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At our school ten years ago, held on the eve of the launching of the World Socialist Web Site, we spent some time examining the implications of the so-called Asian financial crisis which had erupted the previous July.

In delivering a report on this crisis, I said it was somewhat difficult because we were confronting a moving target. Today, I have the feeling of déjà vu in the midst of what is undoubtedly a deepening crisis of American and world capitalism.

When the Asian crisis erupted, we explained that it was not so much an Asian crisis as a crisis of world capitalism which had manifested itself in Asia. Today, we are confronted not simply with the crisis of American capitalism, but a world crisis which has erupted in the United States.

Every day brings further news of losses by the major finance houses—Merrill Lynch has just suffered write-offs of $16.7 billion—and warnings that more are to come. Citigroup has just announced its biggest loss in its 196-year history—$9.83 billion for the last quarter—after writing down the value of subprime mortgage investments by $18 billion.

Major financial institutions are scrambling to ensure large injections of cash from anywhere they can find them—Merrill Lynch and Citigroup alone are trying to raise $21 billion from funds in Singapore and Saudi Arabia.

Each day brings new announcements. The Economist of January 18, under the headline “All Fall Down?”, reported on the developing crisis within the bond insurance market. It wrote:

“America’s big bond insurers, which have underwritten some $2.4 trillion of private and public-sector bonds, usually go about their business largely unnoticed. But now they are looking distinctly wobbly they have started to attract attention. If one or more of them were to topple over, there will be a huge knock-on effect on banks and other financial institutions that rely on their guarantees. This in turn will further worsen the credit crunch and cause an even bigger headache for policymakers already grappling with a sharp slowdown in the American economy.

“The threat of such a financial domino effect looms large. Moody’s, a credit-rating agency, has signalled that it might downgrade the AAA ratings of two of the biggest bond insurers, MBIA and Ambac, in the near future.”

On January 16, Ambac announced a $3.5 billion writedown, as well as the ousting of its chief executive. The Economist quoted Jamie Dimon, the boss of JP Morgan Chase, who said that the fallout from the bond-insurer crisis could be “pretty terrible” for the debt markets. The magazine commented that “if a big insurer... were to take a tumble, that could look like an understatement.”

Most economists are now predicting a recession and discussion is centring on how soon it will come and how long it will last.

On January 10, Federal Reserve Board Chairman Ben Bernanke delivered a major speech on the US economy in which he all but guaranteed a significant further cut in interest rates when the Fed’s open market committee next meets at the end of the month. But instead of this news providing a lift to financial markets, the Dow Jones Industrial Average fell 250 points following the speech.

Little wonder. Bernanke spoke of a “volatile situation that has made forecasting the course of the economy even more difficult than usual,” pointed to the fall in home starts and new home sales of about 50 percent from their respective highs, noted the “considerable investor uncertainty about the appropriate valuations of a broader range of financial assets, not just subprime mortgages,” warned that “incoming information has suggested that the baseline outlook for real activity in 2008 has worsened and the downside risks to growth have become more pronounced,” and said that despite improvements in some areas “the financial situation remains fragile.”

Just how fragile can be seen from the comments which have appeared in the financial press over the past couple of months.

The Economist noted on December 19 that the crisis is more than a liquidity squeeze, but “now looks like becoming a banking crisis as well.” The “stomach-churning moment” came last November when it was realised that the losses from the housing market would be big, the banks would end up taking them, and that they had not put capital aside to meet them. “Bankruptcies, recession, litigation, protectionism: sadly, all are possible in 2008,” it warned.

In a column published on December 12, Financial Times economics commentator Martin Wolf wrote: “First and foremost, what is happening in credit markets today is a huge blow to the credibility of the Anglo-Saxon model of transactions-orientated financial capitalism. A mixture of crony capitalism and gross incompetence has been on display in the core financial markets of New York and London.”

David Ignatius wrote in the Washington Post of December 16: “The global credit squeeze that began last summer still hasn’t run its course, and the central bankers fear that the stressed financial system will pull the world economy into deep recession.”

Financial Times columnist Wolfgang Munchau made the point in a comment on December 16 that the crisis is not a liquidity crisis at its core because if it were it would be over by now.

“It is,” he wrote, “a fully fledged solvency crisis that has arisen because two giant and interlinked bubbles burst simultaneously—one in property, one in credit—leaving banks and investors on the brink of bankruptcy, some hanging on by their fingertips. Yet there is nothing the central banks are offering at this stage to alleviate a solvency crisis.”

Comments by Bill Gross, the head of Pimco asset management group, were quoted in sections of the financial press. “What we are witnessing,” he said, “is essentially the breakdown of our modern-day banking system, a complex of leveraged lending [that is] so hard to understand.” Pimco is no small operation, managing about $1 trillion in funds.

The first signs of the crisis emerged in 2006 as housing prices in the US began to turn down. The rapid escalation of financial operations based on mortgages meant that this downturn was of some significance for the financial system and the broader US economy.

The official position of the Fed was that the problems could be contained. On February 14, 2007, Chairman Bernanke noted that “some tentative signs of stabilisation have recently appeared in the housing market.” Then, on March 28, he said, “[T]he impact on the broader economy and financial markets of the problems in the subprime market seems likely to be contained.”

On May 17, he stated, “We believe the effect of the troubles in the subprime sector on the broader housing market will likely be limited, and we do not expect significant spill-over... to the rest of the economy or to the financial system.” On June 5, shortly before the credit squeeze hit, he said, “Fundamental factors—including solid growth in incomes and relatively low mortgage rates—should ultimately support the demand for housing, and at this point the troubles in the subprime sector seem unlikely to seriously spill over to the broader economy or the financial system.”

