will — in the context of a big
crisis and out of self-interest — revolt in several big, important and powerful countries and sweep away
capitalism by means of class struggle and thus clear the way for the work on a peaceful and orderly
transition to a sustainable, better and just (fairer) society? If the answer is yes, will that happen before
the present civilization ends in global chaos, various kinds of war, and destruction? On the ruins of the
present-day civilization it might not at all be possible to build a sustainable and socialist society. The
survivors would then probably just not have the needed strength to achieve that.

It is not easy to answer these questions today. But we — both reformers and radicals — should
intensively ponder over them in order to get clarity on the situation we are in, which is necessary for
orienting ourselves in our political work. To state it more precisely, it is important to understand why
capitalism has not collapsed yet, why till now all previous attempts to eliminate it by means of class
struggle have failed, why the welfare state and the social market economy built up in the rich
industrialized countries after World War Il are being wound up, why Keynesianism, which was
regarded in the 1950s and 1960s almost as a doctrine of salvation was rejected in the 1980s, etc. It is
necessary to find an answer to each of these questions (and to many other relevant ones) in order to be
able to form an opinion on whether our particular mid-term project stands a chance or not, whether our
particular long-term objective is at least to some extent realistic or totally utopian in the negative
sense.



I have explored these questions. My work on them actually began when | was writing my previous
book Eco-Socialism or Eco-Capitalism? — a Critical Analysis of Humanity's Fundamental Choices
(1999). Much of what | have written there is very relevant for the questions dealt with in this book.
Particularly a basic standpoint | have expounded there, namely that a paradigm shift — from the
hitherto prevailing growth paradigm to what | call the limits-to-growth-paradigm — is overdue in all
thinking on economic, political, political-economic, and social issues, both theoretical and practical,
should be seen as a very basic standpoint also for the contents of this work. Furthermore, in that book |
thoroughly examined the question whether capitalism can acquire a new legitimacy by transforming
itself into eco-capitalism. I came to the conclusion No. In that book | also showed why the Soviet
model of a socialist industrial society could not but fail. In this book | am trying to show that also a
capitalist industrial society will fail for similar reasons. All the points already made in the previous
book cannot and need not be repeated in the present one. So | suggest that, although written as
separate books, the previous one and this one be considered as constituting the first and second
volume of the same book. Finally, in the light of the overdue paradigm shift mentioned above, it has
become necessary to study political economy differently, to partly rewrite it. This book is an humble
effort to do that in one area, a very important area, of the discipline.

In order to better understand the theories and facts related to the crises of capitalism and
explanations for them, | studied the relevant parts of economics and political economy. On the basis of
the knowledge thus acquired, | could gain some insights and reach certain conclusions which | want to
share with the people who are also trying to create a different and better world. | think that reading not
only my insights and conclusions, but also some relevant theories and facts | have selected (and
summarized) from standard economics and economic history will benefit those people.

I am aware that some might question my qualification to do this study, since | am not a trained
economist. With respect to my critical remarks on the energy balance of solar electricity technologies
in my previous book (Sarkar 1999) | have heard a similar question: how can you arrogate to yourself
writing on this subject, when you are not a trained physicist? My justification for thinking | am able to
write about the crisis/crises of capitalism relies on my observation that the great majority of trained
economists have not understood the most important aspect of the subject crisis of capitalism, exactly
speaking, the crisis of all industrial economies. To be brief, I mention here only on the criticism
expressed by two famous economists belonging to a small minority, from whom | have learned a great
deal about ecological economics. Kenneth Boulding, who was for some time president of the
American Economic Association, wrote: “Anyone who believes exponential growth can go on forever
in a finite world is either a madman or an economist” (quoted in Heinberg 2003: 167). It is
unfortunately a fact that most economists believe that. The second critiqgue comes from Nicholas
Georgescu-Roegen, who reported that the famous Paul Samuelson maintained in the last edition of his
celebrated textbook Economics authored by him alone that science can temporarily override the
entropy law (Georgescu-Roegen 1987: 17). Any good natural scientist knows that this is impossible.
Also, very recently, some young and critical economists found it necessary to form a study circle
called “Post-autistic Economics”. In their critique of present-day economics (2004) they assert: “The
conception of man behind the term Homo Oeconomicus is autistic”, and “Economics totally devotes
itself to adhering to formal rules. That diminishes the faculty of judgement needed for assessing real
economic connections ” (emphasis added). Many economic journalists too have lost their formerly
usual respect for economists. For instance, Markus Sievers, of the Frankfurter Rundschau, wrote:

“Economists, especially in Germany, are a bit of a problem. They gladly produce, particularly
if the remuneration is good, scientific economic studies with complicated models ... . In most
cases, the title is very promising, but the content delivers little. Nearly always the gain in
knowledge and understanding is far below scientific standards and customary fees in the
profession.

The advisory council of the Minister of Economy is no exception. These economists too do
not let themselves be drawn into any danger and brought out of the beaten track through any
curiosity and a desire to discover something new and unusual. How should Germany react to
globalization? Cut wages, make the labor market more flexible, relax rules regarding
protection against unfair dismissal. Oh yes, one should also do something about innovations.



Twenty-five professors have worked to produce this knowledge and recommendation.
Forgive me, but John Q. Public could also have worked that out.” (Sievers 2006)

I am not afraid of any "danger"”. | think | have presented many new and/or unusual insights and
thoughts in this book.

There are a few more serious reasons for us not to wholly rely on economists and to form our own
opinion. Firstly, most of the issues that are debated in connection with the subject of this book are
ultimately questions of value. Scientists can help us with their knowledge; but value decisions cannot
be made by scientists as scientists. Secondly, |, of course, do not doubt that a purely objective
scientific approach is possible. This is possible also in the social sciences, and social scientists can
convey scientific knowledge objectively. But they are also human beings, they can make mistakes
and, as human beings, they too have private, group, and class interests, for which they use, consciously
or unconsciously, their status and their power. Especially in political-economic matters they have a lot
of power. John Maynard Keynes was convinced that the world was dominated by not much more than
the thoughts of economists and political philosophers. “Practical men .... are usually the slaves of
some defunct economist.” (quoted in Koesters 1985: 254). Economists also often get themselves hired
by rulers and interest groups, with a resultant loss of independence and freedom of opinion. Or they
also gladly become soldiers of one or the other side in class struggle or in the competitive business
word, and they, then, legitimize their side’s policy by developing suitable theories. This was also the
case with Marx’s labor theory of value. C. George Caffentzis, an American Marxist philosophy
professor, writes in the context of defending Marxian theory:

"Marx's theory of machines was deployed in a political struggle ; it was not the result of some
suprahistorical, a-prioristic ratiocination. Theoretically, Marx could have taken different paths
in the understanding of machines and still remained anti-capitalist. For example, he could have
argued that machines create value but that this value was the product of a general social and
scientific labor which ought not be appropriated by the capitalist class. Such an approach was
indeed taken up by Veblen and others in the early twentieth century, ... .

Marx's theoretical choice against the value creativity of machines was rooted in the complex
political situation he and his faction of the working class movement of Western Europe faced

In the face of the ideological attack arising from the depths of the system [namely that
machines create value; workers are not so important], Marx needed a direct reply. It was to
point out that ... for all the thunder of its steam hammers, for all the intimidating silence of its
chemical plants, capital could not dispense with labor. Labor is not the only source of wealth,
but it is the only source of value. Thus capital was mortally tied to the working class, whatever
the forces that it unleashed that were driving to a form of labor-less production. This was the
political card that Marx played in the political game against the ideological suffocation of the
machine = capital [i.e. machine is the same as capital] metaphor. It ... proved to be a useful
one not only in the struggles of the 1860s." (Caffentzis 1997: 42-45)

I shall deal with the critique of Marx's labor theory of value in Chapter | and X. Here | only want to
show that also the great Marx was not motivated only by the pure search for knowledge and
understanding.

Thirdly, as Lawrence R. Klein (1947: 31), a trained economist and author of possibly the first book
on Keynesian economics, wrote, “... practical economics is simply common sense, while theoretical
economics is common sense made difficult”. But at least political-economic (and political) theories are
not so difficult that an average intelligent person could not learn them without going to a university,
i.e. by self-study. For that it is not necessary to read all the original works of the great masters. As we
know, a physicist does not have to read Newton’s and Galileo’s original works. Fourthly, apart from
the exact natural sciences, there is hardly a science in which consensus prevails on all questions. Even
in the exact natural sciences, particularly in their application, there are often great differences of
opinion, for instance, when it comes to applying particular chemicals in agriculture and medicine.
Another example is the controversy on the economic efficiency and viability of solar energy
technologies. In such cases, informed lay persons must form their own opinion, especially if the issues
in question have relevance for politics or one's philosophy of life. After all, politics, especially
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economic policy, concerns everybody. Economic policy is too important to be left to professional
economists and politicians. Last but not least, we should remember the story of the emperor’s new
clothes. It was a child, not the ministers nor the expert dressmakers, who noticed and dared to say
aloud that the emperor was naked.

The author of a theoretical or non-fiction book asks himself already at the beginning of his work for
which type of potential readers he is planning to write. In the case of this book, it is clear: | am writing
primarily for political activists who are trying to create a different, a better, world, but who, in my
opinion, cherish many illusions and adhere to many false theories. It is precisely such people who need
theoretical clarity and objective knowledge of the state of the world. | think that also people who are
not activists, but are generally interested in political-economic issues will find this book interesting
and informative. Economists, of course, will find here much that they already know. But they too
should read this book if they are interested in a new critique of political economy.

In the long years of my participation in social and political movements, in India as well as in
Germany, | have found that activists very soon become specialized activists. A peace activist ends up
being only a peace activist. She/he knows a lot about war and peace, but, for instance, hardly anything
about the contradiction between ecology and economy. An environmentalist who knows a lot about
water quality in Germany, knows, for instance, very little about the real causes of wars, and so on and
forth. That is not good. Were we not told in the 1980s that everything has to do with everything else
and that we should think holistically and in connections? This advice is still good. And for this reason
all political activists should acquire some basic knowledge of political economy — particularly in times
like this, when humanity is endangered by climate catastrophes, environmental destruction, resource
wars, waves of refugees, mass unemployment, mass poverty, etc. Through this book I want to
contribute to this process, and | am doing that by discussing some of the most important questions of
political economy. This book should also be seen as a kind of critical introduction to the theories on
the crisis of capitalism.

For this reason, a large part of the book consists of, so to speak, discursive presentations of selected
more or less severe economic crises and crisis trends of the 20" century and the beginning of the 21°*.
It also presents the most important of the competing bourgeois theories that were constructed to
explain the crises, and which have given rise to economic policies aimed at ridding capitalism of
serious crises and ensuring constant growth. | have also presented, whenever necessary, my criticism
and doubts about these theories and their policy recommendations. Bourgeois economic theories see
no possibility of an economic crisis which could lead to the collapse of capitalism, but Marxist
economic theories do. So in the beginning, in the first chapter, | present a summary, but also critiques,
of the Marxist crisis theories.

Amongst the bourgeois theories, | have afforded most space to Keynesianism. | have done so
because in the years that followed the traumatic experience of the Great Depression of the 1930s,
especially after World War 11, it was received as a doctrine of salvation, which purportedly made the
long post-war boom possible. Keynesianism promised to make capitalism totally crisis-free and also
socially just. So, when Keynesianism foundered in the mid 70s, the shock was all the greater. The
history of the rise and decline of Keynesianism and of the continuing controversy between monetarists
and neo-liberals on the one side and the rest of the Keynesians on the other is not only fascinating but
also very instructive for answering the key questions we posed at the beginning.

In the three chapters before the final one, | abandon the narrow view of the crisis of capitalism —
namely, crisis is the same as economic crisis — and discuss other aspects and my understanding of the
crisis of capitalism as well as deeper questions relating to our subject matter. In the final chapter |
present some visions of a reformed capitalism and report on some success stories. And | elucidate why
they do not convince me.

Every author’s knowledge base is the result of the continuous search for knowledge and understanding
carried out by thousands of researchers and of the work of many other authors. If an author has
something new or unusual to say, then it only became possible on the basis of the knowledge thus
accumulated. This truth also applies to this book. Therefore, | sincerely thank all the authors —
scientists, publicists, and journalists — from whose works | have learned so much. I cannot here
mention all of them; they are far too many. Their names are listed in the bibliography. | would also
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like to thank some critics whose name | do not know. On the occasion of my lectures they pointed out
some lacunae in my knowledge and some weak spots in my argumentation.

However, | would like to specially thank a few very good friends: Bruno Kern, my activist friend,
who has shared with me much political work for an ecological socialist society, who edited the whole
text and did the greater part of the work connected with the production of the book; Bob Tatam, my
British friend and a political sympathiser, who regularly supplied me with articles from the British
press relevant to my book; Heide and Hermann Huber, who have helped me in various ways, Heide
especially with the design of the book cover of the German original; Ms. Graciela Calderén for
translating the book into English; Doug Tompkins, deep ecologist, who financed the translation; Amir
Mortasawi, who did a lot of editing work and prepared the PDF-version of the English translation and,
last but not least, my wife Maria Mies, without whose moral and material support | could not have
even started this work.

Notes

1. MAI is the acronym for “Multilateral Agreement on Investments”. In the mid 1990s the OECD tried to
hammer together an agreement amongst its member states which would have by and large deprived nation states
of all power in matters of investment by foreign corporations. In 1997 a strong campaign against this attempt
emerged. It was successful. In 1998 the OECD dropped the idea.

. Marxist Theories of Crisis

For the great majority of bourgeois economists there can be no crisis of capitalism as an economic
system, but rather only crises in capitalism. Only Marxists expect(ed) a crisis so severe that it would
cause capitalism to break down, i.e. a crisis of capitalism. The Classical economists believed that
capitalism — in its pure form of a free market economy — was the best of all possible economic worlds.
The profit motive and competition ensured an optimal allocation of scarce resources, optimal
production costs, and optimal distribution. Here, there are no excessively high prices. If everyone only
tries to increase his/her prosperity, that generates automatically prosperity of the whole society, quasi
through an invisible hand. Classical economists and their successors in orthodox economics, the Neo-
classicals, regarded all crises and problems of such an economy as temporary disruptions of the
essential balance of the system, which sooner or later could be overcome by the self-healing forces of
the market, if the market forces were let to operate without any outside intervention.

In fact, in the history of the leading capitalist economies, so far, not only were all pure economic
crises overcome sooner or later, but the economies also developed almost continuously. However, that
did not always happen only as an effect of the market forces in operation, but often also through the
effects of colonialism and imperialism or through the interventions of the state in the market economy,
i.e. through protectionism, subsidies, devaluation of the national currency etc. Powerful states have
even helped their corporations with wars. It was only with the works of Marx and Engels that the
notion gained currency that capitalism is, by its inner logic, a crisis-prone system. One became aware
that economic crises are not just relatively harmless, periodical, and cyclical ones, but that there is also
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an absolute barrier within the capitalist economic system, that the real barrier to capitalist production
is capital itself.

Nowhere in Marx’s works is there a systematic discussion of this topic, and since his comments on
and analyses of this issue are scattered over the three volumes of Capital and some other texts, his
followers, the later Marxists, have had to systematize or develop the Marxist crisis theory. This was
not an easy task, particularly as Marx’s theory is very abstract, at times unclear and difficult to
understand, and often not convincing. For that reason there have been different Marx-interpretations
and also some controversies among later Marxists. For this short presentation, | make the task easier
for myself by mainly resorting to the presentations and analyses of some renowned Marx-experts
(Sweezy 1942; Mandel 1971; Lehrbuch 1972, etc.).

Anyone can observe the phenomenon of cyclical economic crises in capitalist economies. In their early
work, The Communist Manifesto (1848), Marx and Engels referred to the “commercial crises that by
their periodical return put the existence of the entire bourgeois society on trial, each time more
threateningly.” (Quoted in Sweezy 1942: 133). But later on, these clear words in their early work were
not taken all too seriously, neither by Marx nor by the Marxists. Evidently, they regarded these crises
as part of the normality of the capitalist mode of production, in the same manner as the bourgeois
economists did. Although they cause human suffering and destruction or waste of already created
wealth and production capacity, they are over after some time and followed by a new upturn. At least
they saw in such crises no serious threat to the existence of capitalism. Ernest Mandel wrote:

"Crises make possible the periodical adaptation of the amount of labour actually expended [by
individual firms] in the production of commodities to the amount of labour which is socially
necessary [i.e. corresponding to the stage of technological development], the individual value
of commodities to their socially determined value ... . Because capitalist production is not
consciously planned and organised production, these adjustments take place not a priori but a
posteriori [i.e. afterwards]. For this reason they necessitate violent shocks, ... ." [Mandel 1971:
349)

Mandel also wrote that the general significance of the phenomenon economic cycle lies in the fact that
it functions "as a periodical readjustment of the conditions of equilibrium of capitalist reproduction”
(ibid)

Elmar Altvater (1992) regards cyclical economic crises, which he calls “small crises”, as banal.
However, a series of small crises can become uncontrollable within existing institutions. When that
happens, protracted, deep, social, political, and economic transformations begin to take place. The
institutions themselves are then affected. A process of this type signals the end of an era. A series of
such crises can be termed a crisis of the social formation. Capitalism can overcome such crises too:
Thus it was able to weather the great world economic crisis of 1929-1933, fascism and World War I1.
It was able to transform itself into the social formation called “Fordism”.

But in the Marxist economic theories we find the more significant notion that in the course of its
development some inherent, logical contradictions of capitalism must result in an absolute inner
barrier, which could lead to the breakdown of the system. Marx and Marxists have summarized these
contradictions of capitalism in four concepts: tendency of the rate of profit to fall, under-consumption,
realization crisis, and pauperization of the working class.

1. The Tendency of the Rate of Profit to Fall

Since the main objective of capitalist production is to make the maximum possible profit, a tendency
of the rate of profit to fall, should this be a fact, must constitute a great problem for entrepreneurs. And
if this tendency applies to the whole of the economy, i.e. if the average rate of profit has a tendency to
fall, then it becomes a problem for capitalism. In order to understand and examine the validity of this
statement, which has been elevated to the status of a law, readers who are not familiar with Marxist
economic theory have to learn beforehand a few basic elements of this very abstract theory, and they
should do it uncritically in the first instance. These elements are being presented here briefly and in a
simplified yet understandable way:
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In Marxist economic theory only labor can create value. The value of a commodity is not its market
price, which can fluctuate wildly, but the labor that is necessary to produce the commodity. It is not
the actual labor expended in each particular case, but the amount of labor that is necessary on the
average according to the state of the technology in a given society. The measure of labor and thus the
measure of value is labor-time. It makes no difference whatsoever whether for the production of a
commodity only hands were used, a hand axe, or a machine, because hand axes, machines, and the
materials necessary to manufacture them were also gathered or produced by means of labor. Marx
often calls a commodity simply “value”.