How far these statements underestimated the situation would soon become clear. In mid-June the subprime crisis began to come into view when the investment bank Bear Stearns announced that two hedge funds it had set up were experiencing problems because of their investments in subprime mortgage debt.

Over the next two months the crisis was to rapidly unfold as concerns grew over the extent of involvement of major banks and financial institutions in risky financial operations. On August 17, the US Federal Reserve made its first major intervention, announcing a cut in the discount rate charged to banks. This followed a roller coaster day on Wall Street in which there were two major interventions by financial authorities to prevent a plunge. It was clear that without an intervention by the Fed, the market could have plunged by up to 1,000 points the following day.

The Fed again moved on September 18, cutting the federal funds rate by 50 basis points. This brought some relief to the markets, but by November it was clear that the crisis was far from over.

The basic problem was that the fundamental credit operations of the global capitalist system were being affected by a collapse of confidence. Major banks and financial institutions were refusing to lend either because they wanted to keep cash on hand in case some of their own off-balance-sheet operations started to fail or because they did not know the extent of the exposure to doubtful debt of the banks and other institutions to which they might lend.

These fears were reflected in the movements of the LIBOR rate (the London Interbank Offered Rate), the rate at which banks will make unsecured loans to other banks. In normal times, LIBOR is marginally higher than the interest rate on US treasuries, regarded as the safest form of investment. But as the subprime crisis broke and as the write-downs by major banks grew, so the LIBOR rate rose sharply.

Sharp increases in the LIBOR rate reflect the lack of confidence the major banks—the top names and institutions in the financial world—have in one another. This lack of confidence is magnified when it comes to other financial institutions. They have found that the cheap money that was once available to them, and on which they have based their operations, is no longer available.

This is what led to the demise of the Northern Rock Bank in England. It was not made bankrupt because it had invested in US subprime mortgages—its involvement in this area was negligible. Rather, it fell victim to the credit crunch which was set off by the subprime crisis.

Northern Rock made its money by borrowing in the short-term credit markets and then using this cash to finance long-term loans, at slightly better rates than those offered by other financial institutions. Operating on narrow margins, it had to borrow large amounts of money. This method worked well... so long as the short-term credit was continuously available. But when it was not, the bank collapsed.

The same process has brought down the Australian property group Centro. For the past decade it had produced annual returns to investors of more than 20 percent a year on a strategy which involved buying up shopping centres in a rising market and then selling off part of each centre to managed funds. Last May it made its biggest deal, a transaction of $6.3 billion in the United States. It chose to fund part of the deal with short-term credit.

On December 17, it announced that it could not refinance $2.5 billion worth of short-term debts. According to the Centro chairman: “We never expected, nor could reasonably anticipate, that the sources of funding that historically have been available to us and many other companies would shut for business.”

As has so often been the case in the past, the financial crisis has struck the world economy right at the point where it was experiencing a major upswing.

Last May, the International Monetary Fund’s “World Economic Outlook” (WEO) noted that the average world growth rate for the period 2003-2006 was 4.9 percent and predicted it would continue for at least the next two years. The only stronger spurt was the period 1970-1973, when world growth averaged 5.4 percent. If the current rate were sustained, the IMF report explained, it would represent the most powerful six-year expansion of the world economy since the 1970s.

The picture painted by the “Global Economic Prospects” report published by the World Bank in December 2006 was not essentially different. It pointed to a “strong global performance,” reflecting a “very rapid expansion in developing countries, which grew more than twice as fast as the advanced economies.” This was not just a result of the impact of the Chinese economy, which grew by 10.4 percent, but extended across the range of developing countries. Altogether, 38 percent of the increase in global output originated in these regions, well above their 22 percent of world gross domestic product (GDP).

The World Bank report noted that if the past 25 years were divided in two periods—1980-2000 and 2000-2005—average growth in developing countries had accelerated from 3.2 percent in the first period to 5 percent in the second. While this acceleration was not shared by all countries, neither was it merely the result of increased growth in China and India.

The IMF’s WEO report was filled with similar stories of economic success. Economic activity in Western Europe had “gathered momentum” in 2006, with GDP growth in the euro area reaching 2.6 percent, almost double the rate for 2005 and the highest figure since 2000. The report declared: “Germany was the principal locomotive, fueled by robust export growth and strong investment generated by the major improvement in competitiveness and corporate health in recent years.” Overall, the unemployment rate had fallen to 7.6 percent in the euro area, its lowest level for 15 years.

There was even good news from Japan, where the economy was virtually stagnant for more than a decade following the collapse of the share market and land bubble in the early 1990s. Despite an unexpected decline in consumption in the middle of 2006, the “economy’s underlying momentum remains robust, with private investment expanding—supported by strong profits, improved corporate balance sheets, and the resumption of bank lending—and rising export growth.” Real economic growth in Japan was expected to remain at above 2 percent.

While the growth rate in Latin America was expected to ease to 4.9 percent in 2007 from 5.5 percent in 2006, the years 2004-2006 were “the strongest three-year period of growth in Latin America since the late 1970s.”

In so-called “emerging Asia” economic activity “continues to expand at a brisk pace,” supported by “very strong growth in both China and India.” In China, real GDP expanded by 10.7 percent in 2006, while in India the growth rate was 9.2 percent, the result of increased consumption, investment and exports.

Growth in Eastern Europe accelerated to 6 percent in 2006, while in Russia the growth rate of 7.7 percent in 2006 was expected to ease only slightly to 7.0 percent in 2007 and 6.4 percent in 2008.

The WEO report described the economic outlook for Africa as “very positive” against a backdrop of strong global growth, increased capital inflows, rising oil production in a number of countries and increased demand for non-fuel commodities. “Real GDP growth,” the IMF wrote, “is expected to accelerate to 6.2 percent this year (2007) from 5.5 percent in 2006, before slowing to 5.8 percent in 2008.”

The Bank for International Settlements in a report published last June noted that in 2006 total world output had expanded at a rate of 5.5 percent, marking the fourth consecutive year of growth above 4 percent. Economic strength was more broadly based, with virtually all advanced industrial countries growing at above-trend in 2006 and all major emerging markets advancing.

The report stated: “The upswing of the past four years has differed in several respects from that of 1994-97, when the global economy also recorded four consecutive years of growth at or above trend. First, emerging market economies, especially in Asia, have contributed 1.25 percentage points more to global growth than they did a decade ago. To an important extent, this reflects the buoyancy of the Chinese economy.”

An article published in the IMF Survey magazine of October 2007 makes clear how significant Chinese and Indian economic growth has been. China is now the single most important contributor to world economic growth as the following charts indicate.
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(Market exchange rates are those prevailing in the foreign exchange market, while the PPP exchange rate is defined as the rate at which the currency of one country needs to be converted into that of another country so as to be able to purchase the same amount of goods and services in each country. Use of PPP exchange rates gives a greater weight to emerging market economies in the global growth aggregates).
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The extent of economic growth in China is summed up in the following amazing statistic: in 2007 China had 7,000 steel factories, double the number it had in 2002.

Financial institutions were also upbeat. In April 2006, Deutsche Bank Research noted that the world economy was enjoying its longest period of growth since the 1970s, but this time without rising inflation. There had been difficulties with New Economy 1.0 in 1999/2000 (the collapse of the share market and dot.com bubble and the development of recession in the US) but “New Economy 2.0 seems to be getting it right now.”

Today the predictions are still that the world economy as a whole will keep growing. In its latest report published last month, the World Bank forecasts that global growth in 2008 will be 3.3 percent, as “the robust expansion in developing countries partly compensates for weaker results in high-income countries.” However, it is not completely sure, adding that “serious downside risks cast a shadow over this soft landing.”

The central question, however, is not whether the US and the world economy as a whole go into recession, but what the processes are that have led to this crisis, and what are their implications.

Here it is necessary to reject the on-the-one-hand-on-the-other approach which characterises the latest World Bank forecast and which will, no doubt, be duplicated elsewhere.
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The financial crisis in the US and the expanded growth of the world economy, especially over the past seven years in the less developed countries, are not separate events, but different sides or aspects of a single process.

To put it in a nutshell: The expanded growth of China (along with other countries) would not have been possible without the massive growth of debt in the US. But this growth of debt, which has sustained the US economy as well as global demand, has now resulted in a crisis.

At the same time, low-cost production in China and other regions, and the integration of these regions into the world economy, lowered inflationary pressures. This process created the conditions for lower interest rates, thereby fueling the expansion of credit which has played such a vital role in sustaining the US economy and the world economy as a whole.

Let us examine this process in more detail. The latest financial crisis has not come out of the blue. It has been created by the response to previous crises going back to the stock market collapse of 1987. At that time, incoming Fed Chairman Alan Greenspan opened the credit lines to ensure the stability of the market.

The first years of the 1990s, following the recession of 1991-92, were characterised by slow growth—the so-called “jobless recovery.” But by the middle of the decade there was a shift. In 1996, Greenspan pointed to an upsurge in stock prices which was playing a key role in lifting the US economy and, in a speech at the end of the year, warned of “irrational exuberance.”

But after a brief attempt to increase interest rates, which met with a hostile reaction from Wall Street, Greenspan moved to cut rates. When the Asian crisis broke in 1997, US President Bill Clinton referred to it as a “glitch,” while Greenspan insisted it was a result of Asian “crony capitalism” and the failure to adopt the methods of the “free market.” Indeed, it was said to be a further confirmation, following the collapse of the Soviet Union and the other Stalinist regimes, of the historical superiority of the Anglo-Saxon “free market” system.

Within months, however, it became clear that the crisis in Asia was a symptom of deeper problems. In August 1998, Russia defaulted on its international debts and in September the hedge fund Long Term Capital Management had to be bailed out with a $3 billion rescue operation lest its collapse set off a systemic financial crisis. The response of the US Federal Reserve was to cut interest rates.

As a result, the economic storms appeared to pass relatively quickly and the US economy underwent a boom at the end of the decade, hailed as the dawning of the era of the “new economy.” In fact, as the stock market reached record highs, the rate of profit had begun to turn downward and the increased profits turned in by companies such as Enron and WorldCom were revealed to be fictitious. The stock market bubble collapsed in 2000 and the US economy experienced a recession, leading to the loss of three million manufacturing jobs.

The downturn, however, was relatively short-lived, and the US economy entered an upturn, but one characterised by a number of peculiar features. While it was based largely on increased consumption spending, this was not the result of higher wages and employment growth—real wages remained virtually stationary—but an increase in consumer debt, made possible by the cutting of interest rates by the Federal Reserve Board. These cuts fueled a housing boom, which in turn made possible the increase in consumption spending.

One of the key factors which made possible the low interest rate regime so central to economic growth was the investment by Chinese authorities of vast amounts of finance capital in US assets.