If a shoemaker, for instance, sells his goods — a pair of shoes — in the market, and can buy ten shirts
with the proceeds, then we learn something about the exchange value of shoes and shirts. What this
exchange ratio tells us is that the value of a pair of shoes is ten times the value of a shirt. In other
words, for producing a pair of shoes one needs ten times as much labor as for producing a shirt. In this
way all commodities have a relative exchange value with respect to other commodities. Only through
exchange transactions (with or without the help of money) in a normal, stable market — free from price
fluctuations generated by external factors — can one learn what the value of a commodity in the eyes of
society is, not before that. Exchange value is therefore the outward form or the way of expression of
the value contained in a commaodity.

In the short term, influenced by other factors (e.g. by difficulties in importing better machines),
exchange value may oscillate within certain limits. However, in the long term, it cannot be too far
removed from value, which represents, so to speak, the stable center of gravity of exchange value.

In capitalism, the value of a commodity (let us call it X) is made up of three components: The first
component is the proportional value of the materials and machinery (means of production) that have
been used up to produce X. This component is called “constant capital” (c). Further on | will explain
why here the attribute “constant” is used. The second component is the proportional value of the labor
power that has been used to produce X. This component is called “variable capital” (v), for reasons
that will be stated below. As we know, in a real capitalist economy an entrepreneur does not use for
these capital expenditures this abstract thing called value, but money: money to buy machines and
materials (c) and money for wage payments (v). The entrepreneur pays for all of this before he can sell
the produced commodity X. This is his investment. In order for a worker to be able to work 8 hours,
his labor power must be (re)produced through food-intake, lodging, clothing and more (this is why he
receives a wage). But the value of all these necessary things taken together is, say, 4 labor-hours. That
means, the entrepreneur has obtained more value from the worker than what he has given him (the
wage). The difference (8 — 4 = 4), which is appropriated by the entrepreneur, is the third component of
the value of X. It is called surplus value (s). The value of the commodity X is then ¢ + v + s. The rate
of surplus value (s’) is 100% (4 : 4).

The worker creates surplus value with his labor power. The portion of capital used to buy his labor
power (V) becomes larger, so to speak. That is why it is called variable capital. According to Marx, this
does not happen with (c), the portion of capital used to buy the means of production (machinery and
materials). (¢) cannot vary. The value of the worn out and consumed part of the means of production
(c) is transferred unchanged to the new commaodity produced with their help. That is why it is called
constant capital.

When the entrepreneur has sold commodity X at its full value, he has realized the appropriated
surplus value. In other words, he has made a profit (p), (p = s). However, for him the most important
magnitude is the rate of profit (p’). It is calculated, logically, on the basis of the total capital, therefore
p’ =s: (c + V). Part of the realized surplus value (that is, of the profit) is needed by the entrepreneur
for his own consumption. The rest is generally invested, is turned into capital. That means, the original
capital grows. This is how the process of capital accumulation goes on.

Now we can understand how the law of the tendency of the rate of profit to fall is substantiated. It is
an historical fact that alongside the accumulation of capital there has been, so far, a progressive
mechanization and automation of the production process. Marxists have always believed that this
process would go on forever. The same amount of labor, which is provided with more and more
plentiful and more and more effective technical equipment, can process more and more material and
produce more and more commodities. That is, productivity of labor grows steadily. This has an
additional effect: the ratio between the investments of the entrepreneur in machinery and materials (c)
and his total investments (¢ + v) — which Marx calls “the organic composition of capital” (q), i.e. c: (c
+ v) — shows a steadily growing trend. From this it follows that if we assume the rate of surplus value
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(s’) to be constant, then with a growing () the rate of profit (p’) must fall. Now, it is an historical fact
that in the capitalist development (q) has a rising trend; therefore, the rate of profit (p’) must at least
have a falling [[trend]] tendency. Marx illustrates this claim, his law of the tendency of the rate of
profit to fall, with the following example:

If with a variable capital (v) of £ 100 goods worth £ 200 are produced, then the surplus value (s) is
200 — 100 = 100 £, and the rate of surplus value (s’) is 100%. Now

If c =50, v =100, then p> =100 : 150 = 66 2/3%
If c =100, v =100, then p> =100 : 200 = 50%
If c =200, v=100, then p” =100 : 300 =33 1/3%
If ¢ =300, v =100, then p’ =100 : 400 = 25%
If ¢ =400, v =100, then p> =100 : 500 = 20%

(Marx, Capital 111, 1977C: 221)

For Marx this law “possessed great significance. It demonstrated that capitalist production had
certain internal barriers to its own indefinite expansion. ... the falling rate of profit ... must ultimately
choke up the channels of capitalist initiative” (Sweezy 1942: 96f). Sweezy then quotes Marx:

“... the rate of profit, the stimulating principle of capitalist production, the fundamental
premise and driving force of accumulation ... [is] endangered by the development of
production itself. And the quantitative proportion means everything here. (...) It is here
demonstrated ...., from the standpoint of capitalist production itself, that it has a barrier, that it
is relative, that it is not an absolute but only a historical mode of production...” (Marx, Capital
I, Quoted in Sweezy 1942: 97)

After reading the exposition up to here, the critical reader will invariably ask why an entrepreneur
should then progressively mechanize production at all, when that leads to a growing (q) and a falling
(P"). The current Marxist answer to this question is usually: competition. When a new technique is
introduced in a particular enterprise, the productivity of labor in that enterprise increases and the
production costs of the particular entrepreneur fall in comparison to the average production costs. For
him this difference constitutes an extra profit. The will to increase labor productivity and reduce
production costs spurs investment in more and better technologies, which are normally more
expensive (cf. Lehrbuch 1972: 349 ff). As a consequence, constant capital (c) increases. Later on,
other entrepreneurs follow the pioneering one, and consequently the aggregate (c) and (q) of the whole
economy increase. Marx acknowledged this process with the following statement:

“The development of the productive forces of social labor is the historical task and privilege of
capital. It is precisely in this way that it unconsciously creates the material requirements of a
higher mode of production.” (Marx, Capital III, Quoted in Sweezy 1942: 97).

But the average rate of profit (p’) of the whole economy falls.

A progressively growing (q) is not the only possible cause of a falling (p’). The entrepreneur may
not also be able to sell his commodity for its full value. For different reasons, the market price can
temporarily fall below the value of the commodity. In that case, there is a smaller profit or no profit at
all. This unfortunate event can befall a commodity, an entrepreneur, or a branch of industry. If this
happens to a sufficiently large number of industries, the result is a general fall in the rate of profit.

If the average rate of profit of the whole economy falls, and if this does not happen gradually, which
would otherwise make it possible for entrepreneurs to get used to it, an economic crisis can ensue. A
drastic fall in the rate of profit may lead some entrepreneurs to refrain from investing. They may either
decide to invest less, or postpone the reinvestment of the profit, or even quit the field altogether. As a
consequence, other producers (their suppliers) will not be able to sell their goods. This is then a crisis
of overproduction or of overcapacity, which results in a contraction of the economy. Profit does not
necessarily have to disappear or the rate of profit to be negative for a crisis of this type to unfold. It
only takes the rate of profit to fall below its usual level.
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2. Dissatisfaction With the Law of the Tendency of the Rate of Profit to Fall

As we all know, bourgeois economists reject Marxist economic theory altogether. But already at first
sight anyone can see that the claim of the falling rate of profit is not very convincing. As stated above,
in the answer usually given by Marxists to the question why an entrepreneur invests more in (c) at all,
it is argued that in this way he can reduce his production costs. However, in the Marxian example
guoted above there is no reference to it. Quite on the contrary, production costs rise, and that only due
to more investment in (c); for the production of the same amount of surplus value (100), the same
amount of (v) and increasing amounts of (c) are being consumed. This is the cause of the falling rate of
profit.

Some Marxists are not satisfied with this theory — Sweezy, for instance. For Sweezy the law of the
tendency of the rate of profit to fall is very problematical. He does not dispute the existence of such a
tendency. Already the great bourgeois economist Ricardo (before Marx) had discovered this
phenomenon, and he deemed it perturbing. Mandel quotes some historical data collected by the U.S.
Department of Commerce in order to show that the rate of profit of the American manufacturing
industry fell between 1889 and 1919 from 26.6% to 16.2 % (Mandel 1971:166). Sweezy only has
doubts about the tenability of the Marxian explanation of this phenomenon.

Marx himself enumerates some factors that counteract this law: (1) Along with the spread of
mechanization of production comes the mass production of machines, which leads to a drop in the
price of the elements of constant capital (c). That is to say, although the physical volume of (c) grows
steadily, its value does not grow to the same extent. In exceptional circumstances its value can remain
the same or even fall in spite of the growth in its physical volume. (2) The entrepreneur can make the
worker produce more value by lengthening the working day and/or intensifying labor. Since the value
of his labor power (v) remains unchanged and the mass of surplus value (s) grows, the rate of surplus
value (s’) rises. Marx calls this possibility “raising the degree of exploitation of labor”. (3)
Additionally, the entrepreneur can at times “drive down wages below the value of labor”. (4) The
increasing use of machinery, that is, the growing (q), makes workers redundant and thus creates a
“relative overpopulation” or an industrial reserve army, which pushes wages down. This allows
entrepreneurs to set up new industries that need less (c). Of course, they then need more labor power,
but because of falling wages total (v) does not rise or it does not rise enough to offset the savings in
(c). This means that the organic composition of capital (q) declines. If we now assume that the rate of
surplus value (S”) remains the same (actually, one can also assume that S’ now rises), this leads to a
higher rate of profit (p’). For now either (¢ + v) has fallen while (s) has remained the same, or (c + v)
has remained the same while (s) has risen. If one now calculates the average of the relatively high
profit rates of these industries and the profit rates of the older industries, then it could well be that the
profit rate of the economy as a whole rises. (5) Foreign trade often facilitates import of raw materials
and food that are cheaper than similar domestic products. This reduces (c) and, to the extent that wages
depend on the price of food, also (v). In this way, the rise in (g) can be kept low and (s”) can be kept
high. These counteracting factors were clearly the reason why Marx formulated his law cautiously, as
a general tendency.

In addition to these factors mentioned by Marx, Sweezy mentions some others that have the effect
of raising the profit rate: the power of employers’ organizations, export of capital, formation of
monopolies, and intervention of the state in favor of capital. Labor unions and intervention of the state
in favor of labor have the effect of reducing the profit rate.

Sweezy thinks that the Marxian analysis of the tendency of the rate of profit to fall is neither
systematical nor exhaustive. The Marxian explanation thereof is based on the assumption that the
organic composition of capital (g) grows steadily while the rate of surplus value (s’) remains constant.
But a rising (g) normally goes hand in hand with rising labor productivity. If (s”) were to remain
constant, says Sweezy, then it must be assumed that the worker partakes in the increased productivity
of his labor in the same measure as the capitalist. Of course, there is no logical objection to this
assumption. But usually, alongside the rising productivity of labor effected by a rising (q) an industrial
reserve army comes up. And that exercises a depressing effect on wages, thus elevating the rate of
surplus value (Sweezy 1942: 100f.).

Marx, of course, considered this reality to be a counteracting factor. “But it seems hardly wise to
treat an integral part of the process of rising productivity separately and as an offsetting factor; a better
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procedure is to recognize from the outset that rising productivity tends to bring with it a higher rate of
surplus value® (Sweezy 1942: 101).

Also, the aforementioned belief shared by many Marxists, namely that entrepreneurs increase
investments in (c) because they can thus reduce production costs, simply means that then workers can
be made redundant, wages reduced and (v) cut down, all of which leads to an increase in (s’).

In order to make it all more complicated, Sweezy shows that Marx knew this all along. He quotes
the following passage from Capital, VVolume I:

“But hand-in-hand with the increasing productivity of labor goes, as we have seen, the
cheapening of the laborer, therefore a higher rate of surplus value even when the real wages
are rising. The latter never rise proportionally to the productive power of labor.”(Quoted in
Sweezy 1942: 101f. emphasis added by Sweezy).

Then Sweezy concludes: “Marx was hardly justified, even in terms of his own theoretical system, in
assuming a constant rate of surplus value simultaneously with a rising organic composition of capital*
(Sweezy 1942: 102).

With these considerations in mind, Sweezy argues that if both (q) and (S’) are appropriately
assumed to be variable, the direction in which the rate of profit (p’) will change becomes
indeterminate. In the same vein, he also rejects one possibility, which could support the usual Marxian
explanation for the tendency of (p’) to fall, namely, that normally the increase in (q) will be relatively
so much larger than the increase in (s”) that the former will dominate the movements of (p”). Sweezy
thinks that the rapidity of growth in (q) is generally exaggerated. In physical terms it is surely correct
that the quantity of machinery and materials per worker grows very rapidly. However, (q) is an
expression of value. Since labor productivity steadily rises, growth in the volume of machinery and
materials per worker cannot be regarded as an index of growth in (qg). For with growing labor
productivity, machines and materials can be produced with less and less labor. For all these reasons
Sweezy concludes that the Marxian formulation of the law of the tendency of the rate of profit to fall
“is not very convincing” (Sweezy 1942: 104).

Sweezy’s alternative, also Marxist, explanation for the tendency of the rate of profit to fall begins
with the process of accumulation (growth). It is not only that existing enterprises and branches of
industry expand; new ones are also founded, such as the railways in the 19" century (and mobile
telephony nowadays). The first effect of accumulation of capital is increased demand for labor, which
leads to a shrinking of the industrial reserve army and, consequently, to a rise in wages. In the first
instance, this results in a reduction in (s'), which, in turn, causes the rate of profit to fall. Just the chain
of causation up to here can account for a lasting tendency of the rate of profit to fall. It is not necessary
to posit a rising (q) for that result.

However, entrepreneurs do not suffer a reduction in (s’) and a falling (p”) without countermeasures.
By introducing machinery and other labor-saving devices they endeavor to bring the rate of profit back
to its former level or even to raise it well above it. Naturally, this is something they attempt to do on
an individual basis — for their own enterprise. But over time, all entrepreneurs do the same. This is
where the rising () comes into play. “Whether their actions will succeed in restoring the rate of profit,
or whether they will only act to hasten its fall is an issue which cannot be settled on general theoretical
grounds, ...” (Sweezy 1942: 105f.).

A factor | miss in this discussion is population growth. Maybe not in the short term, but in the middle
and long term entrepreneurs benefit a lot from population growth, which keeps the industrial reserve
army sufficiently large, as is the case in most Third World countries. Also, when the laborers who
have recently arrived in the labor market find work, the number of buyers for the products of an
expanding economy grows. Sweezy thinks, it is almost certain that the rising (q) will tend toward
restoring the former (s'). And because now more and better machines will process more materials and
hence produce more goods, the mass of surplus value (s) will exceed the magnitude it would have
achieved had (q) not increased.

At this point | can complete the answer to the question posed above, namely why entrepreneurs

mechanize production, invest more in (c), if by doing so they only cause the rate of profit to fall.
Although the rate of profit (p’) can fall due to a rising (qg), the mass of surplus value (s) grows, and
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with it grows the mass of profit (p), even if the (s) cannot be realized entirely. This is a sufficiently
strong motive for accumulation. What else can entrepreneurs do with their accumulated profit?
(Speculation at the stock market, finance market etc. can only make the one speculator richer at the
expense of another. It is a zero sum game.) Besides, after some time, they start regarding the lower
rate of profit as the normal one.

In capitalism, accumulation cannot be planned at the macroeconomic level. For this reason, its
development is always accompanied by sharp fluctuations in the accumulation rate, that are
sometimes caused by technical revolutions and sometimes lead to them. This results in cyclical
economic fluctuations and often in severe crises. However, as stated above, these are not system-
threatening crises.

3. The Marxist Under-consumption Theory of Crisis

It has been stated above that it is quite possible that capitalists sometimes have to sell their goods
below their value. Sometimes part of their goods cannot be sold at all. In this case, they cannot realize
the whole surplus value that has already been produced. That also leads to a fall in the rate of profit.
But why is it that this happens? The answer is that in capitalism there is a contradiction between two
tendencies: the tendency towards unfettered production and the tendency to limit consumption of the
masses (by keeping their wages and salaries as low as possible). The consuming power is

“not determined either by the absolute productive power or by the absolute consuming power,
but by the consuming power based on antagonistic conditions of distribution, which reduces
the consumption of the great mass of the population to a variable minimum within more or
less narrow limits. The consuming power is further restricted by the tendency to accumulate,
the greed for an expansion of capital and a production of surplus value on an enlarged scale.”
(Marx, Capital I11: Quoted in Sweezy 1942: 175).

The purchasing power of the masses is often not sufficient to buy up all produced goods. The
periodical crises in capitalism then appear as realization crises. But they could also be called
“underconsumption crises”.