This recycling of Chinese trade surpluses back into the US financial system seemed to complete a virtuous circle. The inflow of capital through purchases of US Treasury notes and other forms of debt enabled the Fed to keep down interest rates, which in turn helped fuel the housing market, which in turn financed increased consumption spending, providing a market for the expanded output from China and increasing the Chinese trade surplus with the US, which was then invested in US financial markets. This process was at the heart of the growth in the world economy after the US recession of 2000-2001.

The injection of large amounts of credit into the financial system has played a key role in sustaining the US and world economy. But credit does not simply disappear once its work in reviving the economy is done. Rather, it contributes to a buildup of finance capital within the global economy, with major implications for the stability of the system as a whole.

Looking back over the past quarter century, we find, according to Greenspan, that as a result of lower nominal and real interest rates, asset prices worldwide have risen faster than nominal gross domestic product (GDP) in every year since 1981, with the exception of 1987 and 2001-2.

What are the implications of this process? The first point to note is that stocks, real estate and other forms of property titles, financed by credit, are all, in one form or another, claims to income. That is, in the final analysis, they are claims to the surplus value which is extracted from the working class.

The value of such assets can rise faster than GDP provided that the proportion of national income going to profits is increasing—that is, if there is a greater pool of surplus value to draw from. But the process in which asset values, claims on income, rise faster than GDP cannot continue indefinitely.

An indication of how far the process has gone was provided in an article in the Financial Times of June 25, 2007. It noted that prior to 1995, the ratio of personal sector wealth to GDP in the US tended to fluctuate at about an average of 3.4 to 1. The article noted: “Now, despite the paucity of savings in the US economy, the ratio stands at 4.1 to 1. A return to the long-run average would imply a fall in US personal net worth of approximately $10,000 billion. With similar trends mirrored across much of the world, total global losses from the coming financial meltdown could easily reach $25,000 billion to $30,000 billion.”

According to the McKinsey Global Institute, by 2005 the stock of global financial assets had reached $140 trillion—that is, more than three times global GDP. This compares with the situation in 1980 when the stock of global financial assets and global GDP were roughly equal.

If we come to the US mortgage market, it is clear that for much of this decade it has taken the form of a Ponzi scheme. That is, assets in the form of mortgage debts derived their value not from the expected stream of income payments—it was clear that in the case of subprime loans there was no possibility of keeping up payments—but from the expectation that the value of the underlying asset would keep rising as more credit became available and boosted the market. And a rising market meant that greater risks could be taken because the assets backing the debt—houses—had risen in value.

In 2001, subprimes accounted for 8.6 percent ($190 billion) of mortgage originations. By 2005, this had risen to 20 percent ($625 billion). These mortgages were then sold off in the form of financial assets. In 2001, so-called securitised subprimes amounted to just $95 billion; by 2005 this had grown to $507 billion.

In previous times banks that originated mortgages had to assess the risk. This was the era of so-called 3-6-3 banking: Borrow money at 3 percent, lend it to home buyers at 6 percent, and head for the golf course at 3 o’clock.

In the new financial world risk assessment was to a great extent done away with. There was no need for mortgage originators to undertake this task because the mortgage would be sold off to another institution. The mortgage originator would not bear the risk. How was risk supposed to be assessed? By the risk assessment agencies such as Standard and Poor’s, Moody’s and Fitch. They played a vital role in ensuring that the debt packages based on subprime and other risky mortgages were given a high rating. And it was in their interest to do so.

According to one recent study of the subprime crisis, fees paid to the rating agencies for helping to market mortgage bonds “were about twice as high as they were for rating corporate bonds—the traditional business of ratings firms. Moody’s got 44 percent of its revenue in 2006 from rating ‘structured finance’ (student loans, credit card debt and mortgages)” (L Randall Wray, “Lessons from the Subprime Meltdown,” Levy Economics Institute, December 2007, p. 21).

Now the whole subprime market has collapsed. It is estimated that “well over a trillion dollars of subprime US mortgages will lose one half their value” (Wray, p. 22).

The expansion of credit not only boosted house prices, but led to an even bigger increase in debt. “[W]hile real estate values easily doubled over the past decade, from $10 trillion in 1997 to well over $20 trillion by 2005, home mortgage liabilities rose even faster, from less than $2 trillion in 1997 to $10 trillion in 2005. (Indeed, between 2002-06, total credit grew by $8 trillion while GDP only grew by $2.8 trillion)” (Wray, p. 27).

One of the chief mechanisms for the creation of this financial bubble has been the securitisation of mortgages—the aggregation of large numbers of mortgages into debt packages which are then sold off. This was supposed to shift risk off the balance sheets of banks and other financial institutions. But what has happened is the risk that was sent out the front door has come in the back because the risky debts have been purchased by off-balance sheet organisations set up by the banks—so-called “structured investment vehicles” (SIVs). The increased role of subprime mortgages in the creation of these securities is made clear in the following table published by the IMF.
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The securitisation process has meant that, via a roundabout route, banks now hold packages of mortgages originated by organisations that had no interest in evaluating whether they could be serviced. This means that banks now hold the debt of borrowers whose risk has never been assessed. This process, which returned large profits, was based on one crucial assumption: that the continuous supply of credit would ensure that house prices would keep rising, so there was no need to assess the risk of the borrower because in the case of default the house could simply be sold off and realise more than the purchase price.

That assumption held good for about a decade after 1994 and only began to turn sour in 2005-2006 when they began to decline. In 2004 the Case-Shiller home-price index increased 20 percent over the previous year. In 2006 it declined 5 percent.