There are doubts about and objections to the underconsumption theory of crisis, which have stopped
many Marxists from accepting it as a significant aspect of the crisis problem (Sweezy 1942:186).
Marx himself is partly to blame for this. Sweezy quotes passages from Marx’s writings, which give the
impression that the underconsumption theory is the Marxian crisis theory. For instance:

“The last cause of all real crises always remains the poverty and restricted consumption of the
masses as compared to the tendency of capitalist production to develop the productive forces
in such a way that only the absolute power of consumption of the entire society would be their
limit.” (Marx, Capital Ill, quoted in Sweezy 1942: 177)

Sweezy also quotes a passage from Capital, Volume I1, which, intriguingly, shows that Marx expressly
rejects the under-consumption theory:

“It is purely a tautology to say that crises are caused by the scarcity of solvent consumers, or
of a paying consumption. The capitalist system does not know any other modes of
consumption but a paying one. ... If any commodities are unsaleable, it means that no solvent
purchasers have been found for them, ... . But if one were to attempt to clothe this tautology
with a profounder justification by saying that the working class receive too small a portion of
their own product, and the evil would be remedied by giving them a larger share of it, or
raising their wages, we should reply that crises are precisely always preceded by a period in
which wages rise generally and the working class actually gets a larger share of the annual
product intended for consumption. ... It seems, then, that capitalist production comprises
certain conditions which are independent of good or bad will and permit the working class to
enjoy that relative prosperity only momentarily, and at that always as a harbinger of a coming
crisis.” (Marx, Capital II; quoted in Sweezy 1942: 150f.)
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Sweezy writes that Marx never really developed a detailed under-consumption theory. His
statements on this theory are scattered in different parts of his work. Therefore, one could think that
Marx regarded under-consumption as an aspect — but, on the whole, not a very important aspect — of
the crisis problem (Sweezy 1942: 176,178). Sweezy himself does not reject the under-consumption
theory. However, he tries to formulate it “carefully”. I shall here briefly present and explain his more
careful formulation:

Sweezy assumes that all production capacities are continuously utilized in full. Under this
condition, surplus value and total profit increase. Since capitalists strive to become as rich as possible,
they also aim at accumulating as much of the surplus value as possible. The share of accumulation in
total surplus value rises (compared to the former level). The Marxian concept of accumulation
includes both the money that is paid to additionally hired workers (additional v) and the money spent
to buy additional means of production (machinery and materials) (additional c). In modern business
cycle theory, only this second part of accumulation is called investment. Investment in means of
production (additional c) as a proportion of total accumulation rises (compared to the former level).
All the while, consumption rises too, because capitalists increase their own consumption and, as is
generally assumed, the additionally hired workers consume away their entire wages (v) (i.e. they do
not save). However, and this is the decisive point, the share of growth in consumption of capitalists in
the total surplus value gradually declines, and so does the share of growth in the total wage bill in total
accumulation. From this it follows that the rate of growth in consumption is less than the rate of
growth in means of production (growth in c). In other words, the ratio of the rate of growth in
consumption to the rate of growth in means of production declines. “This is a result which flows
logically from the characteristic pattern of capitalists’ behavior.” (Sweezy 1942: 182)

In a second step of his argumentation Sweezy maintains, on the basis of statistical evidence, that in
a “reasonably well-developed capitalist economy” the relationship between the mass of consumed
means of production and output has a “remarkably high degree of stability”. He thinks “that over long
periods a given percentage increase in the stock of means of production will generally be accompanied
by approximately the same percentage increase in output”. On this basis he feels entitled to assume
that “if we start from a position of equilibrium, ... a given rate of increase in means of production will
be accompanied by an equal rate of increase in the output of consumption goods. In other words, the
ratio of the rate of growth of the output of consumption goods to the rate of growth of means of
production remains constant” (all quotes in this paragraph from Sweezy 1942: 182). The essence of
Sweezy’s formulation of the under-consumption theory can be briefly presented as follows (ibid: 183):

Rate of growth of consumption
= falls continuously

Rate of growth of means of production
And

Rate of growth in the output of consumption goods
= approximately constant

Rate of growth of means of production

Therefore, growth in consumption has an inherent tendency to lag behind growth in output of
consumption goods.

4. Dissatisfaction With the Under-consumption Theory of Crisis.
The Disproportionality Theory of Crisis

Ernest Mandel criticizes the “shallowest” version of the theory, according to which the origin of the

crisis lies in the fact that workers receive a wage which is equivalent only to a part of the new value
that they produce:
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"The crudest defenders of this idea ... forget that the other part of this value [the part the
workers do not receive] corresponds to the purchasing power of the bourgeois class (capitalist
families and firms). ... The workers are not at all expected to buy all the commaodities
produced. On the contrary, the capitalist mode of production implies that a part of these
commodities, namely, capital goods, is never bought by the workers, but always by the
capitalists." (Mandel 1971: 361)

Mandel should not have addressed his critique to the * crudest defenders” of, but to the author of the
under-consumption theory, namely Marx, who wrote: “The last cause of all real crises always remains
the poverty and restricted consumption of the masses...” (Marx, Capital III, quoted in Sweezy 1942:
177). And it was Marx who wrote about the “antagonistic conditions of distribution” (see quote further
above) as being one aspect of the cause of the realization problem of capitalists.

Mandel also criticizes other proponents of the theory, who tried to give it a more subtle form: "...
these various 'models’, arithmetical or algebraic, of under-consumption all suffer from a common
weakness. They always beg the question by regarding as already shown, in their exposition of the
problem, the solution which they wish to offer" (Mandel 1971: 363). Sweezy’s more careful
formulation of the theory is also among these models. Mandel comments: "If one starts from this
assumption [Sweezy's assumption that all production capacities are being continuously utilized in
full], the 'necessity' of the overproduction of consumer goods is, of course, proved, since it is already
contained in the assumption" (ibid: 364). I think Mandel’s critique is justified.

Mandel’s general critique of the under-consumption theory says: "An idea like this does not explain
why crises have to occur [from time to time], — it would rather serve to explain the permanence of
overproduction, the impossibility of capitalism™ (ibid:361). | agree with him.

Unlike Mandel, the authors of the soviet Lehrbuch Politische Okonomie(1972) (Textbook of
Political Economy) accept under-consumption as a cause of crisis, but only as “one of the most
important links in the mechanism that unleashes the crisis”. Furthermore, they write:

"However, the contradiction between production and consumption [too much production, too
little consumption] cannot itself explain the inevitability of crises in capitalism, although the
form of a crisis itself, namely, the impossibility of selling all the produced goods, at first sight
appears to corroborate the correctness of such an explanation.” (Lehrbuch 1972: 471)

They give two convincing arguments for their position. First, like Mandel, they argue: "The theorem
that under-consumption is an autonomous cause of crises inevitably results in the conclusion that
crises must have a chronic and steady character". In reality, though, their course is different They are
neither chronic nor steady in character. Secondly, they argue: "Under-consumption cannot explain the
periodicity of overproduction crises. It is well known that in periods of upswing (boom), which
precede crises, the purchasing power and consumption level of the working class is usually higher than
in any other time” (ibid:472). Marx himself wrote ... crises are always prepared by a period in which
wages generally rise, and the working class actually does receive a greater share in the part of the
annual product destined for consumption” (Marx 1978, Capital Il: 486f).

One of the early critics of the under-consumption theory of crisis was Michael Tugan-Baranowsky,
who submitted an alternative theory of crisis, namely the disproportionality theory. He tried to show
that even with continuous accumulation the supply of commodities need not necessarily exceed the
demand, no matter how low society's consumption might be. This cannot happen as long as total
production is divided up among the various branches of industry in right proportions (which calls for
flexibility). This claim contains two theses, namely, that under-consumption is not the cause of crises
and that disproportionality is the real cause thereof.

Disproportionality as the cause of crises is a part of common knowledge of every economist. When
capitalists invest and produce they do not know beforehand what the right proportions are. Everyone
produces for a market whose dimensions can be estimated only on the basis of very incomplete
knowledge. As a result, sometimes “too little” is produced, sometimes “too much”. This is reflected in
prices, which sometimes lie above the value of the commodity, and sometimes below it. In the
subsequent period the production of some goods will be cut down and that of others increased. If
consumers’ wishes, labor productivity, production methods etc. never changed, the right proportions
could eventually be found by means of trial and error. And from that moment on, there would be no
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unsold goods anymore, and all prices would reflect the value of goods. And, therefore, from then on,
there would be no crisis anymore. In the real world, however, these conditions change all the time.
Disproportionalities that are rooted in the unplanned, erratic, and anarchic nature of capitalist
production come up all the time.

Marx had also realized that such partial disruptions of the production and circulation process can
unleash a crisis which can spread and turn into a general crisis. And his followers never disputed this
cause of crises. However, Marx devoted only passing attention to disproportionality as a cause of
crises, and his early followers turned a blind eye to it. But later Marxists have taken disproportionality
as a cause of crises more seriously. The authors of the soviet Lehrbuch (1972: 472) wrote in 1970:

"In every system of commaodity production based on private property we can observe a
disproportionality in the development of social production. ... But under capitalist relations,
owing to the social character of the production process, the anarchy engulfs the whole social
production — not only in individual countries, but in the whole world. ... There are too many
value- and materials-related proportions that are required to be correct in order that, under
extended capitalist reproduction, the social product is realized. Because of the anarchy of
production, they become as many sources of disproportion.”

They updated the disproportionality theory by including also the credit system in it. The authors regard
disproportion between production and consumption as one aspect of the general disproportionality in
capitalism. Sweezy too highlights the point. He writes:

“... 1t is incorrect to oppose “disproportionality” to “under-consumption” as a cause of crises;
... . For it now appears [here he refers to his own formulation of the under-consumption
theory] that under-consumption is precisely a special case of disproportionality —
disproportionality between the growth of demand for consumption goods and the growth of
capacity to produce consumption goods. This disproportionality, however, in contrast to the
kind envisaged by Tugan, arises not from the uncoordinated and planless character of
capitalism, but from the inner nature of capitalism, namely [here Sweezy quotes Marx] “that
capital and its self-expansion appears the starting and closing point, as the motive and aim of
production; that production is merely production for capital...” (Sweezy 1942: 183f. Marx
guote from Capital 111:278)

Almost in the same vein the authors of the Lehrbuch write:

"Just as the contradiction between production and consumption cannot explain how the
possibility of a crisis becomes the reality of a crisis, so also disproportionality cannot in itself
— i.e. without reference to the contradiction between the social character of production and the
private-capitalist form of appropriation — explain this process." (Lehrbuch 1972: 473)

Mandel too thinks that disproportionality, on its own, cannot account for the phenomenon of crisis
in capitalism: "The anarchy of capitalist production ... cannot be regarded as a cause in itself,
independent of all the other characteristics of this mode of production, independent in particular of the
contradiction between [too much] production and [too little] consumption which is a distinctive
feature of capitalism" (Mandel 1971: 367)

We thus see that all three — Sweezy, Mandel and the authors of the Lehrbuch — sought the same way
out of the jumble of contradictory and problematic, that is, unsatisfactory, Marxist crisis theories:
integration of the under-consumption theory into the disproportionality theory. Mandel speaks of a
synthesis "undertaken in Marxist terms™ (ibid: 368). He writes:

"The collapse of the boom is thus the collapse of the attempt to maintain the former level of
values, prices and rates of profit with an increased quantity of capital. It is the conflict
between the conditions for the accumulation of capital and for its realization, which is merely
the unfolding of all the contradictions inherent in capitalism, all of which enter into this
explanation of crisis: contradictions between the great development of production capacity and
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not-so-great development of the consumption capacity of the broad masses; contradictions
arising from the anarchy of production resulting from competition, the increase in the organic
composition of capital and the fall in the rate of profit; contradictions between the increasing
socialization of production and the private form of appropriation.” (Mandel 1971: 371; italics
in original)

5. So Where Is the Final Crisis of Capitalism?

As we have seen above, Tugan-Baranowski, in connection with his disproportionality theory of crisis,
posited the theoretical possibility that, under certain conditions, capitalism could become crisis-free,
namely, if the right proportions between the different branches of industry could be achieved. He did
not think a problem could arise if, given a state of ideal proportionality, consumption and, thus, the
production of consumption goods stagnated or fell. Even then, the overall supply of goods would not
necessarily exceed the overall demand. For then there could be a greater demand for means of
production (machinery, etc.), and thus further means of production could be produced. Then there
would be neither an overproduction crisis nor stagnation, since capitalists could then perpetually create
a market for themselves by buying means of production from one another. Of course, from the
workers’ point of view the situation would be increasingly bad, but, Tugan reminds us, capitalists
created capitalism for themselves, in order to increase their wealth. From their point of view, there is
no problem.

Thus far, | can follow Tugan-Baranowski’s line of reasoning to some extent. In order to keep the
economy somehow afloat, capitalists need not buy only means of production from one another. They
can also increase their own consumption and that of their managers and executives. They can have
streets, bridges and parking lots built for their large number of big cars. For their own luxury needs
they can have many big and beautiful houses built in many different cities and holiday resorts. They
can have more golf courses built for their sport and recreational needs, more museums for their
cultural needs etc. etc. For all of that they will also need more means of production.

In order to make the point absolutely clear, Tugan-Baranowski takes the logic of his reasoning to its
most extreme conclusion:

“If all workers except one disappear and are replaced by machines, then this one single worker
will place the whole enormous mass of machinery in motion and with its assistance produce
new machines — and the consumption goods of the capitalists. The working class will
disappear, which will not in the least disturb the self-expansion process [Verwertungsprozess]
of capital. The capitalists will receive no smaller mass of consumption goods, the entire
product of one year will be realized and utilized by the production and consumption of the
capitalists in the following year. Even if the capitalists desire to limit their own consumption,
no difficulty is presented; in this case the production of capitalists’ consumption goods
partially ceases, and an even larger part of the social product consists of means of production,
which serve the purpose of further expanding production. For example, iron and coal are
produced which serve always to expand the production of iron and coal. The expanded
production of iron and coal of each succeeding year uses up the increased mass of products
turned out in the preceding year, until the supply of necessary minerals is exhausted.” (Tugan-
Baranowski 1905, quoted in Sweezy 1942: 168)

This conclusion, which only makes sense in abstract-logical terms and is deliberately exaggerated,
may seem absurd. But the theoretical problem is not an abstract one. It is very relevant, especially for
the current predicament. As we know, for a long time now, workers are being replaced by machines,
millions of people in the capitalist countries are without employment, and labor unions as well as
economists from the left repeat like a mantra that more jobs have to be created and that workers should
receive higher wages in order to increase their consumption, or else there would be no end in sight for
the recession/stagnation. But the capitalists and their economists ignore these demands with utmost
calm. What is worse, they continue to lay off further workers in the thousands and even demand wage
cuts. They do not see therein any threat to capitalism. We will deal with this current situation in detail
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further on. In the early twentieth century, contemporary Marxists reacted to Tugan-Baranowski’s
provocation with exasperation. Sweezy summarizes their reaction as follows:

“... [but] none could stomach the idea that production could expand indefinitely without any
regard to the level or trend of consumption. (...) Behind all these criticisms of Tugan’s theory
lies one single idea, namely, that the process of production is and must remain, regardless of
its historical form, a process of producing goods for human consumption. Any attempt to get
away from this fundamental act represents a flight from reality which must end in theoretical
bankruptcy.” (Sweezy 1942: 169, 172)

Let us quote Karl Kautsky, who was regarded at the time as an authoritative spokesperson of Marxism,
vicariously for all other Marxists. In his review of Tugan-Baranowski’s book he wrote:

“The capitalist may equate men and machines as much as he likes, society remains a society of
men and never one of machines; social relations remain always relations of man to man, never
the relations of men to machines. It is for this reason that in the final analysis human labor
remains the value-creating factor, and it is for this reason also in the final analysis that the
extension of human consumption exercises the decisive influence over the expansion of
production. Production is and remains production for human consumption.” (Die neue Zeit,
Vol. XX/2. Quoted in in Sweezy 1942: 170)

Six decades later, Tugan-Baranovski’s conclusion was not a closed chapter. The renowned economist
Michael Kalecki examined his thesis in the 1960s. Leszek Kolakowski summarizes his view as
follows:

“There is nothing absurd, in capitalist terms, in production being undertaken simply in order to
increase production: on the contrary, production regardless of need is the strength of the
system. But, Kalecki observes, Tugan-Baranovsky overlooked the fact that a system that
entirely ignored the level of consumption would be very unstable, since any drop in
investment would mean a decrease in the use made of the existing apparatus of production,
hence a further drop in investment, and so on in a vicious spiral” (Kolakowski 2005: 413.
Emphasis added)

In all these critiques of and comments on Tugan-Barnanowski’s abstract thesis I see, firstly, that he
has partly been misunderstood, and, secondly, that some possibilities to theoretically develop his ideas
have been ignored.

Tugan-Baranovski does not at all say something as absurd as that society could one day be a society
of machines. Nor does he dispute the fact that production is and will remain production for human
consumption. Kautsky only alleges that Tugan believed both. Actually, Tugan only says that capitalist
production can continue to exist, and in fact grow, even if the number of workers and their
consumption decline drastically. The hypothetical single worker would not only produce new
machines but also consumption goods for capitalists.

If the working class were to disappear, it would not mean that people would disappear. When
Marxists speak of a classless society as their goal, they, as everybody knows, only mean that workers
should no longer constitute a class below the capitalist class, but that all of them together should
become “owners” of all the means of production, maybe through state ownership.

Tugan-Baranovski's error consists in the notion that if a single worker with the help of machines is
able to produce everything, the rest of the population, the great majority of the people, are capitalists.
This is clearly absurd. If the working class were to disappear, there would be one of the following
three possible forms of society: (1) A classless socialist society, (2) a society, also classless, where all
people, as self-employed farmers and craftsmen owning modest means of production, produce
everything, and (3) a society in which people are organized in big cooperatives (or collectives) and
produce everything with the aid of big machines in collective ownership of some kind, and where
working hours are reduced substantially. In none of these three scenarios realization and expansion
(valorization) of capital takes place. Moreover, in such scenarios it is also likely that production would
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be deliberately curtailed, out of environmental considerations, for instance, or due to scarcity of
resources. Then there would simply be no economic crisis in the present-day sense of the word.

The hypothetical situation in which a single worker can set a monstrous mass of machinery in
motion is no longer unimaginable for us. TV reports nowadays show almost deserted factory floors
during working hours. But this has not turned the great majority of the population into capitalists or
rentiers. The great majority is made up of neither workers nor capitalists. It consists of workers and
white-collar employees, students, unemployed people, welfare recipients, school children, toddlers,
and pensioners. They cannot live alone on the proceeds of shares and securities, which they may also
own.

In the quote above, Kautsky writes that it is human labor which, in the final analysis, remains the
value-creating factor. But the issue is not as simple as that. For then, common sense raises the
question: how are value and surplus value created in factories almost devoid of laborers? | have
touched on this question in the preface, and | will discuss it in detail in Chapter X.

As the preceding paragraphs show, there is no clear-cut, convincing Marxist answer to our starting
guestion, namely, whether there could ever be an economic crisis so severe that it would result in the
end of capitalism. And the disproportionality theory of crisis, which is not a specifically Marxist
theory, but rather a part of general bourgeois economic thought, explains only benign crises, which
can be overcome by restoring the right proportions. Furthermore, some of Marx’s statements on crises
give the impression that he thought that crises and depressions do not in themselves constitute a threat
to the capitalist system. We still do not know why capitalism should not be able to survive in the long
run. Where lies, then, the possibility of a big crisis that could bring about the end of capitalism and
pave the way for another, better system? The authors of the Soviet Lehrbuch write, as an answer to
this question as it were, that crises only correct the disproportions “violently and temporarily”
(Lehrbuch 1972: 478). Later on, they write about the “increasing depth of crises” and that the
development of capitalism "aggravates further the contradictions between the social character of
production and the capitalist form of appropriation” (ibid: 483). (In this paragraph, some italics are in
the original, some are added). And then they express the following hope:

"The crises aggravate the contradictions between labor and capital, for capital strives to find
a way out of the crisis at the expense of the working class — by reducing the wages, increasing
the intensity of labor, and laying off a part of the workers. It is mainly the working class that
has to bear the brunt of the crisis. Not only does the struggle between the working class and
the bourgeoisie for their share of the national income escalate as a result of the various effects
of the crises. The crisis also teaches the workers that only the overthrow of capitalism can
eliminate crises and the suffering of the masses resulting therefrom.” (ibid.: 484. Italics are
partly in original, partly added)

In addition to this hope that the working class would overthrow capitalism, there has been among
Marxists another hope, namely that capitalism would break down, when it hits its barrier — a hope that
Marx himself nourished.