There was a fundamental flaw in the housing bubble—the income of the vast majority of working class families, which must be used to pay off mortgage debt, has been decreasing or stagnant since the end of the last recession in 2001. In the past eight years, the level of US GDP has increased by more than a quarter, while median wages have fallen by 4 percent.

The financial problems go beyond the subprime mortgage market. In the commercial paper market—where firms raise cash through the issuing of short-term debt—there is about $2.2 trillion outstanding, of which $1.2 trillion is backed by residential mortgages, credit card receivables, car loans, and other bonds. There could be as much as half a trillion dollars of potentially worthless paper held by the biggest banks (Wray, p. 36).

Now there are warnings (see e.g., Financial Times, January 14, 2008) that credit default swaps, an insurance system for debts, could be the next area to experience a crisis.

No one really knows the full extent of the losses. When the subprime crisis was starting to break, Bernanke estimated the losses in the range of $50 billion to $100 billion. Now, expected losses range from $300 to $400 billion. But it could be much more. According to one estimate, if house prices fell by as much as 30 percent, credit losses could reach $900 billion. (See Jan Kregel Minsky’s “Cushions of Safety,” published by the Levy Institute).

Apart from the situation facing the banks, there is the issue of the impact of the housing slump on the level of consumption spending in the US, which plays such a decisive role in providing a market for the goods manufactured in China and the rest of Asia.

With real incomes stagnant or falling for all but the top 20 percent or so of the American population, the increase in house prices has played a crucial role in financing the increasing debt incurred by large sections of the population. Since 2002, home equity cash-outs have totaled $1.2 trillion, equivalent to 46 percent of the increase in consumption spending over this period. The social consequences are enormous, as David North made clear in his report to the national aggregate of the SEP in the US held earlier this month (See “Notes on the political and economic crisis of the world capitalist system and the perspective and tasks of the Socialist Equality Party”).

“Thus, the collapse of housing prices deprives the broad mass of working Americans of one of the principal means by which they have sought to counteract the financial burdens created by three-and-a-half decades of wage stagnation. The income of a male worker in his 30s is now 12 percent below that of a worker the same age in 1978. As former Labor Secretary Robert Reich has noted, the ‘coping mechanisms’ that have been employed to deal with wage deflation have been the massive movement of women into the work force (from 38 percent in 1970 to 70 percent today), and the addition of two weeks to the annual work load. Americans work 350 hours longer per year than the average European.

“By the turn of the 21st century, when workers reached the physical limit of their ability to make money by working, they began to depend more and more on borrowing, using their homes as collateral. As this means of bridging the ever-wider chasm between income and needs disappears, millions are faced with the specter of falling into the financial abyss. Already, during the first half of 2007, personal bankruptcies in the United States increased by 48 percent. The extent to which workers are stretched financially to the limit is exposed by the fact that 27 million workers will have to borrow money this winter simply to pay their heating bills. But the use of credit cards is becoming just as problematic as home equity loans. As all the traditional and individualistic means for coping with prevailing economic realities recede, the working class is forced to turn to the only means by which it can defend itself—that of collective and conscious social and political struggle against the capitalist system.”

In his analysis of the role of debt in sustaining this process, L Randall Wray of the Levy Institute makes the point that a financial crash is not necessary to turn a slowdown into a deep recession.

“All else equal, if the private sector were to reduce spending to, say, only 97 cents per dollar of income, this would lower GDP by half a dozen percentage points. And if the private sector were really spooked, it might reduce spending to 90 cents on the dollar—as it usually does in a recession—taking a trillion-and-a-half dollars out of GDP, leaving a huge gap that is unlikely to be fully restored by exploding budget deficits or by exports” (Wray, p. 44).

It is clear, even from this limited range of statistics, that the world capitalist order is facing a series of problems which have struck at the very heart of the global financial system. Martin Wolf of the Financial Times warns that it is the end of the Anglo-Saxon model; Malcolm Knight, the general manager of the Bank for International Settlements, points to the collapse of the “originate and distribute” model which has been at the centre of financial innovation over the past decade.

There is widespread acknowledgement that the financial methods and practices developed over the past period have created serious problems. However, these methods were not devised by some rogue traders who happened to take control. They were endorsed at the highest levels of banking and finance and were bound up with developments in the global economy itself. It is not a matter, therefore, of simply trying something else, or reverting to less risky methods, as if it were a question of trying on another pair of shoes.

There is now wide recognition that the credit crunch has major implications for the stability of the world capitalist economy.

To be continued
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The concerns about the present situation and the fears of a recession, if not a collapse or breakdown, arise from the enormous increase in indebtedness in the US and world economy as a whole over the previous period. The question which confronts our movement is the following: What is the significance of this crisis for the development of our perspectives.

Two years ago, in opening our discussions, Dave North made the following point: “Any serious attempt at a political prognosis, at an estimate of the potentialities within the existing political situation, must proceed from a precise and accurate understanding of the historical development of the world capitalist system.

“The analysis of the historical development of capitalism must answer the following essential question: Is capitalism as a world economic system moving along an upward trajectory and still approaching its apogee, or is it in decline and even plunging toward an abyss?

“The answer that we give to this question has, inevitably, the most far-reaching consequences, not only for our selection of practical tasks, but for the entire theoretical and programmatic orientation of our movement. It is not a subjective desire for social revolution that determines our analysis of the historical condition of the world capitalist system. Rather, the revolutionary perspective must be rooted in a scientifically-grounded assessment of the objective tendencies of socio-economic development. Detached from the necessary objective socio-economic prerequisites, a revolutionary perspective can be nothing more than a utopian construction” (See “David North: Opening report to meeting of WSWS International Editorial Board”).