6. The Controversy Over the Breakdown Theory

In volume 111 of Capital —in a passage on the process of centralization of capital — Marx writes: “This
process would soon bring about the collapse of capitalist production..." « ( Quoted in Sweezy 1942:
191). But this passage, according to Sweezy, is nothing more than a description of a tendency, since
Marx speaks in the same breath about “counteracting tendencies which continually have a
decentralizing effect by the side of the centripetal ones” ( Quoted in Sweezy 1942: 192). Nowhere else
did Sweezy find in Marx’s works a “doctrine of the specifically economic breakdown of capitalist
production” (ibid)*. Nevertheless, some early Marxists thought one could read such a doctrine in his
works. Actually, this doctrine can be logically derived both from the law of the tendency of the rate of
profit to fall and the underconsumption theory.
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Eduard Bernstein, the leading theoretician of the revisionists in the German Social Democratic Party
at the time, claimed that Marx and Engels indeed had a breakdown theory — breakdown in the sense of
a great, all-embracing economic crisis. He, however, wanted to refute that theory. In his view, the
economic developments since Marx’s death — growth of the world market, the emergence of cartels,
perfection of the credit system etc. — knocked the bottom out of the breakdown theory. Back then,
already in 1899, he identified in capitalist development a trend towards improvement, and concluded
that Marx’s breakdown theory was no longer tenable. He also claimed that the magnitude of crises and
the severity of class struggle were diminishing. The practical political objective of the whole exercise
was to reject — together with the refutation of the breakdown theory —the necessity of a revolution. He
firmly believed that persuasion and education were the means to achieve socialism.

Kautsky, who at the time was the leading voice of the orthodox Marxists, disputed that Marx and
Engels had a breakdown theory. According to him, although the two masters believed that the crises
would increasingly aggravate, they thought that the decisive factor for the transition towards socialism
was “the growing power and maturity of the proletariat” (Quoted in Sweezy 1942: 194). Unlike
Bernstein, Kautsky saw in 1899 no diminution in the severity of crises. With respect to the strategy of
social democracy, Kautsky seemed to be unsure. He believed in being prepared for any eventuality.

Three years later, in 1902, Kautsky appeared to have overcome his uncertainty. He claimed that the
crises intensified and expanded more and more. In general, he regarded crises and depressions as a
signal for the demise of capitalism. However, he did not want to advocate a breakdown theory.
Instead, he thought that capitalism was in for a period of chronic depression. He argued that the
capitalist mode of production needed constant and fast expansion, but that very soon it would become
impossible for the world market to expand faster than the growth of the productive forces of society.
Then overproduction would become chronic for all industrialized countries [this is then a chronic
depression].

According to Kautsky, continuation of capitalist production would be feasible even under such
circumstances. However, he thought that

“.... it becomes completely intolerable for the masses of the population; the latter are forced to
seek a way out of the general misery, and they can find it only in socialism. ... I regard this
forced situation as unavoidable if economic development proceeds as heretofore, ...” (Quoted
in Sweezy 1942: 198).

Kautsky expected the victory of the proletariat to take place before the forced situation arose. Should
that not happen, then class conflict would be aggravated.

Kautsky saw not only the aggravation of domestic class conflicts coming, but also the aggravation
of international conflicts, as in the face of a chronic depression each industrialized nation would
increase its efforts to enlarge its share of the international trade to the detriment of other nations. As
we know, colonial conquests, protective customs duties, cartels etc. were already in place as means of
resolving conflicts. As to perspective on the future, he thought that the coming decades would bring
mankind crises, conflicts and catastrophes of all kinds.

a) The Pauperization Theory

In the quote above, Kautsky speaks of intolerable general misery of the population at large. That is a
clear reference to the pauperization theory of Marx and Engels. The concept “pauperization” does not
necessarily mean material pauperization, which, indeed, has occurred in extremely bad times. In the
last hundred years, however, in the developed capitalist countries, the material standard of living of the
working class has, generally speaking, improved. Nevertheless, even with increasing real wages the
situation of the working class can relatively deteriorate —in the sense that its share of the gross
domestic product falls.

A relative deterioration of this kind, however, cannot make the situation of workers unbearable.
Marx and Engels rather highlighted other aspects of pauperization:

"... all means for the development of production undergo a dialectical inversion so that they
become means of domination and exploitation of the producers; they distort the worker into a
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fragment of a man, they degrade him to the level of an appendage of a machine, they destroy
the actual content of his labor by turning it into a torment; they alienate [entfremden] from him
the intellectual potentialities of the labor process ... ; they deform the conditions under which
he works, subject him during the labor process to a despotism the more hateful for its
meanness; they transform his life-time into working-time, and drag his wife and child beneath
the wheels of the juggernaut of capital.” (Marx 1978, Capital I: 799)

Marx knew that the organization of workers and their resistance counteracted pauperization. Yet,
“what is certainly growing is the uncertainty of existence ”. (Marx, quoted in Lotter et al. 1984: 348.
Trsl. by Sarkar)

Except for the period of the long boom after World War II, in which workers could — before taking
up a job and afterwards through the trade unions — set conditions, this description of pauperization
fully applies to all eras of capitalism. Moreover, in the present era of neoliberal globalization real
wages are falling even in the developed industrialized countries — in some cases even nominal wages
are falling. One would think, this is an unbearable situation. But the working class does not intend to
try to topple capitalism.

b) Rosa Luxemburg: Limits to Accumulation

Towards the end of the controversy over the breakdown theory, the majority of orthodox Marxists
accepted Kautsky’s position. Among the few who did not was Rosa Luxemburg. In her book The
Accumulation of Capital published in 1913, she wanted to remove any doubt about the inevitability of
the fall of capitalism on economic grounds. This was important to her. For, she wrote, “if we assume,
along with the ‘'experts’, the limitlessness of capital accumulation, then the solid soil of objective
historical necessity is cut from under the feet of socialism” (quoted in Sweezy 1942: 207). Marx’s
work, too, gives grounds for one to think that he believed that in capitalism, theoretically, limitless
accumulation is possible. Luxemburg wanted to redress this error of Marx and to state more precisely
the economic conditions for the fall of capitalism.

For this purpose she could have cited Engels. In 1892 he republished — in the preface to the English
translation of his early work The Condition of the Working Class in England — an article he had first
published in 1985. In it he wrote:

“Capitalist production cannot stop. It must go on increasing and expanding, or it must die.
Even now the mere reduction of England’s lion's share in the supply of the world’s markets
means stagnation, distress, excess of capital here, excess of unemployed workpeople there.
What will it be when the increase of yearly production is brought to a complete stop?

Here is the vulnerable place, the heel of Achilles, for capitalistic production. Its very basis is
the necessity of constant expansion, and this constant expansion now becomes impossible. It
ends in a deadlock. Every year England is brought nearer face to face with the question: either
the country must go to pieces, or capitalist production must.”(Engels 1892/1976: 449f. Italics
in the original.)

Luxemburg wanted to show why one day this necessary expansion would no longer be possible.

In general, her theory is labeled as one of “automatic breakdown of capitalism”, which may imply
that she recommends a wait-and-see attitude rather than a revolutionary one. According to
Kolakowski, however, Luxemburg herself never used the term “automatic breakdown”. On the
contrary, she was convinced that the revolution would triumph long before capitalism is exhausted (cf.
Kolakowski 2005: 407).

In what follows I have briefly presented Luxemburg’s argumentation as laid out in Kolakowski
(2005), Sweezy (1942) and Predrag Vranicki (1972, Vol. 1):

In the beginning, there is the old question: With continuous accumulation (extended reproduction),
how are capitalists able to realize all the created surplus value? They themselves consume only a part
of it (let us call this part s1). Only if the other part (let us call it s2) is realized (i.e. sold at its full
value), can it be accumulated (i.e. invested) in the next period of production. Once this accumulation
has taken place, it has the effect of correspondingly increasing the mass of goods. This means that the
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condition for continuous accumulation (extended reproduction) is continuously expanding demand for
the produced goods. The question is: from where does the demand for the mass of goods come, which
represents in physical form that part of the surplus value (s2) that is to be realized and accumulated?

As we have seen above, no one was prepared to accept Tugan-Baranowski’s claim that the problem
of underconsumption need not necessarily arise, that capitalists could create an endless market for
themselves by buying means of production from one another. If this were possible, then there would
be no realization problem. But this is not possible. It only makes sense to produce means of production
if at the end of the chain consumer goods are produced, which are also consumed. Furthermore, in
case of extended reproduction consumption must also be extended. To produce goods just for the sake
of producing is, from a capitalist point of view, total nonsense.

According to Luxemburg, in a pure, i.e. closed capitalist system — the assumption from which
Luxemburg as well as Marx started their argumentation — there is, for the totality of capital, no
solution to the problem of finding demand for (s2). She thought that Marx’s reproduction formulae did
not prove the possibility of extended reproduction. Population growth is no solution to the demand
problem. For an increase in the number of capitalists is already considered in the absolute magnitude
of the consumed part of the surplus value (s1), while the consumption of the working class is always
contained in wages (v) [workers exhaust their wages through their consumption; they cannot consume
more.]. The consumption of the unproductive strata — landowners, bureaucrats, military, independent
professionals etc. — is included either in (s1) or in (v) (salaries and wages). Foreign trade is no solution
either, since the analysis of extended reproduction is based on the assumption of a single capitalist
world market, which amounts to all countries constituting one domestic market.

In her view, the only solution to this problem is to drop the aforementioned assumption of a single
world market. That part of the surplus value that is to be realized and accumulated (s2) can only be
realized by selling goods to people who live outside the capitalist system of production. These can be
people in underdeveloped countries, where pre-capitalist economic forms prevail, or sections of the
population of capitalist countries that have remained outside the capitalist system, for instance, small
farmers and craftsmen.

So, on the one hand, capitalism has to expand all over the world. On the other hand, it is exactly
through its expansion that it finds its limits. Slowly but surely, the expansion of capitalism does away
with pre-capitalist economic forms, which it needs for the realization of (s2). It also destroys the small
producers in crafts and agriculture. When this process is completed throughout the world and when the
economy of the whole world has been transformed on the pattern of this system, then it will no longer
be possible to accumulate any further. In this way, Luxemburg thought she had theoretically
demonstrated that the demise of capitalism was unavoidable. We should note that this conclusion is
based on the assumption (or definition) that an economy in which no capital accumulation takes place
and which does not expand is not a capitalist one. Is it then impossible to imagine a capitalism that
functions at a high level, but without accumulation (with simple reproduction)? Luxemburg wrote:

“Capitalism 1is the first form of economy with a drive to expand, a form with a tendency to
spread itself over the whole world and push away all other forms of economy, a form that does
not tolerate any other at its side. But, at the same time, it is the first form of economy that
cannot exist without other forms ... , a form which, simultaneously with the tendency to
become a global form, crashes against its inner inability to be a global form of production."
(quoted in Vranicki 1972: 331f. Trsl. by Sarkar)

Luxemburg’s accumulation theory was almost unanimously rejected — not only by the revisionists,
but also by other orthodox Marxists. The reason for this was not just that her orthodox Marxist critics
had gradually aligned themselves to revisionism. True, the revisionists needed a theory that confirmed
the ability of capitalism to expand without limit, not a breakdown theory. But Luxemburg’s theory
was simply not convincing. However, also the criticism leveled at her theory to date does not convince
me.

C) Critique of Luxemburg’s Theory
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Sweezy and Kolakowski criticize Luxemburg’s assumption that in a capitalist society wages will
always lie close to the subsistence level. Kolakowski writes that Luxemburg erroneously assumed that
“although the laws of exploitation might be weakened from time to time they would 'in the last resort'
always prevail over working-class resistance, so that a genuine increase in workers' consumption was
unlikely to occur" (Kolakowski 2005: 413) That is the reason, according to Kolakowski, why she
thought that workers’ consumption would never be enough to realize the whole surplus value. From
here it was only a short step for Luxemburg to conclude that accumulation of capital (increasing fixed
capital assets) is pointless. In reality, however, accumulation of capital typically entails growth in
variable capital (v). History has demonstrated this time and again. This increase in (v) is usually spent
on additional consumer goods, and in this way a part of the surplus value is realized.

This critique can be further supported by quoting a comment made by Engels in 1985, that is, long
before Luxemburg wrote her book:

“The truth is this: during the period of England’s industrial monopoly the English working class
have, to a certain extent, shared in the benefits of the monopoly. These benefits were very
unequally parceled out amongst them; the privileged minority pocketed most, but even the great
mass had, at least, a temporary share now and then. And that is the reason why, since the dying-out
of Owenism, there has been no Socialism in England.” (Engels 1892/1976: 450)

Of course, any one country's industrial monopoly in the world market cannot exist in pure form in pure
capitalism, which, again, exists only in the imagination of economists. Yet, a quasi industrial
monopoly of England did exist in history, in the then actually existing capitalism. This monopoly of
England and, later on, that of the few industrialized countries of the world lasted, as we know, very
long — until approximately the beginning of the 1980s. During this long period of time the working
class of the few industrialized countries partook in the advantages of their industrial monopoly, not
now and then, but continuously — except in the war years and during the Great Depressions. During
this time wages did not always lie close to the subsistence level, which is in any case a relative
concept, but considerably higher.

Nevertheless, | am not satisfied with this critique on the following grounds: Firstly, even if a part of
the surplus value could be realized through a certain growth in wages and salaries (v), the problem
posed by Luxemburg remains unsolved. In the formula value = ¢ + v + s, (v) now becomes larger and
(s) slightly smaller. However, (s), at least (s2), is still there and the problem of realizing it too.
Secondly, Kolakowski wrote the sentences quoted above in the mid-seventies. Today, we must say
that Luxemburg was not far off the right track with this assumption of hers. Technological
development, automation, rationalization, and other factors have brought about high levels of
unemployment and very much weakened the resistance of the majority of the working class. For quite
some time now labor unions have been acquiescing to decreasing real wages and falling net income.
They are also being compelled to agree to longer working weeks and job-cutting.

The right critique of Luxemburg’s theory should be something different. Sweezy concedes in his
own, reformulated Marxist crisis theory (cf. supra ) that a portion of the surplus value remains
unrealized. This presses the rate of profit downwards and also the business cycle to a lower level. This
is enough to make the economic development in a closed capitalist system crisis-prone. From time to
time it leads to recessions; it can also lead to chronic depressions or stagnation (as low growth rates
are called nowadays). It can also cause some enterprises to go bankrupt. But capitalism can live on
with all that. None of such crises leads to the collapse or demise of capitalism.

Capitalists themselves consume a part of the surplus value (s1). The remaining surplus value (s2) is
never entirely accumulated (that is, invested in machinery and materials). Part of it remains in bank
accounts waiting for investment opportunities. When this idle sum of money does not find a profitable
investment opportunity in the real (productive) economy, it is often used for speculation — in the stock,
finance and commodities market or in the real estate market. All speculators hope to be able to make a
good profit at the expense of other speculators. When speculators suffer big losses, e.g. due to a crash,
a lot of fictitious capital/assets (“hot air”, that is, e.g. inflated stock value) is destroyed. Capitalism can
also live on with such things. Capitalist production as a whole does not fall apart. After each crash and
each crisis there is a recovery. If Rosa Luxemburg still lived today, she would have to explain why
capitalism has not collapsed yet in spite of the big crises of the past.
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The second point in Sweezy’s criticism appears at first sight to be convincing. He argues as follows:
If Luxemburg’s analysis were correct, then consumers from the non-capitalist sectors of the economy
and non-capitalist countries would not change the situation either. Who would buy the goods that
would be imported from non-capitalist regions into capitalist regions as payment for the exports of the
latter? If in a capitalist country there had been no demand for the exported goods, then there could be
no demand for the imported goods either.

This particular criticism as well as Luxemburg’s argument, which draws the criticism, are
somewhat flawed. The purpose of exporting goods is not merely to realize the surplus value, but also
to obtain, by importing, such goods and services that are not available, not available in sufficient
guantities or not available cheaply enough in the domestic market (goods like raw materials, tropical
fruits etc, sevices like cheap call center work, soft-ware and back-office services etc. even cheap
labor). If such goods were offered for sale in the capitalist countries, then most probably capitalists
themselves and working people would invest/consume more. Let us think of Ricardo’s theory of
international trade (cf. Chapter VIII). However, even in this case a rest unrealized surplus value (s2)
would remain, and with it would remain the demand problem and the problem of realizing the rest
(s2).

Kolakowski downplays the political value of Luxemburg’s analysis by saying that her scenario in
which capitalism would necessarily collapse is totally unrealistic. It presupposes a capitalism that is a
single market spanning the whole world, that is, a pure capitalism, in which in respect of the rate of
profit there is no difference between different countries. This is a scenario

"... in which there is no difference in economic development between the Congo and the USA.
One may imagine a world as uniform as this, but it scarcely affords a solid basis for economic
predictions. Not only is this prospect remote and unreal, but it ignores the fact that the gap
between developed and backward nations is getting larger rather than smaller". (Kolakowski
2005: 412)

Sweezy goes even further in his ciritique:

“The whole distinction between 'capitalist' and 'non-capitalist' consumers is, in this context,
quite irrelevant. If the dilemma were a real one, it would prove more than she bargained for: it
would demonstrate, not the approaching breakdown of capitalism, but the impossibility of
capitalism.” (Sweezy 1942: 205)

I think Sweezy goes too far. Luxemburg indeed stated under which conditions, in her view,
capitalism is feasible: it is feasible in a world with many underdeveloped countries such as Congo,
India, Bulgaria etc. and a few highly developed countries like the USA. Today she would probably say
capitalism has not collapsed yet exactly because there is still this class difference between the
countries of the world. What we need to carefully examine is her thesis that in an assumed closed,
pure, single capitalist world economy further accumulation is not possible.

The fact that capitalism with extended reproduction has continued to exist since 1913 — even in the
era of neoliberal globalization, which is indeed the closest approximation to her pure, global
capitalism — is the definitive proof of the assertion that Luxemburg’s accumulation theory is wrong. Of
course, there are still underdeveloped countries and some non-capitalist areas in capitalist countries.
But since 1913 their number and size have drastically gone down. If Luxemburg’s theory were correct,
capitalism would long be dead.