The eruption of this crisis certainly underscores the central issue we have emphasised in our analysis—that globalisation, far from propelling capitalism into a new epoch of progress, has intensified all the contradictions which afflicted it in the twentieth century, resulting in wars and revolutions.

But our opponents will counter with the argument that, while the capitalist system is undoubtedly experiencing some deep-going problems, perhaps even a crisis, this is one of those “gales of creative destruction” which have proved so vital to the development of the capitalist system over its entire history, and that, after a period of storm and stress, a new, more stable process of development will emerge and once again all will be for the best in the best of all possible worlds.

After all, they will argue, the stock market collapse of 1987 was overcome. So was the Asian crisis of 1997-98, the collapse of Long Term Capital Management in 1998, and the collapse of the share market and dot.com bubble. Likewise, the problems associated with the collapse of the housing bubble and subprime lending will be resolved.

How then is the present situation to be assessed? Not by putting a plus where the bourgeois places a minus, and vice versa, but through an historical analysis of the processes which have given rise to it.

If Marxism is the science of perspective, then one of the most important tools of analysis is the concept of the curve of capitalist development employed by Trotsky in his famous report to the Third Congress of the Comintern in 1921 and in subsequent reports and discussion in the 1920s.

In that report, Trotsky drew a vital distinction between the changes induced by the business cycle—boom, crisis, recession, revival, boom—which arose at the very birth of capitalism and will continue until its death, and the longer-term phases of capitalist development in which these economic cycles operate.

Citing figures on world trade, he pointed to the different phases of capitalist development over the preceding century. The period from 1781 to 1851 showed a relatively slow upward movement in the “curve of development.” Following the revolutions of 1848, which, while defeated, nevertheless extended the framework for the capitalist market in Europe, there occurred a sharp upward movement, which lasted until 1873. The banking and financial crisis of that year eventually passed but that did not bring a return to the previous conditions. Rather, the next 20 years were characterised by depression—falling prices and profits. From the mid-1890s, however there was an upswing in the curve of development which culminated in a crisis in 1913 and the outbreak of war in 1914.

The relationship between the two movements was the following: in periods of an upswing in the basic curve, booms tended to be prolonged while crises were relatively short. On the other hand, in periods of a downswing booms tended to be superficial and speculative while recessions tended to be more protracted.

In a series of articles and discussions in the 1920s Trotsky further clarified his analysis. In particular, he took issue with the analysis of Kondratiev, a bourgeois economist and social democrat, who maintained that the longer phases of capitalist development should also be characterised as “cycles.” This was not a difference over terminology, but involved fundamental questions of perspective.

“The periodic recurrence of minor cycles,” Trotsky wrote, “is conditioned by the internal dynamics of capitalist forces, and manifests itself always and everywhere once the market comes into existence. As regards the large segments of the capitalist curve of development (fifty years) which Professor Kondratiev incautiously proposes to designate also as cycles, their character and duration are determined not by the internal interplay but by those external conditions through whose channel capitalist development flows. The acquisition by capitalism of new countries and continents, the discovery of new natural resources, and, in the wake of these, such major facts of ‘superstructural’ order as wars and revolutions, determine the character and the replacement of ascending, stagnating or declining epochs of capitalist development” (Trotsky, “The Curve of Capitalist Development” in Problems of Everyday Life, Pathfinder, 2005, pp. 341-342).

Kondratiev’s designation of the longer phases of capitalist development as cycles was bound up with a social democratic perspective which maintained that there was no “breakdown” of the capitalist order, as any period of downswing would inevitably be followed by a new upswing, just as a recession was followed by a revival in the operation of the business cycle.

Analysing the world situation in the 1920s, Trotsky did not rule out the possibility of an upswing in the curve of capitalist development. But it could take place only if the European economy were thrown violently into reverse gear resulting in the death of millions of workers. A new upswing would be possible only if the Communist International and its sections failed to grasp the revolutionary opportunities which would present themselves in the years ahead.

As we know, these conditions, which Trotsky considered only hypothetically, eventuated. Not only were revolutionary opportunities not grasped, but under the domination of the Stalinist bureaucracy the Communist International was transformed into a counterrevolutionary agency of world imperialism.

Following World War Two there was a new upswing in the curve of capitalist development. It resulted from the spread of the more productive methods developed by American capitalism to the rest of the world, which increased the mass of surplus value extracted from the working class and lifted the rate of profit for the capitalist system as a whole.

But this upswing was only made possible, as Trotsky had analysed, through profound developments in the superstructure—in particular, the betrayal of the revolutionary upsurge of the working class in the latter period of the war and in the immediate post-war period by the Stalinist apparatuses and the vast changes in international political relations that had been brought about by the entry of American imperialism into the war.

Trotsky had pointed already to the explosive consequences of the contradiction between the vast development of American capitalism and the division of the world into a series of closed empires during the 1930s—the British Empire, the drive by Japan to conquer Asia and the ambitions of the Nazi regime to dominate Europe—in his famous article published in 1934 entitled “Nationalism and Economic Life.”

The article began by drawing out the significance of the development of the productivity of labour for the evolution of human society. The productivity of labour was the most profound criterion on which to judge the nature of social regimes and determined, in the final analysis, the replacement of one form of society by another—the replacement of cannibalism by slavery, of slavery by serfdom, and of feudalism by the system of hired labour under capitalism.

How did this law of the productivity of labour manifest itself in the conditions of the 1930s?

“The United States,” Trotsky wrote, “represented the most perfect type of capitalist development. The relative equilibrium of its internal and seemingly inexhaustible market assured the US a decided technical and economic preponderance over Europe. But its intervention in the World War was really an expression of the fact that its internal equilibrium was already disrupted. The changes introduced by the war into the American structure have in turn made entry into the world arena a life and death question for American capitalism. There is ample evidence that this entry must assume extremely dramatic forms.

“The law of the productivity of labor is of decisive significance in the interrelations of America and Europe, and in general in determining the future place of the US in the world. That highest form which the Yankees gave to the law of the productivity of labor is called conveyor, standard, or mass production. It would seem that the spot from which the lever of Archimedes was to turn the world over had been found. But the old planet refuses to be turned over. Everyone defends himself against everybody else, protecting himself by a customs wall and a hedge of bayonets. Europe buys no goods, pays no debts, and in addition arms itself. With five miserable divisions, starved Japan seizes a whole country [China]. The most advanced technique in the world suddenly seems impotent before obstacles basing themselves on a much lower technique. The law of the productivity of labor seems to lose its force.

“But it only seems so. The basic law of human history must inevitably take revenge on derivative and secondary phenomena. Sooner or later, American capitalism must open up ways for itself throughout the length and breadth of our entire planet. By what methods? By all methods. A high coefficient of productivity denotes also a high coefficient of destructive force. Am I preaching war? Not in the least. I am not preaching anything. I am only attempting to analyze the world situation and to draw conclusions from the laws of economic mechanics” (Trotsky, Writings 1933-34, Pathfinder, 1975, pp. 161-162).

For American capitalism the fundamental question in World War Two was not democracy, but the reconstruction of the world economy to ensure the free movement of commodities and capital and the ending of the old empires.

Post-war reconstruction of the world economy made possible a new upswing in the curve of capitalist development. That is, it ensured the development and extension of more productive methods which could increase and sustain the rate of profit.

But all the contradictions of the profit system remained, and by the middle of the 1960s were beginning to manifest themselves in a downturn in the rate of profit.

The end of the post-war boom was marked by an upsurge of the working class. As David North rightly pointed out in his remarks to the national aggregate meeting of the SEP in the US, the fundamental feature of this period was not the rise of the students and a “new vanguard,” as the theorists of the New Left maintained, but the emergence of the working class.

Marcuse’s book One Dimensional Man, published in 1964, which summed up the theories of the Frankfurt School, maintained that the working class was no longer a revolutionary force in the advanced capitalist countries.

He wrote: “The critical theory of society was, at the time of its origin, confronted with the presence of real forces (objective and subjective) in the established society which moved (or could be guided to move) toward more rational and freer institutions by abolishing the existing ones which had become obstacles to progress. These were the empirical grounds on which the theory was erected, and from these empirical grounds derived the idea of the liberation of inherent possibilities—the development, otherwise blocked and distorted, of material and intellectual productivity, faculties, and needs. Without the demonstration of such forces, the critique of society would still be valid and rational, but it would be incapable of translating its rationality into terms of historical practice. The conclusion? ‘Liberation of inherent possibilities’ no longer adequately expresses the historical alternative.”

That is, the working class had been completely incorporated into the framework of the capitalist order. Other forces, a substratum of outcasts and outsiders, provided the only revolutionary opposition.

Four years later, France was convulsed by the largest general strike in history. All the major countries of the world were rocked by a series of economic and political struggles. As Trotsky had explained in an earlier period, the development of political activity among students was not the emergence of a new social force, but rather an expression, in the more volatile elements of society, of deeper movements taking place in its foundations.

The revolutionary upsurge of 1968 to 1975 was betrayed by the Stalinist and social democratic leaderships of the working class, with the crucial assistance of the Pabloite tendencies which had worked to weaken and undermine the Fourth International in the post-war period. They played a critical role in stabilising the bourgeois order in the upsurges of the 1960s and early 1970s. In the case of Sri Lanka, it should be noted, they played the decisive role in stabilising the political situation, not only in that country, but across the whole sub-continent and in the Asian region as a whole with their entry into the Bandaranaike government in 1964.

The end of the post-war upswing in the curve of capitalist development was marked by the onset of inflation in 1973 and the recession of 1974-75, the deepest to that point in the post-war period. There was a recovery in the business cycle after 1975, but this did not bring a return to the rates of growth and the profitability of the 1960s. On the contrary, a new phenomenon emerged—stagflation, a combination of persistently high unemployment levels and high inflation.

The Keynesian measures—which the social democrats maintained had rendered Marxism redundant because the capitalist economy could now be managed by governments—worsened the situation. Their official burial can be said to have taken place at the September 1976 British Labour Party conference at which Prime Minister James Callaghan declared: “We used to think that you could spend your way out of a recession and increase employment by cutting taxes and boosting government spending. I tell you in all candour that that option no longer exists....”

Having stabilised the political situation, the bourgeoisie went on the offensive. The response to the fall in profit rates was two-fold; to drive down the wages and conditions of the working class on the one hand, and carry through a massive destruction of loss-making sections of capital on the other. This was the essential content of the program implemented by Reagan and Thatcher. It commenced in 1979 under the presidency of the Democrat Jimmy Carter, who appointed Paul Volcker as chairman of the Federal Reserve Board to squeeze inflation out of the system.