The reason why this has not happened so far is that after the (great) depression of the 1930s (see
next chapter!) — which to some extent confirmed Luxemburg’s theory that (s2) can largely remain
unrealized — the demand problem could be more or less solved. Firstly, ever larger amounts of short-,
medium-, and long-term consumer credits, which had already been introduced in the 1920s, made it
possible for working people of all strata to consume more than the equivalent of their wages and
salaries (v). They hoped that their future income would be continually rising. Capitalists themselves
made that possible by granting credits through banks etc. That is clearly part of pure capitalism. But,
obviously, in 1913, Luxemburg could not visualize this solution of the problem. Secondly, the
economy was no longer solely dependent on working people's income and consumer credits for
realizing (s2). The state too became involved and created demand when necessary. It also intervened
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in other ways to help the economy. This, however, cannot be regarded as a criticism of Luxemburg’s
theory, as in the pure capitalism she imagined there is no room for state intervention. In the following
chapters | shall present these aspects of the crisis problematic in the context of the big crises of the 20™
century and the crisis theories of the more important bourgeois economists such as Keynes,
Schumpeter, Friedman, etc.

My own explanation for the fact that capitalism has not collapsed yet, and my answer to the
question whether that will ever happen, has little to do with the capitalist economy being a closed or
an open system, or with differences in the stage of development between different countries or
between parts of the population of the same country. Actually, they have nothing to do at all with the
issue of limits to capitalistic accumulation. They have a lot to do with the limits to resources and the
sinks of nature (i.e. the capacity of nature to absorb man-made pollution and environmental
degradation). This topic will be dealt with in Chapter X.

Notes
1. Sweezy uses “breakdown” for the German word “Zusammenbruch”. Here, the translators of Capital used
“collapse”.

I1. The Great Crash and the Great Depression

In publications on the problems of the economies of the industrial societies, the term “crisis” is used in
a rather careless manner. Already in the case of a recession, i.e. when the gross domestic product
(GDP) has fallen two quarters in a row, they speak of a crisis. Even when an economy has grown for
several years, but at a yearly rate lower than the previous year, there is talk of a crisis. One also talks
of a crisis when the growth rate lies under two percent, and even more so, when the economy does not
grow, i.e. when it stagnates. Such “crises” are not really worth talking about, they come and go. They
are no crises, but only a part of the normality of capitalism. One should use the term crisis only if,
after a recession, the economy for a relatively long time stagnates at a level lower than that before the
recession, or when the recovery takes a long time to come, in other words, in case of a depression.
Such a state of the economy, a very deep and long depression afflicted capitalism in the 1930s,
especially in the years from 1929 to 1933. In order to understand this crisis, however, we must first
have some information on the development of events in the 1920s.

1. The 1920s

To the readers of today, capitalism in the 1920s presents a complicated picture. In the first years of the
decade, the crisis had the form of high inflation in many countries. Taking the price level of 1913 as
100, wholesale prices in 1920 stood at 226 in the USA and 307 in the United Kingdom, while in
France, in 1925, they stood at 584 (Kurz 1999: 423). This was the situation of the economies of the
victors of World War [; in the countries that lost the war and in Eastern Europe, hyperinflation
prevailed. Prices reached absurd heights. John Kenneth Galbraith writes of a US congressman who
visited Germany in 1923 "... receiving 4 billion mark in exchange for seven dollars, then paying 1.5
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billion mark for a restaurant meal and giving a 400-million-mark tip" (Galbraith 1994: 37). "At the end
of this process prices had risen, in comparison to those before the war, by fourteen thousand times in
Austria, twenty three thousand times in Hungary, two-and-a-half million times in Poland, four billion
times in Russia and one trillion times in Germany” (Aldcroft 1978, quoted in Kurz 1999: 424).
Curiously, in the literature of those days one also reads of a severe depression, which in the 1920s was
referred to as “the world economic crisis” (Predohl 1962: 23). It took place almost simultaneously
with the hyperinflation (actually between 1920 and 1921).

After the end of the inflation period, there followed a few years of very good economic conditions,
which started in different countries at somewhat different times. Galbraith wrote on the USA:

“...the twenties in America were a very good time. Production and employment were high and
rising. Wages were not going up much, but prices were stable. Although many people were
still very poor, more people were comfortably well-off, well-to-do, or rich than ever before.
Finally, American capitalism was undoubtedly in a lively phase.”(Galbraith 1955: 7).

In Germany, inflation came to an end, or rather, it was brought to an end, in November 1923. And the
period between 1924 and 1928 was one of “unprecedented economic boom” and "great increase in
public sector consumption, namely at the municipal level." All this was mainly sustained by American
loan capital (Predohl 1962: 24). By 1928, in Germany, both industrial and agricultural production had
again reached the level of the pre-war period. And although structural unemployment was high, wages
rose substantially from 1924 onwards (von Freyberg et al. 1977: 127f.). It is said that the prevailing
“‘Zeitgeist’” of the time was one of steadfast optimism. The 1920s were called “the golden years” — at
least in the USA, but partly also in Europe. The average economic players at the time firmly believed
— particularly in the USA — that an era of everlasting prosperity was dawning (Predohl 1962: 8). Also
some economists played a role in generating this optimism.

There was, however, an exception. The economy of the United Kingdom was afflicted with a
depression. The cause thereof was that the country returned to gold standard in 1925 with the parity of
the pre-war era, which led to an overvaluation of the pound sterling and consequently to a fall in
exports. In spite of that, Sweezy writes that, speaking generally, world capitalism had reached a
“relative stabilization” in the 1920s (Sweezy 1942: 207).

Against this backdrop and also in view of his new-found sympathy for revisionism, it is easy to
understand that in 1927 Kautsky, who was until then the most prominent orthodox Marxist, rejected
his own earlier forecast of a chronic depression:

"The expectation that crises (Absatzkrisen) would someday become so extensive and long-
drawn-out as to render the continuation of capitalist [mode of] production impossible and its
replacement by a socialist order unavoidable finds no more support today." (quoted in Sweezy
1942: 208)

In the same year, also Rudolf Hilferding, the other great theoretician of social democracy of that time,
said that

"the overthrow of the capitalist system is not to be fatalistically awaited, nor will it come about
through the workings of the inner laws of the system, but that it must be the conscious act of
the proletariat." (quoted in Sweezy 1942: 208)

Only two years later, in 1929, — what an irony of history — the Great Crash in the New York stock
exchange took place and triggered off the Great Depression. It was a deep depression, which extended
to the whole world and lasted for a long time, leaving millions of people without work. And yet, the
working class did not topple capitalism.

The hyperinflation, the catastrophe of the beginning of the decade, cannot be regarded as the
outcome of the inexorable internal laws of capitalism. It was caused by the exogenous factor of the
world war, which was an extraordinary event. The huge costs of this destructive enterprise were
financed through debt that could not be paid back after the war except through an enormous inflation,
which was consciously brought about by printing money on a large scale. But both the great crash of
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1929 and the subsequent Great Depression, which really came to an end only with the beginning of
World War |1, were results of the workings of the inner laws capitalism.

Below, I shall give a brief account of these two big events of economic history based largely on the
works of Galbraith (1955, 1994) and Charles P. Kindleberger (1973). It will help us understand the
present crises of Capitalism.

2. The Boom and The Delirium

Against the background of the promise of everlasting prosperity mentioned above, it is understandable
that many did not want to wait for this promise to come true. They wanted to see this future prosperity
materialized in the present. Speculating on the stock exchange offered them a possibility. They were
not all bad people. A noted economist of that time, Joseph Lawrence of Princeton University,
characterized speculators as a “cultured, conservative, innocent, honest, intelligent and public spirited
community” (quoted in Galbraith 1955: 44-46).

The stock exchange boom that preceded the crash lasted for five years. Stock prices fell countless
times during this period. Still, this did not have any negative effect on the general euphoria. In the fall
of 1929, however, uncertainty was widespread. People oscillated wildly between optimism and
pessimism until the crash occurred on October 24 (on October 25 in Europe).

In the beginning, this boom had a solid real-economic basis, but in the end the rise in share prices
turned into a speculative boom. Galbraith describes this development thus:

"As to the national mood, there was the picture of great, enduring and deserved prosperity so
admirably articulated by President Coolidge. Sustaining it was the vision of a new world of
industry and technology, dominated by automobile manufacture with its still widely admired
assembly lines and, especially, by the new communications world of radio. The speculative
favorite of those years was RCA, the Radio Corporation of America. Ist future was indeed
before it; RCA had never paid a dividend.

In keeping with this mood and justified by it was, as ever, the self-sustaining power of the
speculative boom. ... the improving prices of stocks brought in the buyers who bought and sent
prices still higher, thus supporting in a very persuasive way their previous decision to buy."
(Galbraith 1994: 62f.)

This brief description of the situation in the 1920s shows that the dynamics of the stock exchange in
our times is in principle not much different from that in those days. The parallels are all the more clear
when one remembers the stock prices boom in the 1990s, especially in the high-tech industries and the
so-called dot-com branch. One need only think of the billions paid by telecommunication companies
(the Deutsche Telecom, for instance) for one of the UMTS-licenses, although the technology was not
fully developed at the time. The price of shares of Amazon.com, one of the very big dot-com
companies, rose continuously, although it had not made any profit yet (cf. Bello 2003: 45). Now let us
go back to 1929.

In his book The Great Crash - 1929 published in 1955, Galbraith rendered a very detailed
description of the events that took place on the stock exchange. According to him, in the USA of the
1920s there were good reasons for the prices of normal shares to go up. The companies were making
good and increasing profits and the outlook was positive. Moreover, in the early 1920s the share prices
were low and the yields good. Therefore it was no surprise that in 1924 the share prices began to rise.
However, in 1927 the upward trend became alarming, for the share prices rose from day to day and
from month to month. The gains were not very high, but the crowd of investors, which had in the
meantime become quite big, could count on steadily growing stock prices. For in that year only two
months out of the twelve saw no growth in share prices.

Economic historians have an explanation for the fact that in 1927 the (till that time) warranted rise
in share prices turned into an unwarranted stock market boom. That year the US central bank (called
the Federal Reserve System, in short fed, which is composed of 12 Federal Reserve Banks), following
a request from European finance officials, changed its monetary policy to one of cheap money: It
made a large amount of liquid money available and lowered the interest rate in order to make loans
cheaper. The latter step, moreover, reduced the attraction of government bonds and other fixed-interest
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securities. All of this strongly motivated people to invest in stocks. Up to this point there was nothing
extraordinary about it. But very soon the character of the boom changed. “The mass escape into
makebelieve’’, “‘the true speculative orgy’’ was clearly underway (Galbraith 1955: 16). Now and then
share prices also fell, but they went up again — often on the very same day. In the spring of 1929, share
prices began to rise in big leaps. Within a few months, for instance, the price of the shares of Radio
Corporation of America shot up from 85 to 420, although the company had not yet paid any dividend.

Many people, indeed, thought that the boom would be over before the end of 1929, simply because
every boom has to end sometime. Many were concerned about the wild speculation that resembled a
delirium and feared that a bad crash was coming. They believed something needed to be done to stop
speculation.

“For these people, however, every proposal to act raised the same intractable problem. The
consequences of successful action seemed almost as terrible as the consequences of inaction,
and they could be more horrible for those who took the action.

A bubble can easily be punctured. But to incise it with a needle so that it subsides gradually
is a task of no small delicacy. ... The real choice was between an immediate and deliberately
engineered collapse and a more serious disaster later on. “(Galbraith 1955: 30)

Why was the choice so difficult to make?

There are not only savers who invest their savings in stocks, but also speculators who buy shares,
also with borrowed money. Whereas a saver-investor expects good dividends and, in the long term,
growth in the value of his shares, the speculator expects that a buyer will soon buy his shares at a price
higher than what he has paid. He hopes that the difference between these two prices will be much
larger than the interest on the money he had borrowed and that he can thus make a good profit. Quite
often, speculators sell away their shares before they have receive the first dividends, and with the
proceeds they buy other more lucrative shares with the same objective. It is very likely that the new
owners of the shares are also speculators, who do the same with the same expectations. But at some
point there are no more speculators who think that the share prices would keep on rising. Then the
share prices also stop going up. But the market does not then stabilize. Quite on the contrary: it then
no longer makes any sense to hold on to shares that have been purchased with borrowed money. One
would then only make losses, for interests will have to be paid. Then all speculators try to sell away
their shares as fast as they can — and the share prices slump.

The basis of all hopes of investors at the stock market is the expectation that the real economy will
grow in the long term. However, it is also widely known that the economy includes the phenomenon
of crisis, and that even in times of general economic upswing individual enterprises can undergo a
crisis. While saver-investors are normally prepared to endure those crises, as they are generally
cyclical, i.e. temporary, in nature , speculators cannot bear them as they have debt commitments to
meet. When they sense that a crisis is imminent, they quickly dispose of their shares, before other
speculators see it coming. They might even make a profit, or at least they avoid suffering a loss. But
the buyers — if they are also speculators — cannot make a profit any more, as in the meantime everyone
knows that a crisis is unfolding. They then try to sell away their shares with as small a loss as possible.
But as many speculators now try to sell their stocks, their prices do not cease to fall. In order to make a
good bargain, potential buyers with sufficient capital of their own wait until they see the end of the
downturn. Naturally, everyone can miscalculate and make wrong decisions in this process, and some
can enrich themselves at the expense of others. But when a long recession sets in or when the real
economy is undergoing a general crisis, or when a large corporation (such as Deutsche Telecom,
whose shares have become people’s shares) is stuck in a crisis, usually many lose out. Also not
receiving dividends is a loss.

The severity of the crash and the extent of the losses depends on the proportion of speculative
transactions in the total stock market transactions. In 1929, in Wall Street, this proportion was very
high. At the time the stock exchange played a very important part in the life of Americans. Even very
ordinary people tried to get rich by trading in the stock market. Of a total of 120 million inhabitants
and some 30 million families, over 1.5 million Americans were participating in stock exchange
transactions. Approximately 600,000 among them bought stocks with borrowed money. But the total
number of “active speculators” was higher, although probably lower than a million. Of course, 1.5
million is not a large figure, but it should be borne in mind that this was the situation in 1929 (all
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figures taken from Galbraith 1955: 83). No wonder that the people in authority were afraid of being
held responsible for the bursting of the bubble.

Already before the boom, Wall Street had developed mechanisms to make it easy for speculators to
borrow money: they could buy stocks "on margin™. The speculator bought stocks, but did not have to
pay the full amount. He paid only a percentage of the total price. The broker himself paid the rest. The
speculator became the owner of the shares, which, however, were held by the broker as collateral. The
broker, in turn, borrowed the money for this transaction from a bank; and the same shares were used
again as collateral for this loan. Thanks to this mechanism, a speculator, who himself had, for instance,
only $ 100, could buy stocks worth, for instance, $ 1000. The advantage of this kind of transactions
was that whereas the amount of the loan remained the same, the value of the stocks was expected to
rise sharply. This he at least hoped. This factor was one among several that fueled the boom.

At the peak of the boom, even the total savings of all Americans did not suffice for meeting the
credit demands of the speculators. Although banks can create money by giving loans, there are limits
to it. It is limited by the total savings of the people and the rules of the central bank. So banks began
also to attract rich investors from abroad. They offered a high irate of interest: at the end of 1928 it
was 12 per cent, and the capital was still 100 per cent secure. Even industrial corporations found this
rate very attractive. Some decided to put a part of their working capital in the financing of stock
market speculation. In addition, banks had a simpler possibility: they could borrow money from the
central bank, the Fed, at 5 per cent interest rate and lend it as overnight credit at 12 per cent.

At the peak of the boom, it was said that the economy did not have enough stocks to meet the
demand. Therefore, a larger supply of stocks was created. New companies were set-up, and existing
companies expanded their production capacity. For both, new shares were issued. In addition, holding
companies, which pushed forward merger processes, issued shares in order to raise funds for
acquisitions. But all of them together only had a limited capacity to absorb new capital.

What made it possible for investors and speculators, notwithstanding these limits to capacity, to
invest money in stocks was the creation of investment trusts. These trusts did not set up new
companies, nor did they expand existing ones; they merely acquired stocks of a great variety of
existing companies. They raised the money for this by selling their own shares to investors and
speculators, who, in this comfortable way, got the possibility of indirectly owning shares of different
companies producing goods and services. The crucial trick in this innovation was that investment
trusts sold their own shares much in excess of the shares of other companies they bought. The surplus
was invested in the overnight money market or in real estate; a portion of it also went into the pockets
of the trust founders. In this way, the volume of stocks in the economy completely lost the relation it
ought to have to the total worth of all companies. The value of the former could amount to many times
the latter. This completely cleared the way for speculation in the stock market. What made the matter
more explosive was that at the peak of the boom there were investment trusts that set up new
investment trusts. The shareholders of the parent investment trust, that owned the majority of the
shares in the subsidiary trust, could thus make profit from [the business of many investment trusts
(leverage effect).

The amount of overnight lending by brokers to speculators was a good indicator of the extent of
speculation at the stock exchange at the time. In the early 1920s, the amount involved was between
US$ 1 billion to US$ 1.5 billion. Shortly before the crash it amounted to over US$ 7 billion. The
interest on loans that speculators were prepared to pay can be regarded as an indicator of their profit
expectations at the time. It generally ranged between 7 and 12 per cent. Once it even reached 15 per
cent (all figures taken from Galbraith 1955: 25-26, 72-73). More than half of these sums, enormous for
that time, was supplied by industrial corporations and private persons, from the USA and from abroad.
As in those days such loans appeared to be almost 100% secure and liquid, and as they were easy to
manage, they were attractive all over the world. It seemed as if Wall Street was about to absorb all the
surplus cash in the world.

3. The Crash
There is always an end to a boom. But an end need not become a crash. It can also be a gentle one, and

the subsequent downtrend can be short. In 1929 a crash took place, and it became a catastrophe. Never
before had capitalism experienced something like it.
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Ever since people became aware of the speculative boom, many experts had been issuing warnings,
which however fell on deaf ears. There had earlier been some smaller and bigger slumps, the latter
being followed by obituaries. But the market recovered every time. Influential people predicted
sustained prosperity, which was actually part of a ritualized incantation, the purpose of which was
(and till today is) to work on the psyche of the speculators and influence the market positively. But in
September 1929, the boom definitively came to an end. Although some share prices still rose, the
market was no longer as confident as before and. And again it was the time for Cassandras and ritual
conjurers of optimism. A renowned stock market analyst, Roger Babson, predicted not only the crash
but also the subsequent Great Depression.

Even the most optimistic experts no longer radiated unmitigated optimism. A Boston investment
trust predicted slight setbacks, but it also reassured the public by stating that these were just temporary
“indentations in the ever ascending curve of American prosperity” (quoted in Galbraith 1955: 91). A
leading and powerful banker, Charles Mitchell, said that “the industrial condition of the United States
is absolutely sound”, and “the markets generally are now in a healthy condition. ... values have a
sound basis in the general prosperity of our country” (quoted in Galbraith 1955: 99). Prof. Irving
Fisher, a famous economist, stressed that the dividends were rising. He said: “There may be a
recession in stock prices, but not anything in the nature of a crash”; he spoke of a “permanently high
plateau” and that he expected “to see the stock market a good deal higher than it is today within a few
months” (quoted in Galbraith 1955: 91, 99). So, in spite of some ups and downs, there was no end in
sight to the speculative zeal. New investment trusts were still being set up, new speculators were still
coming to the market, and overnight loans of brokers were still rising. “The end had come, but it was
not yet in sight” (Galbraith 1955: 92)

Talking the economy up, however, did not help. Between October 19 and 23 there was a wave of
selling. Share prices tumbled, even those of first-rate, safe securities. Brokers started sending margin
calls, i.e. they demanded more cash from borrowers — namely, the speculators — since the falling value
of shares, which served as collaterals for the overnight loans taken from them, could no longer cover
the loans. In spite of this, some people still tried to instill hope into the market. They said the market
would receive “organized support”, namely, from the big players at the stock exchange, especially
from the investment trusts. They surely would not all put up with a plunge in stock prices. And they
purportedly had enough cash to buy up stocks, the prices of which had lately fallen considerably.
Moreover, the well-known ritual conjurers of optimism did whatever they could: Prof. Fisher said that
the drop in stock prices only represented a “shaking out of the lunatic fringe”. He even maintained that
the stock prices had not reached their real value during the boom and hence they would soon rise
again. Mitchell asserted that the economic conditions were “fundamentally sound”, and that the market
"would correct itself if let alone* (all quotes in Galbraith 1955: 102).

But the speculators no longer listened to Mitchell, Fisher & Co. On Wednesday October 23, there
was another wave of selling. In the last trading hour alone, a phenomenal 2.6 million shares were sold,
and the prices slumped rapidly. That was the beginning of the panic, confusion, and chaos that broke
out in the morning of October 24, the “black Thursday”. That day, 12.9 million shares were sold — at
prices which pushed thousands into bankruptcy. Blind, endless fear prevailed. There was a wave of
suicides; eleven well-known speculators had already taken their lives. This was not just the
continuation of a downward trend: this was the crash.

Three sentences from Galbraith’s description of these events make the difference between this day
and the preceding one clear :

“Of all the mysteries of the stock exchange there is none so impenetrable as why there should
be a buyer for every one who seeks to sell. October 24, 1929, showed that what is mysterious
is not inevitable. Often there were no buyers and only after wide vertical declines could
anyone be induced to bid.” (Galbraith 1955: 104)

In the afternoon of this day the most powerful bankers in the United States met. The “organized
support” was coming. They announced that they have decided to improve the situation. And the
announcement was followed by action: The incumbent president of the stock exchange appeared
personally at the market and began purchasing stocks of different companies, outbidding other
bidders. This move helped; further losses were averted. At the end of the day prices even went up.
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Over the next two days the usual optimistic mantras were repeated. Even President Hoover joined in
by saying that “the fundamental business of the country, that is production and distribution of
commodities, is on a sound and prosperous basis“(quoted in Galbraith 1955: 111). At Sunday church
services, in some of the sermons, it was asserted that the crash was God’s punishment for those who
had neglected spiritual values in their single-minded pursuit of money. They, it was expected, had now
learned a lesson. This expectation of the preachers was, however, unfounded. For almost all people
involved believed that the worst was now over and that the speculation business could resume. Stock
prices were now very low and brokers expected the speculators to buy them en masse.

But the opposite happened. Monday and Tuesday, 28" and 29" October, were devastating — worse
than October 24. This time there was no organized rescue operation by the banks. They preferred to
make sure there was order in the market, where stock prices were determined by supply and demand.
So the prices were allowed to fall. The supply was so large that for many stocks there were no buyers
at all. The Times Industrial Average plummeted to levels so low that all the gains made in the twelve
preceding, booming months were obliterated.

And so it went on. The organized efforts to create an optimistic mood made the speculators sway
between hope and despair. Rumors spread that the large banks — those that had organized support on
October 24 — were now themselves selling off shares. Also industrial corporations and regional banks,
many of which had in the good times lent their surplus cash to Wall Street, were now demanding their
money back. The Investment trusts, which shortly before had been expected to support the market
with their huge liquid reserves, were themselves in great trouble. They were busy trying to support the
price of their own ordinary shares by buying them back at a certain price. But they were buying with
cash stocks which had already become worthless. That was self-destruction. Those shares could hardly
be sold to others.

4. The Great Depression

The story of the stock market crash was hardly over when the story of the Great Depression began. In
the USA, months before the crash, the real economy was showing signs of a downturn. Already in
March, production and orders in two of the most important branches of the economy — car
manufacturing and house-building — began to decline. In June, the Industrial Production Index began
to fall. That is why Kindleberger (1973: 117f) agrees with the view that the crash was less a cause of
the depression than a signal for the need to pause for some time and redeploy. In Germany and Great
Britain, the economic downturn became apparent in April and July respectively.

In November, that is, shortly after the crash, there was more bad news on the fundamental data of
the American economy. Now there was also a slump in the commodities market. There were big losses
in cotton, and in the wheat market there was once a downright panic as the price seemed to go into free
fall. Production of steel, coal and cars were declining. The Industrial Production Index continued to
drop rapidly. Consumers spent less and less; especially the purchase of costly goods declined sharply.
Sales of radios halved since the onset of the crash.

By mid-November, the stock prices seemed to have reached the trough. In the following months
there was a moderate to substantial recovery. But in June 1930, there were again big losses.
“Thereafter, with few exceptions the market dropped week by week, month by month, and year by
year through June of 1932. The position when it finally halted made the worst level during the crash
seem memorable by contrast. On November 13, 1929, it may be recalled, the Times Industrials closed
at 224. On July 8, 1932, they were 58” (Galbraith 1955: 146).

The year 1932 was in the middle of the Great Depression. But before that there had been a number
of organized attempts to reassure the market, in which even the US-President took part. But, as a
leading politician expressed it, “every time an administration official gives out an optimistic statement
about business conditions, the market immediately drops” (quoted in Galbraith 1955: 148).

If the crash was not the cause of the depression, but only aggravated it, can it then perhaps be said
that it only reflected the downturn in the real economy that had already begun ? Galbraith rejects this
explanation of the crash. But before embarking on explanations of these events and — in the following
chapters — on general theories of crisis, we should have a short overview of the course and other
aspects of the Great Depression.
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The stock market crash in the United States led to a serious crisis of the banking system. When the
shares pledged as collaterals for bank loans rapidly lost value, the latter became bad debts. In order to
avoid bankruptcy, the concerned banks resorted to measures that aggravated not only the stock market
crisis but also the downturn in the real economy that had already begun. In granting credits, they
became overcautious. Some loans were also recalled before they were due for repayment. The freezing
of installment sales extended the crisis into every part of the economy. Furthermore, American banks
began to demand from their debtors abroad redemption of loans that had been given for a short-term
but had been invested in long term businesses. Europeans, especially, were affected by such demands.

Although in those days the degree of interconnection between the national economies was not as
high as it is today, it was high enough to let the crisis spread from the United States to Europe and
other economies that were integrated in the world market. As mentioned above, the economic upturn
in Germany in the second half of the 1920s was mainly based on loan capital from the United States.
That is why the premature recall of loans given by American banks hit Germany particularly hard. In
1931, some leading banks of the country collapsed. In Austria, too, two big banks went bankrupt.

The banking crisis in America and then in Europe disrupted both the domestic and the international
chain of credits, on which a highly developed capitalist economy rests. In all, International capital
loans fell by more than 90 per cent (Kurz 1999: 435). On the one hand, there was a run on banks;
foreign creditors as well as domestic savers and investors wanted to quickly withdraw their money. On
the other hand, due to the economic downturn, industrialists and businessmen had difficulty servicing
their debts, especially as banks were very unwilling to give new loans. All that together led to a
general decline in investments. This and the cautious spending behavior of scared consumers led in
turn to a rapid decline in production.

Also international trade was badly hit by this development. Almost all countries tried to protect or
promote their national production. They used customs duties to reduce imports, i.e. they either raised
existing tariffs or introduced new duties. Also quantitative limits to imports were imposed.
Devaluation of the national currency was used as an instrument of export promotion, the necessary
consequence of which was the abolition of the gold standard. But as every country tried to achieve the
same by the same means, there were only losers. Furthermore, these measures led to a drastic decline
in international trade, the total value of which dropped by more than 50 % by 1932 (Encyclopedia
Britannica 2001). Their debt burden — domestic as well as foreign — was so heavy that many countries
could not honor their international payment obligations. Some countries even shifted to some sort of
barter trade, in order not to let any liabilities in gold reserves or foreign currency arise. All of this
further deepened the depression. All this gave a fresh impetus to a policy of autarchy.

A factor that in the USA, but partly also in the rest of the world, heavily contributed to the general
economic depression was the state of agriculture, which usually tended to overproduction. One has
even asked whether it was not really the depression in American agriculture — going on independently
of the rest of the economy — that, at least partly, caused the stock market crash, the Great Depression
and the bank crisis.

The cause of overproduction in agriculture lay in the structural changes that had resulted, to a great
extent, from World War I. While the war raged in Europe and, as a consequence, agriculture there
suffered severely, the cultivated area outside Europe grew considerably. This was facilitated by
immigration to Australia and Canada. After the war, however, agriculture in Europe recovered and the
cultivated area there grew again. Another important structural change was the mechanization of
agriculture — especially in wheat cultivation — which, in the USA, made it possible to move
agricultural production to the Great Plains, thus significantly reducing costs. Moreover, mechanization
of agriculture freed a lot of land for growing horse-feed crops. From 1925 onwards, overproduction
resulted in growing stocks and falling prices. Producers of rubber, coffee, sugar, and (to some extent)
cotton also faced similar overproduction problems.

Of course, not in Western Europe, but in other countries — in the Eastern European countries, the
United States, Argentina, Uruguay, etc. — agriculture was a very important sector of the economy. In
the United States, for instance, it employed in those days a quarter of the working population. Two
fifths of the world trade was trade in agricultural products. And just in this so important sector prices
fell drastically — and along with it fell the income of farmers and their employees. An index of world
market prices for agricultural products, for which the price level of 1923-1925 was taken as 100,
showed for the period between July and October 1929 a decline to 70 (Kindleberger 1973: 86). While
this situation, with its negative impact on the various branches of industry that supplied inputs to
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agriculture, partly caused the Great Depression, the latter itself exacerbated the predicament of the
already over-indebted farmers. In 1932, prices for agricultural products covered only 57 per cent of the
costs (Galbraith 1994: 76). The situation in Germany was similar. In the United States, unsalable
foodstuffs and cotton were destroyed in order to save at least the storage costs. In Brazil, a huge
amount of coffee had to be destroyed.

There was also overproduction of minerals like silver, zinc, etc., which led to a steep decline in their
price. The trade in mineral raw materials amounted in those days to a fifth of the world trade
(Kindleberger 1973: 86). Underdeveloped countries, which heavily relied on the export of such
commodities (but also of agricultural products), were hit hard.

If one takes the average total value of industrial production in the period 1925-28 as 100, then this
value reached its lowest point in the USA in 1932 with 58, in Germany in 1932 with 66, Austria in
1933 with 72, France in 1933 with 79 and Great Britain in 1931 with 88 (Brusatti 1967: 234).

The index of average world industrial production (1925-1928 = 100) was as follows: 1929 = 102;
1930 = 100; 1931 = 89; 1932 = 78; 1933 = 88. These world production figures should be taken with a
pinch of salt, because they included the high values of the non-capitalist Soviet Union (1931: 274),
which did not suffer at all from the depression. Also the good figures of Japan (1931: 107), which was
able to overcome the crisis quickly due to a Keynesian policy pursued before Keynes’ times, made the
world figures look better than they really were (all figures quoted here are from Brusatti 1967: 234).

The crisis pushed thousands of industrial companies into bankruptcy. Till 1933, 11,000 out of the
25,000 banks in the United States went bankrupt. (Only the special, decentralized structure of the
American banking system can account for these unusually large numbers). Unemployment soared in
leaps and bounds. In the United States the figure reached more than 14 million people in 1933, i.e 25
per cent of the work force; in Great Britain, 25 per cent in 1931, in Germany, 31 per cent in 1932, with
over 6 million people unemployed; and in Austria, 600,000 people were unemployed in 1933. (These
rounded-off figures have been taken from different sources: Brusatti 1967: 237, 239; Kurz 1999: 435;
Encyclopedia Britannica 2001; Hardach 1976: 51, etc.). Furthermore, in every country there were
several million unregistered unemployed and partially unemployed people.

By 1936, some recovery began in most of the aforementioned countries. However, according to
some historians, the Depression lasted the whole of the 1930s and it really ended only with the
outbreak of World War Il. Thus in the United States, in 1937, when the business cycle was at its peak,
there were still 7.5 million unemployed people. Then there was again a setback and a depression, that
of 1937-1938. In Great Britain, throughout the period between the two world wars, the unemployment
rate rarely fell under 10 per cent (figures taken from Dillard 1972: 22). The Great Depression was
over, but clearly not the depression.

5. Explanations

There had been economic crises and depressions before. Historians regard the crisis of 1857-59 as the
first world economic crisis of the modern ages” (Wehler 1976: 56) and the long period of depressions
from 1873 to 1896 as “the Great Depression” (Kindleberger 1973: 20). There were many similarities
between this depression and the Great Depression of 1929-33. What was unusual about the latter was
its great geographical spread and its depth. Not only the industrialized countries of Western Europe
and North America were hit by it, but also countries much further afield, such as Japan, Argentina, and
India. The depression of 1929-33 was also much deeper than the deepest of the three depressions of
the period 1873-96, namely the one of 1873-1879. Ravi Batra compares the lowest points of the
recessions and depressions between 1790 and 1980 against a hypothetical long-term growth trend
represented by a horizontal straight line stretching from the beginning to the end of the said period (i.e.
the average of the yearly growth rates of the whole period is taken as the trend. Recessions and booms
in this period are shown as deviations from the trend, i.e. from the horizontal straight line ). While in
the Depression of 1873-1879 the deviation of the lowest point from the trend was minus12 percent, for
the Depression of 1929-1933 it was minus 50 percent (Batra 1987: 108-12).

Also the duration of the Great Depression — four years (for some historians, the whole decade of the
1930s) — was unusual, if we ignore the long period of depressions from 1873 to 1896. All of this could
not be accounted for with the usual business—cycle theories. That is why there are very different
explanations for these events.
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The easiest aspect to explain is the far greater geographical spread of this crisis compared to many
others. As a result of colonialism and imperialism, international trade as well as interdependence and
interconnectedness of the economies and finances of the countries hit by the crisis had become much
greater. In addition, thanks to technological progress communication between distant places had
dramatically improved.

As for the depth and duration of the depression, the explanation was fairly simple for Keynesians,
but also for those who, during the Depression (i.e. before the emergence of Keynesian policies), had
demanded Keynesian-like measures against it or had, when in power, introduced some. According to
them, a very normal downturn turned into a catastrophe because, in the beginning, and in spite of the
worsening situation, those in power clung tenaciously to orthodox economic policies. When in the
USA taxation revenue dropped as a result of the downturn, the reaction was to increase taxes — in the
name of balanced budgets. All were adherents of laissez-faire politics (policy of not intervening in the
economy). Even Franklin D. Roosevelt, who from 1933 onward, as President of the USA, did
intervene in the economy, supported this policy in the beginning.

Kindleberger (1973: 23), a Keynesian, writes of the “failure of economic policy”, and of “economic
illiteracy”. "Deflationists are found everywhere — Hoover [in the USA], Brining [in Germany],
Snowden [in Great Britain], Laval [in France]. Examples abound of bad judgment — the British
decision to return to the gold standard at par [with the pre-war rate] in 1925 ... . Often no one in
authority had any positive idea of what to do, and responded to disaster in the policy clichés of
balancing budgets, restoring the gold standard and reducing tariffs."

In some countries, some relief measures for agriculture had already been in place. In the USA, other
measures were also taken to halt the downturn. But every time a deficit-financed measure was taken,
the government affirmed that it would return as soon as possible to a “healthy” fiscal policy, that is, to
a balanced budget. In Germany, the Briining government, in fact, took drastic steps to reduce
government expenditure. It directly induced deflation by ordering cuts in prices, rents, wages, salaries,
and interest rates. Although along with wage cuts also prices were reduced (prices had been falling
anyway), the outcome of this policy was all in all a massive fall in real wages. As for the unemployed,
many of them received no unemployment benefits at all. And those who did, received only meager
ones. Such benefits had also been cut several times during the crisis. All this further weakened demand
and only strengthened the downturn (more on Keynesianism in Chapter I11).

This explanation may seem plausible, yet it is not fully satisfactory, as it would still be necessary to
explain why in the pre-Keynes era not every downturn turned into a catastrophe of such proportions.

Galbraith (1955: 95) rejects the explanation that the crash only reflected the downturn in the real
economy, which had already begun and was an expected stage in the normal course of a business
cycle. According to him, the said downturn was very modest. Until the crash, one could justifiably
expect that the downturn would soon give way to a recovery, like other downturns before. Only after
the crash were there plausible reasons to expect a rather long depression, for instance, the lack of
confidence among investors. So the explanation for the crash remains the real task.

Kindleberger (1973: 19) mentions an explanation Paul Samuelson gave in a TV debate in 1969.
Samuelson thought that the Great Depression had been the result of a “series of historic accidents”.
Kindleberger does not say which accidents Samuelson referred to. But indeed, there had been a
number of serious “accidents” before the crash. In September 1929 the fraudulent business practices of
a very large British industrial and financial empire, built up by a certain Clarence Hatry, were exposed.
Not only had he issued unauthorized shares, he had also forged share certificates. Subsequently his
empire collapsed. A further accident was the unusual refusal of the authorities to allow Boston Edison,
a gas light company, to split each of its shares into four. Even worse was, firstly, their decision to
examine the company’s prices and, secondly, their statement that the company’s shares were highly
overvalued. These “accidents” were said to have severely shaken the speculators’ confidence. But
simply a spontaneous decision by a few of them, who probably reacted to a negative assessment of the
situation, may also have triggered off the crash. In any event, the boom had to end sooner or later.

Schumpeter’s explanation for the unusually great depth and long duration of the depression cannot
be put under the category "accidents™, but it can be put under the category coincidence. Schumpeter
sees in economic history three different types of cycles of different periodicity (wave length)
proceeding simultaneously. According to him, in the four years between 1929 and 1933 the depression
phases (the low stretches) of all the three cycles (waves) met coincidentally, which turned the
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depression into a catastrophe (cf. Kindleberger 1973: 22). (More on Schumpeter’s theory in Chapter
11/2).

Why was the Fed unable to do anything to curb the stock market boom and effect a return to
sensible share prices? The Fed, in fact, tried to do that, but to no avail, as it only sent out warning
signals and expressed concern. It hinted, for instance, that it would forbid the misuse of Fed-loans for
speculation purposes. But at the same time it affirmed it would not meddle with the business practices
of commercial banks so long as the twelve Fed-banks remained unaffected. It also used two
instruments of practical monetary policy: manipulation of the discount rate, and the sale of bonds in
large amounts in order to take liquid cash out of the money market and, thus, out of the stock market.
But it did both half-heartedly. So they did not work. The Fed feared that through excessive action it
could also starve the real economy of the needed money supply. It could have tried to make share
purchases on margin more difficult. That is, with the approval of the Congress, it could have laid down
the margin at a level higher than the then prevailing 50 %, which was already a high level for the time.
But by so doing it could have possibly itself caused a severe crash. What all of this really meant was
that the Fed only wanted to protect itself from being made responsible for the imminent stock market
meltdown. The policy of calming and coaxing, innuendoes and half-hearted actions failed.

In spite of this very cautious policy, the Fed was severely criticized by the business world. They
accused it of throwing a spanner in the works of prosperity. A critical voice said “If buying and selling
stocks is wrong the government should close the Stock Exchange. If not, the Federal Reserve should
mind its own business” (quoted in Galbraith 1955: 44).

A leading American banker, Charles E. Mitchell, who was also a Director of the New York Fed-
Bank, regularly thwarted the Fed’s endeavors. Once, as it looked like the market would crash, he
declared that he would lend money generously to stabilize it. And he defied the Fed by declaring that
for this purpose his bank would also borrow money from the New York Fed-Bank. The Fed said
nothing in reply and withdrew from the affair . It realized “that while the hysteria might be somewhat
restrained, it would have to run its course, and the Reserve Banks could only brace themselves for the
inevitable collapse. More accurately, the Federal Reserve authorities had decided not to be responsible
for the collapse” (Galbraith 1955: 46).

There simply was no way out of the dilemma. Even leading personalities of the ruling elite were
caught in it. They, too, dared not publicly denounce the speculators, or say the stock prices were too
high. Besides, many of them were themselves speculators, such as the aforementioned Charles E.
Mitchell.

I have referred above to the collapse of international trade, disruption of the international credit
chain, protectionism, prohibitive import duties and competitive devaluation of national currencies. In
his own explanation for the great depth and spread of the Great Depression, Kindleberger places great
emphasis on this aspect of the crisis, especially on the international monetary mechanism. He narrates
how all international efforts — meetings, conferences, dialogues, etc. — aimed at restoring some balance
in the international finance system and stabilizing the world economy failed due to the selfishness of
the countries involved. He notes that the United States were not prepared to take on a leadership role
involving sacrifices. According to him, the various shocks inflicted on the system, including the crash
of October 1929, were not as bad as they appeared to be. In the past, equally great shocks could be
coped with satisfactorily. He writes:

“The world economic system was unstable unless some country stabilized it, as Britain had
done in the nineteenth century and up to 1913. In 1929, the British couldn't and the United
States wouldn't. When every country turned to protect its national private interest, the world
public interest went down the drain, and with it the private interests of all.” (Kindleberger
1973: 292)

The catastrophe at the stock market made the development of the incipient downturn in the real
economy into the Great Depression inevitable. This thesis asserting a connection between the two
phenomena is more convincing than that of Kindleberger. It appears particularly convincing when one
reads a report on some comments made by the German Bundesbank on the stock market crash that
took place in installments between 2000 and 2002 and which was accompanied by a slowdown in the
world economy.
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“Private consumers are induced to reduce their spending by one or two Euro on average, when
their wealth in the form of share certificates goes down by € 100. As share prices in Germany
have fallen by 40 % over the past year, growth of consumption could, purely arithmetically,
have been 0.2 to 0.4 percent lower than expected .... . This would amount to a drop in total
consumer spending of 2.4 to 4.8 billion Euro. Moreover, according to the monetary authority,
the stock market slump may have contributed, through other effects, to the ‘pronounced
restraint in consumption'.

An equally negative effect ... of the slump in share prices is that it has practically brought
venture capital investment to a standstill.”* (Frankfurter Rundschau, March 18, 2003)

The selfishness of nations deplored by Kindleberger is nothing out of the ordinary in capitalism; it is
rather the rule. It is of little value for explaining the Great Depression.

Seventy years later, at least the more intelligent and more historically aware players and observers
of the stock market boom of the 1990s must have foreseen the crash of 2000-2002. But precisely the
inner laws of capitalism prevented them from putting the foot on the brake. Perhaps it is right to
conclude that this system lacks a brake mechanism is altogether.

Notes

1. My translation. GC

I11. The Saviours of Capitalism

1. Keynes and the Keynesians

The Great Depression made it again possible to raise the system question. Of course not the social
democrats, but Marxists, communists, and other socialists hoped that this crisis would convince all
sensible people that capitalism, if not overcome, would bring civilization to an end. For instance, in
1934, i.e. after the Nazis had captured power in Germany, the British Marxist John Strachey wrote:

“The condition of the world compels us to attempt the discovery of the causes and remedies
for our mounting ills. For all around us we see man's newly won power and knowledge being
used to destroy our civilization and us with it. ... [It] is not ... an academic or ideal issue. It
involves our destruction or our development.” (Strachey 1935: 9)

In the United States, among those who between 1933 and 1939 worked for the realization of the New
Deal program (see further on), there was a “small but highly articulate ... group”, who agreed that it
was necessary “to abolish the system entirely — accept that capitalism was a failure. Communism was
the obvious alternative, ...” (Galbraith 1994: 84). But bourgeois economists too were very disturbed
about this development. Looking back upon that time Pred6hl (1962: 9) wrote: “The crisis in the
system turned into a crisis of the system.”
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As we know today, this severe crisis did not bring capitalism to an end. The programs of the New
Deal in the United States, the job creation measures undertaken by the state in Germany and in other
countries (e.g. construction of highways), and/or simply the normal course of a business cycle, in
which a depression is followed by a recovery and then a boom, averted the collapse of the system.

a) Crisis of Orthodox Economics

For Strachey, economics was simply divided into two schools: “the capitalist and the Marxist”. The
non-Marxist economists all belonged to one group, at least in the sense that they all wanted to defend
or save capitalism. This capitalist school — it was called the orthodox (or classical or neo-classical)
school — had serious problems during the Great Depression.

According to orthodox economic theory there can be no serious crisis in a well-functioning
capitalist market economy. Although there can be slight deviations from full-employment equilibrium,
they are soon corrected by the market forces, and full-employment equilibrium is restored. Some
exponents of this theory, however, concede that in the economy there is an “unexplained residue” of
facts that their discipline does not analyze satisfactorily. Lionel Robbins, a renowned orthodox
economist of the time, wrote:

“The best example of the unexplained residue is provided by ... the trade cycle. Pure
equilibrium theory ... does not provide any explanation of the phenomena of booms and
slumps. ... It explains fluctuations which are in the nature of orderly adaptations. But it does
not explain the existence within the economic system of tendencies conducive to
disproportionate development. It does not explain discrepancies between total supply and total
demand in the sense in which these terms are used in the celebrated law of markets [of J. B.
Say]. Yet unguestionably such discrepancies exist, and any attempt to interpret reality solely in
terms of such a theory must necessarily leave a residue of phenomena not capable of being
subsumed under its generalizations.” (quoted in Strachey 1935: 16)

The pure equilibrium theory of orthodox economics assumes that in a well-functioning market
economy wages and prices are flexible. Orthodox economists believe(d) that also in the real-life
economy wages and prices are normally flexible enough to justify finding this equilibrium theory
tenable. According to Prof. Pigou, a leading exponent of orthodox economics at the time, this
assumption also agreed with the reality in the period up to the beginning of World War 1. In those
days, unemployment was very low, except during cyclical downturns (cf. Dillard 1972: 23). So if
some time, for whatever reason, aggregate demand declines, companies would, of course, not be able
to sell as much as before and they must then reduce production and investment leading to a fall in
aggregate income of society. But this adjustment would only last for a short time. As a consequence of
the drop in aggregate demand, first the prices of goods and services fall and then, as a consequence of
fall in production, the demand for labor falls which leads to a fall in wages. If both wages and prices of
consumer goods fell evenly, the majority of consumers could buy again as many goods and services as
they did before, in spite of the drop in their income. After the stock of goods has been sold out,
entrepreneurs could again produce as much and employ as many workers as they did before. Full-
employment equilibrium would then be restored. What would remain from the effects of the original
disruption are low prices and low wages. From this line of thought, orthodox economists conclude that
in a well-functioning capitalist market economy there can be no involuntary unemployment, and that,
in terms of production capacity and labor force, such an economy should practically almost always be
at full employment.

The Great Depression shook this belief. Orthodox economics had been able to survive all earlier
crises. For, firstly, after each recession or depression there had always been, sooner or later, again an
upturn. Secondly, there was no other bourgeois theory that could explain the crisis phenomena better
(see the Robbins quote above). And thirdly, as a simple explanation for the serious disruptions in the
equilibrium, orthodox economists could always fall back on the shallow argument that the market
could not function well because of the imperfections and rigidity of the real economy, for instance
monopolies (especially the trade unions) and state interventions. Thus, in 1933, when in the United
States unemployment reached 25 per cent, Pigou wrote in his book The Theory of Unemployment:
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“With perfectly free competition there will always be a strong tendency toward full
employment. Such unemployment as exists at any time is due wholly to the frictional
resistances [that] prevent the appropriate wage and price adjustments being made instantly.”
(in Samuelson and Nordhaus 1998: 694)

Orthodox economics was simply unable to explain the unusual depth and duration of the Great
Depression. It was bankrupt.

b) The Non-Marxian Crisis Management

While bourgeois politicians tried to save capitalism by way of practical policies, the system needed to
be saved in theory as well. For, as we have seen in Chapter I, the question whether capitalism is at all
viable in the long run had already been posed since Marx’s times. Bourgeois economics and its beliefs
desperately needed a new theoretical ground.

One proposal of such a theoretical ground already existed. Joseph Alois Schumpeter, whose main
work The Theory of Economic Development had been published in 1912, but whose role as a
theoretical savior of capitalism could not be recognized earlier, had presented the brilliant thesis that in
capitalism depressions — far from being regrettable and inscrutable tragic accidents — are exceedingly
necessary elements of the economic development process. What takes place in depressions is “creative
destruction”, without which a capitalist economy could not develop.

In 1936 came another proposal. In his main work, General Theory of Employment, Interest and
Money, John Maynard Keynes declared depressions to be a totally unnecessary and easily avoidable
suffering. The timing could not have been better. It not only became a bestseller among economists,
but it also started a revolution in economic theory. Because of its chronological closeness and direct
reference to the Great Depression, | shall present the Keynesian crisis theory first. A presentation of
Schumpeter’s crisis theory follows in the subsequent section. But first I must tell the story of the
attempts to manage the great crisis undertaken by some bourgeois politicians before 1936, some of
which (as we shall see below) were Keynesian in content.

In 1932, Franklin D. Roosevelt, the presidential candidate of the Democratic Party, promised the
American people a “New Deal” for the “forgotten man”. Soon after taking office in early 1933, he
started working towards overcoming the Great Depression and its devastating effects. He took a series
of measures that implemented the idea of an economy regulated by the state.

He set up authorities that created jobs by commissioning construction of office buildings, bridges,
and other things for the infrastructure. They distributed emergency assistance, short-term grants, and
temporary jobs; they organized youth work in national parks, etc. The biggest job creating measure in
this program was the dam project on the Tennessee river valley. In addition to such measures, in 1935
and 1939, social security bills were passed, which provided modest old-age and widow pensions,
unemployment benefits, and disability insurance.

The Roosevelt administration also took measures, which enabled the state to regulate the economy,
(which however no Keynesian would recommend). In order to stop the devastating drop in prices
caused by the Great Depression, companies were allowed to fix prices in agreement with one another
(cartels). The government believed that if the dramatic drop in prices could be stopped, then the
downward wage-price spiral could also be stopped; and this, in turn, could jump-start the recovery. At
the same time, organizing workers’ unions was also made easier.

In order to help the farmers, the government tried to lift the prices of agricultural products by
controlling production levels and giving subsidies and price guarantees. A system of deposit insurance
was created in order to protect savers from losing their money when banks went bankrupt. A
commission was set up to protect shareholders from fraudulent stock market practices. Furthermore, a
large number of industries were regulated. Authorities fixed prices, set security standards etc.

It is clear that this wave of regulations also meant an attack on orthodox, conservative economic
policy. The dogma, namely, the best government is the one that governs the least, was no longer valid.
Even the sacred principle of competition in a free market was being undermined. And the confidence
in the self-healing power of a capitalist economy no longer existed.
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Orthodox economists and the conservative political opposition bitterly fought against the New Deal.
Since the criterion for success of the job-creation measures was, above all, the number of jobs created,
and not what and how much was being built at what cost, they were denounced as a pure waste of
money. Even the more modest social security measures were ferociously attacked. A conservative
congressman said: “Never in the history of the world has any measure been brought in here so
insidiously designed as to prevent business recovery, to enslave workers, and to prevent any
possibility of the employers providing work for the people.” Another one said on a more dramatic
note: “The lash of the dictator will be felt” (both quoted in Galbraith 1994: 94.). Generally speaking,
the New Deal as a whole was depicted by its opponents as a socialist program, which in the United
States of that time amounted to slander. Roosevelt was branded “a traitor to his class” (quoted in
Hardach 1976: 68). Those whose business was adversely affected by these measures went to court.
Some New Deal laws were declared unconstitutional by the Supreme Court. Others were enforced.

In Germany, the Nazi regime took resolute and authoritarian measures to overcome the crisis. It
pursued policies strongly directed towards job creation, which comprised public works or subsidized
construction projects such as construction of canals, railroads, public buildings, housing colonies,
highways, etc. Later, rearmament served the same purpose. Mandatory, unpaid labor service,
compulsory military service, propaganda against women going to work, statutory preference for
manual work and part-time jobs, expansion of state and party bureaucracy, etc. — all this brought relief
to the labor market and created jobs.

These measures were financed by borrowing money. Long-term bonds were sold to insurance
companies and savings banks. Since this was in the end financed through a decline in consumption by
savers and insurance takers, inflation was no real threat. The inflation of the previous years had almost
eliminated the public debt.

These policies and measures were very successful. By 1936 a sort of full-employment was
achieved. But this kind of success was attained by annulling to a large extent the rules of a market
economy. Private ownership of means of production was left untouched, but almost the whole
economy was controlled by the state. Consumption, investments, and the labor market, everything was
steered by the state. It was, so to speak, a “command capitalism”. (Facts on Germany from Hardach
1976: 68 ff.)

Less known but much more successful were Japan’s efforts to overcome the crisis. Its recipe was a
combination of monetary, fiscal and currency (exchange rate) policy. However, the main means was
expansion of state spending (a large portion of which was military spending), which grew at an yearly
rate of 20 per cent between 1932 and 1934. The share of public spending in the net domestic product
rose from 31 to 38 per cent. By devaluing their currency Yen, the Japanese were also able to
substantially increase their exports. In this way, Japan reached full employment by mid 1938 (cf.
Kindleberger 1973: 166f, 284).

c) The Keynesian Revolution

The idea of promoting public works in times of excessive unemployment was by no means new, nor
the Keynesian strategy of saving less and consuming more and its theoretical grounding (cf. Higgins
1965: 468f.). Lawrence R. Klein (1949: 31) noted: "It was not his theory which led him [Keynes] to
practical policies, but practical policies devised to cure honest-to-goodness economic ills which finally
led him to his theory”. Keynes’ great achievement in his General Theory was actually to provide a
more detailed and convincing substantiation of this practical economic policy.

A basic assumption of the orthodox theory, namely, of a capitalist market economy with “perfectly
free competition” (Pigou, see quote above), was totally unrealistic. Because of trade union activities
there was no free competition in the labor market. Wages were not so flexible; they could not be
reduced at will every time a recession set in. Nor were prices in reality as flexible as the orthodox
economists assumed them to be. According to Keynes, and as one could observe, prices were very
"sticky"”, i.e. they adjusted rather slowly. The economy reacts to changes in aggregate demand with
adjustments in quantity rather than with adjustments in prices. For entrepreneurs can themselves
decide how much to produce, while prices are determined by market forces. But even if wages and
prices were totally flexible, there would still be, according to Keynesian theory, the possibility of
involuntary mass unemployment.
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Another basic assumption of orthodox theory, which led to the conclusion that there can be no
involuntary unemployment in a capitalist market economy, was Say’s Law of Markets, also known as
Say's Theorem. This law assumes that

“No man produces but with a view to consume or sell, and he never sells but with an intention
to purchase some other commaodity which may be useful to him, or which may contribute to
future production. ... Productions are always bought by productions, or by services; money is
only the medium by which the exchange is effected” (J. B. Say, quoted in Haberler 1965:
173).

The law says, in other words, in an economy in which goods and services are produced in order to be
sold, every supply of a product involves the demand for another one. This also says that additional
supply creates additional demand. Therefore, normally, if the market is considered as a whole,
whatever is produced can also be sold. Of course, it can also happen that a producer cannot sell a
newly produced commodity or cannot sell it at a profit, or that he has produced too many pieces of a
particular good and is not able to sell them all at a profit. But this mistake is soon corrected. The
producer changes his program to goods and quantities that he can sell at a profit. So, according to Say,
there can be no overproduction crisis in the economy. It is profitable to increase production up to the
point where all available production capacities, including resources and labor, are fully used (i.e. until
full employment is attained). There is only one condition for this, namely, that suppliers do not
demand a price for a commodity above that justified by productivity.

Up to this point, the line of reasoning of Say’s law sounds as though one is talking about what
happens in a barter economy. Say himself assumed that the seller of a product is keen to spend the
proceeds immediately, “for the value of the money is also perishable” (quoted in Haberler 1965:
174n). But, naturally, the proponents of his theorem knew that in a monetary economy a supplier
might not spend the sales proceeds on the purchase of other goods right away, that he might save part
of the proceeds in order to spend it later on. One might think that when workers and other non-
entrepreneurs save, they cause an imbalance to arise between supply and demand (when entrepreneurs
save, they normally buy investment goods for future production), and thus Say’s law is refuted. But it
is not. Orthodox economists also assumed that the saved money was always borrowed by
entrepreneurs and spent for investments (in the real world also common people borrow money for
consumption), so that the demand for investment goods always offsets the deficit in demand for
consumer goods. In their opinion, just as in the case of goods the assumed flexibility of prices
guaranteed equilibrium between supply and demand, so the flexibility of interest rates ensured
equilibrium between savings and investments. Low interest rates motivated borrowers to borrow more
and, at the same time, dampened the motivation of savers to save. The opposite happened with high
interest rates. It was thought that there would always be an interest rate level at which all savings
would also be borrowed. This thesis, namely that all savings would sooner or later be invested was
based on the assumption that there could never be a shortage of profitable investment opportunities.

In contrast to the thesis that full employment is the normal state in a market economy, Keynesian
theory holds fluctuating employment levels (also fluctuating levels of use of other means of
production) to be the normal state. In the economy there can be full employment for some time, but
there can also be underemployment and massive unemployment. Typical of a “mature” (i.e. highly
developed) capitalist industrial economy is a level well under full employment. “Indeed it seems
capable of remaining in a chronic condition of sub-normal activity for a considerable period without
any marked tendency either towards recovery or towards complete collapse ” (Keynes 1973: 249).
Keynes regarded full employment, the assumed normality of which constituted a foundation of
orthodox economics, as a rare special case.

Critics of Keynesian economics have often expressed the view that it is only a special theory, not a
general one, and that it is an economics of depression. Of course, Keynes mostly dealt with the
situation of an economy in depression. But his followers have demonstrated that his analytical model
can provide convincing explanations for all phases of the business cycle, also for inflation (cf. Klein
1949: chapter 6).

In the 19™ century, most of the basic assumptions of orthodox economics largely agreed with
economic reality. The multitude of small businesses and the nearly perfect competition in a relatively
free market guaranteed the flexibility of prices. There were no trade unions, or they were still too
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weak, and the population grew rapidly. So there really was competition also in the labor market.
Moreover, thanks to the territorial expansion achieved by colonialism and imperialism, there were
enough investment opportunities for newly accumulated capital. Orthodox economic theory was,
therefore, at the time, not totally unrealistic. Nevertheless, the long depression of 1873-1896 came
about. By the1930s, however, this time was long gone. Monopolies, cartels, and trade unions had in
the meantime emerged and grown strong. Price and wage flexibility was no longer as great as in the
19™ century. But orthodox theory lived on, until it experienced its big crisis in the 1930s. The
Keynesian Revolution freed economics from its ivory-tower and politics from the fetters of laissez-
faire ideology.

The Orthodox and the Keynesian Explanation of Business Cycles

The main objective of the General Theory was to explain how employment levels were determined.
Keynes only wrote some “notes” to explain the business cycle (Chapter 22). But from these notes a
Keynesian theory of business cycles could be easily derived. It differs significantly from the pre-
Keynesian theories.

The relatively convincing ones among the latter are, of course, based on the assumptions of Say’s
theorem. Once a deviation from the normal state (full-employment equilibrium) has taken place,
irrespective of the direction, it is aggravated over a certain period of time due to the multiplier effect.!
An initial rise in production creates new income, which — according to Say’s theorem — is entirely
spent. This creates an optimistic atmosphere and motivates entrepreneurs to increase production even
more. As they expect demand to grow in the near future, they feverishly invest in capital goods,
particularly during the later phase of the upturn. Something similar happens also in case of a deviation
in the opposite direction, i.e. in the downturn. An initial drop in production diminishes income, which
causes the aggregate demand to drop and a pessimistic atmosphere to spread. Particularly the demand
for capital goods then declines drastically. This movement too intensifies until it reaches the cycle’s
lowest point. One of the basic assumptions of the orthodox economists was that the prices follow such
movements of aggregate demand.

But how are the all-important turning points of the business cycle to be explained? Pre-Keynesians
and Keynesians have different answers to this question.

Pre-Keynesians imagined limits which the upturn or the downturn could reach, or they found
external factors which could stop an otherwise accelerating movement. One such limit, according to
them, was the lending capacity of the banking system. In the course of the boom, lending reaches an
excessively high level, and bank reserves fall to a precariously low level, for which bankers cannot
accept responsibility. Moreover, for the rising level of business transactions, the economy needs a
rising level of liquid funds, which adds to the strain on bank reserves. At this point, banks are no
longer willing to lend more; the interest rates go up. As a result of all that the credit volume shrinks.
This brings about a decline in aggregate demand, which triggers the cumulative process of the
downward movement. Pre-Keynesians also referred to the possibility of a sudden shortage of one or
more of the production factors — e.g. labor or a raw material — that significantly slows down
production in a branch of the economy, which then has a stronger negative impact on the whole
economy.

An explanation for the turning point at the lower end of the cycle, i.e. after a recession, is as
follows: After some time, part of the equipment is worn out; then new equipment is ordered, and this
brings about an upturn. (It has not been explained why part of the equipment in a large number of
companies should wear out at around the same time. Actually, it is a continuous process.) Another
explanation sees the origin of the turn-around in the increasing lending capacity of the banks. Both
contribute to the other cause of the turn-around, namely return of business confidence, which enhances
the willingness to invest.

In the Keynesian explanation, objective upper and lower limits or external factors play a secondary
role at best. The turning points come long before the limits suspected by the pre-Keynesian can come
into play. (The following presentation of the Keynesian business cycle theory is based on Metzler
1965 and Dillard 1972).

Keynes rejected Say’s Law. He did not believe that aggregate demand rises automatically with
aggregate supply. And when it does, Keynes did not think it rises to the same extent as the latter.
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Aggregate demand is determined by other factors. Here it is necessary first to get acquainted with the
Keynesian employment theory.

According to Keynes, in the short term, the supply side of the whole economic process is relatively
stable. Producers are always willing and able to supply the demanded quantities of goods and services
at remunerative prices. And their understanding of what a remunerative price is for a certain
production level is also relatively stable, because that depends on the physical conditions of
production and on the state of technology. In scientific jargon one says: in the short term, the supply
curve is given. Therefore, current production volume and employment level are determined by the
current aggregate demand, which is not given. When this fluctuates, then also production and
employment volume fluctuate, and so does the aggregate income with them.

However, the movements of demand for consumer goods are relatively predictable. For it is based
on custom (habits), income distribution in society, and the tax system, that is, on already established
factors, which are difficult to change. That means that demand for consumer goods varies with
changes in aggregate income in a regular manner. In scientific jargon one says: The consumption
curve is relatively stable. Keynes introduces at this point a new analytical tool, namely the “propensity
to consume”. It is the ratio between aggregate income and aggregate consumption. Keynes postulated
— and he claimed to have found evidence for this in empirical research — that although aggregate
consumption increases with increasing aggregate income, it does not increase to the same extent as the
latter. Furthermore, the gap between aggregate income and aggregate consumption widens with
increasing aggregate income, because rich households spend a progressively decreasing portion of
their increasing income for consumption. This means that the upturn cannot become a self-reinforcing
cumulative process, if this ever widening gap is not filled with ever increasing investment spending
(the other component of aggregate demand) on the part of entrepreneurs.

The demand for investment goods, however, is not predictable. It can violently fluctuate, as it is
determined by uncertain expectations, irrational fears, and dubious assessments of future prospects, in
other words, by such psychological factors as optimism and pessimism. That is why fluctuations in the
employment level depend mainly on fluctuations in the volume of investment. Keynes here introduces
another analytical tool: the "marginal efficiency of capital"”, which is nothing other than the expected
profit rate on new investment. The key to understanding business cycles is, therefore, the unstable
nature of the marginal efficiency of capital. To this instability is added financial and stock market
speculation.

At this point one could ask why it should be impossible to keep filling the gap between aggregate
income and aggregate consumption with increasing investment spending. The answer is as follows:
When the gap becomes ever wider, it dampens the profit expectations of business people. They can no
longer hope to continue to make enough profit by investing further. In the final analysis, all investment
is made, directly or indirectly, to produce consumer goods (and consumer services). Additional
amounts of the latter, however, result in tougher competition in the market. Then suddenly the
marginal efficiency of capital collapses; and a situation arises in which it is lower than the rate of
interest. At this point, it is no longer profitable to invest in means of production. The boom collapses,
and the downturn sets in.

According to Keynes, the Great Depression, too, began in this way: The demand originating from
investments collapsed, and, through the multiplier effect, this brought about the rapid decline in
income and demand for consumer goods. All of this together caused the downward spiral in the
economy.

Keynes of course conceded that rising interest rates resulting from the rising unwillingness of banks
to give new credits could play a role in the end of a boom — worsening it, sometimes even initiating it.
But he asserted that the main cause of the downturn was, as a rule, a sudden collapse of the marginal
efficiency of capital. If the latter collapsed suddenly, then the interest rate could not fall fast enough to
reverse the change in mood. The interest rate was not as flexible as the orthodox school deemed it to
be. Rather, it was sticky, and it tended to remain high. Once set in train, the downturn continued
following the pattern described above.

There is also a Keynesian explanation for the recovery from a depression. When aggregate income
sinks during a downturn, aggregate consumption spending also sinks, but it does not sink to the same
extent as the aggregate income. At the beginning of the downturn, the warehouses of the wholesalers
are over-stocked. They want to and have to considerably reduce their inventories. As at the lower
stages of the downturn the drop in consumption is not as strong as at the upper stages — and after a
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certain degree of drop it cannot drop any further — a point comes at which the inventories are again
normal in relation to sales. Wholesalers’ orders to manufacturers stabilize. Then also the marginal
efficiency of capital stabilizes. The downturn comes to a halt. In the meantime, the interest rates have
fallen somewhat, and the marginal efficiency of capital improves, so that it now lies above the interest
rates. The capacity and willingness of banks to give more credits are restored, but it does not play a
decisive role. Slowly the recovery starts.

The Keynesian theory of business cycles can also be presented with the help of another analytical
tool: the propensity to save. The propensity to consume and the propensity to save are two sides of the
same coin. Whatever is not spent on consumption is saved. When consumption is low, savings are
high and vice versa. The former is stable, and so is the latter.

However, when one tries to understand the business cycle with the help of the propensity to save,
one finds that Keynes created a lot of confusion in this matter. In the General Theory (1973: 63) he
writes: savings and investments “are necessarily” (i.e. always) equal. But if that were so, there could
not be any business cycle. Something like that is what the orthodox economists also believed!
Nevertheless, Keynes’ followers later disentangled the confusion (cf. Lerner 1965 und Dillard 1972:
Chapter 4). This assertion of Keynes can be paraphrased as follows: It can sometimes be that the
people want to save more than before. They consume less, save more, take their savings to the bank,
and buy with that money fixed-interest securities thinking that they are investing the money.
Entrepreneurs, however, had not planned to invest more; and they are now even less inclined to do
that, as they observe that lately, the people have been saving more. What is worse, since now the
people are consuming less, demand drops, and the marginal efficiency of capital falls. Now
entrepreneurs invest less than before, and less than they had planned for. They employ less workers;
and the aggregate income of the people falls. But since consumption cannot drop proportionally,
people now save less. Soon aggregate savings reach the same level as aggregate investments. In other
words, there is again overall economic equilibrium, but at a level below full employment. This means
that savings are in this way brought to a level equal to that of investments.

The fact that the aggregate income of a people drops when it saves more than it usually does, and
that it thus becomes poorer, is an instructive paradox, which is called in Keynesian jargon “the
paradox of thrift”.

If once the people save less than the planned investments of entrepreneurs, demand for consumer
goods rises. Entrepreneurs then increase their investments (the commercial banks create the necessary
credit by borrowing from the central bank). Employment rises, and aggregate income rises too. But
since consumption does not increase proportionally, savings increase and soon equal investments.

If one carefully reads Keynes, one actually finds that he himself intimated this elucidation. He
writes: “The equivalence between the quantity of saving and the quantity of investment emerges ... ”
(Keynes 1973: 63). The equivalence emerges, it is not always there. The difference in this regard
between orthodox theory and Keynesian theory lies in the factor that brings about equalization. For
orthodox economists it is the fluctuating interest rate, for Keynes it is the fluctuating aggregate
income.

The most important point in the Keynesian explanation of business cycles is the notion that the
boom can end before the economy reaches full employment. According to Keynes, the system can be
in equilibrium at different employment levels. This means, the economy can for a long time be in
equilibrium well under the full employment level. This precisely was the situation in most of the
industrialized countries, especially in the United States, in the 1930s after the worst was over and the
Great Depression had given way to a modest recovery.

Another important point is the view that in recessions and depressions lowering the interest rate
alone is not sufficient as a counteracting measure and that, generally speaking, monetary policy is —
except in case of inflations — not a good stabilizer. In order that the all-important marginal efficiency
of capital rises, there must primarily be good prospects of an increase in aggregate demand.

Secular Stagnation
Most interesting for our question put at the beginning of the book is a train of thought in Keynesianism

that says that a state of secular (long-term) stagnation could become a characteristic feature of
“mature” capitalist market economies. We have seen above that Keynes spoke of the possibility of “a
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chronic condition of sub-normal activity for a considerable period” in mature capitalist economies
(Keynes 1973: 249).

He thought that capital assets could cease to be scarce within one or two generations (cf. Dillard
1972: 154), and that simultaneously profitable investment opportunities would gradually decrease.
However, he did not make a dogmatic prognosis in this respect.

Concerning the duration of a recession, he argued that the recovery cannot begin until the marginal
efficiency of capital improves, and that this cannot happen until the stock of capital is reduced through
amortization (cf. Metzler 1965: 448). That means, costs and useful life of equipment play an important
part in this matter. Equipment with a long useful life is a disadvantage for the process of overall
economic recovery.

However, the marginal efficiency of capital may not improve at all if no new profitable investment
opportunities are available. The former can even worsen in the long run if the latter decrease. Keynes
thought this exactly could happen in mature capitalist market economies, even if all kinds of short-
term measures are taken to stimulate the economy.

The reason why the economy developed so rapidly in the 19" century — in spite of some recessions
and depressions — is for Keynes “the growth of population and of invention, the opening-up of new
lands, the state of confidence and the frequency of war over the average” (Keynes 1973: 307). Epochal
Inventions such as the steam engine, railroad, electricity, and automobile required large investments
and made these very profitable. Territorial expansions (especially in the United States) and population
growth all around the world created a market for the products. Together with the high propensity to
consume, these factors were enough to maintain the willingness of the wealthy to invest. In the period
between the end of World War | and the beginning of World War 1l, however, these external factors
were missing, and also the technological developments of this period were rather of the capital-saving
type (cf. Dillard 1972: 155)? which meant that the demand for investment goods was low.

In addition to this, with growing national wealth the gap between aggregate income and aggregate
consumption becomes larger. Keynes thought the typical quantities of real investment are not
sufficient to fill this gap. The reason for this is very simple: every additional investment brings
additional products onto the market, and these products compete with those of the already existing
capital. This reinforces the trend towards low prices, which pushes the return expectations on
additional investments (i.e. the marginal efficiency of capital) downward. It is of course possible that
in the long run, with increasing savings, interest rates for loans to entrepreneurs will have a downward
trend, which will result in decreasing production costs. But even then, the expected marginal revenue
would not exceed the marginal production costs; in other words, the marginal efficiency of capital
would be negative. But the process of real capital accumulation can only go on for as long as the
marginal efficiency of capital is higher than the interest rate.

Already in 1930 Keynes wrote:

“Great Britain is an old country. ... The population will soon cease to grow. Our habits and
institutions keep us ... a thrifty people, saving some 10 per cent of our income. In such
conditions one would anticipate ... that, if Great Britain were a closed system, the natural rate
of interest would fall rapidly. In the rest of the world, however (though the United States may
find herself in the same position as Great Britain much sooner than she expects), the fall in the
rate of interest is likely to be much slower. Equilibrium under laissez faire will, therefore,
require that a large and increasing proportion of our savings must find its outlet in foreign
investment.” (Quoted in Alan Sweezy 1965: 428)

Later he wrote: “Today and presumably for the future ... the marginal efficiency of capital is ... much
lower than it was in the nineteenth century” (quoted in ibid: 425). Keynes commented:

“This analysis supplies us with an explanation of the paradox of poverty in the midst of plenty.
For the mere existence of an insufficiency of effective demand may, and often will, bring the
increase of employment to a standstill before a level of full employment has been reached. ... .

Moreover the richer the community, the wider will tend to be the gap between its actual and
its potential production; and therefore the more obvious and outrageous the defects of the
economic system.” (Keynes 1973: 30f))
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This was, however, not a very new idea. Some of his predecessors — Adam Smith, David Ricardo,
Karl Marx, and John Stuart Mill — believed, for different reasons, in the tendency of the rate of profit
to fall. Keynes only gave this thesis a new technical name: the tendency of the marginal efficiency of
capital to fall (cf. Dillard 1972: 153). We already know Marx’s explanation for this phenomenon. For
Ricardo and Mill the explanation is the niggardliness of nature, in the sense that we must get food for a
growing human population from soil with progressively diminishing productivity. For Keynes, as for
Adam Smith, it is the increasing stock of capital — an explanation that bears a certain resemblance to
that of Marx. Also Keynes’s thesis of insufficiency of effective demand is similar to Marx’s under-
consumption theory. (This presentation of the theory of secular stagnation is mostly based on Alan
Sweezy 1965 and Dillard 1972).

Alvin Hansen, who had accepted Keynes’s new theory, thought it necessary to correct Keynes on
one point. In his analysis of empirical data he did not find any evidence for Keynes’s claim that the
share of consumption in national income diminishes with the growth of prosperity of a society. Secular
stagnation cannot therefore be explained through a falling propensity to consume. The explanation lies
rather in the other factors (cf. Deutschmann 1973: 53 ff.).

A phenomenon that refuted the Keynesian thesis of secular stagnation, namely the 25-year-long
economic boom after World War I, which only had brief interruptions, was ascribed by many
observers precisely to the application of Keynesian economic policies. However, when this long era
came to an end and the phenomenon of stagflation (the simultaneous occurrence of stagnation and
inflation), unknown to that date, emerged, economists wer