This was never simply a question of economic policy, but was intimately connected to the development of the class struggle. Almost as soon as he took office, Volcker was directly involved in the Chrysler bankruptcy proceedings in 1980 that set the stage for a series of wage cuts in return for loans. He later acknowledged the importance of the smashing of the strike by air traffic controllers and the destruction of their union (PATCO) in 1981. “The most important single action of the (Reagan) administration in helping the anti-inflation fight,” he maintained, “was defeating the air traffic controllers’ strike.”

The defeat of the air traffic controllers—their betrayal by the AFL-CIO—was the start of an offensive against the working class in the US and internationally. In Britain, one of the key turning points was the defeat of the miners’ strike in 1984-85. In Australia, the offensive against the working class was spearheaded by the Hawke-Keating Labor government after the collapse of the Fraser Liberal government in 1982-83.

The interest rate hikes introduced by Volcker helped set in motion the recession of 1982-83, which remains the deepest since the 1930s. The extent of the hikes is indicated by the following graph.
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(Source: International Monetary Fund)

The interest rate hikes had a major impact on the so-called developing countries, which had gone heavily into debt as a result of the increases in oil prices in 1973-74. Debt repayments escalated at the same time as prices on export commodities began to fall in real terms. This was to set in motion a process which continues to this day—the transfer of resources from some of the poorest countries of the world to the coffers of the major banks and financial institutions.

The results of this process are indicated by the following figures: In 1970, the world’s poorest countries (roughly 60 countries classified as low-income by the World Bank), owed $25 billion in debt. By 2002, this was $523 billion. For Africa in 1970, it was just under $11 billion. By 2002 it was $295 billion. In the past three decades, $550 billion has been paid in both principal and interest on $540 billion of loans, and yet there is still a $523 billion dollar debt burden (See http://www.globalissues.org/TradeRelated/Debt/Scale.asp).
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The decade of the 1980s saw the unleashing of capital’s response to the fall in the rate of profit in the previous decade and the severe economic problems to which this gave rise. First and foremost, it launched an offensive against the social position of the working class, which continues to this day, and sought to gouge out additional profit and revenues from the former colonial countries, a process that likewise continues. Combined with these measures came a restructuring of industry through the use of computers and other information technology both in industrial processes and management.

Computers had first been developed in the immediate post-war period and the transistor had been developed in the 1950s, but the personal computer did not make an appearance until 1981. Its use has brought about a vast transformation in a whole series of management and work practices, in communications and in all areas of social life.

However, these changes, while they contributed to an upward shift in the rate of profit in the 1980s, did not result in a new upswing in the curve of capitalist development. This can be seen from an examination of the following two graphs.
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If we look at the second graph, which concerns the US profit rate, we find that while there is a recovery in the 1980s it is not particularly strong, with a quite marked decline in the middle of the decade before a limited recovery, and then another decline at the end of the decade, coinciding with the onset of the 1991-1992 recession.

From the beginning of the 1990s there is a sustained recovery, then a sharp fall from around 1997 to 2001. These years were the period of the stock market bubble. The reasons for the stock market collapse of 2000-2001 are very clear: while stock prices were surging to new highs, the revenue stream to which shares are titles (profits) were turning down—a fact which companies such as Enron and WorldCom sought to obscure with fraudulent accounting procedures.

What is to account for the turn in 1991 and the beginning of a new upswing in the curve of capitalist development? Undoubtedly it is one of the most far-reaching structural changes in the history of world capitalism—the collapse of the Stalinist regimes, the opening up of China, and the ending of the policies of national economic development pursued by countries such as India. In his article “The Curve of Capitalist Development” Trotsky had explained that an upswing was not a product of processes inherent within the capitalist economy itself, but the result of changes in the external conditions within which capitalism develops, such as the acquisition of “new countries and continents.” This is exactly what took place.

Many years before, Trotsky had pointed to the conditions which might make a new capitalist upswing possible.

“Theoretically, to be sure, even a new chapter of a general capitalist progress in the most powerful, ruling, and leading countries is not excluded. But for this, capitalism would first have to overcome enormous barriers of a class as well as of an interstate character. It would have to strangle the proletarian revolution for a long time; it would have to enslave China completely, overthrow the Soviet republic, and so forth” (Trotsky, The Third International After Lenin, New Park Publications, 1974, pp. 61-62).

Trotsky had envisaged that the acquisition of China and the Soviet Union would take place by military means. History took a different course.

While the collapse of the Soviet Union was rooted in economic processes, the restoration of capitalism was not realised “automatically” or inevitably. The Stalinist bureaucracy was fearful that the growing economic inefficiencies of the Soviet economy in the new era of technological development made possible by computerisation, and the Soviet economy’s inability to develop productivity—a result, in the final analysis, of its enforced isolation from the international division of labour—would bring an upsurge of the working class which would call into question its rule. The developments in Poland in 1980-81 were a warning sign.

Faced with this prospect, the Stalinist apparatus decided on a pre-emptive strike—the liquidation of the Soviet Union so as to consolidate its privileges and social position within the framework of capitalist property forms. The fact that it was able to succeed was, as we emphasised at the time, an expression of the crisis of perspective in the Soviet and international working class—a result of the enormous damage done to the political consciousness of the working class by both the political genocide of Marxism in the Soviet Union and the deadly impact of decades of bureaucratic domination of the working class in the major capitalist countries. Had there been a political resistance to the liquidation of the Soviet Union, a very different course of development would have followed. In other words, while the crisis of the USSR was rooted in economic processes, its liquidation and “the acquisition by capitalism of new countries and continents” was the outcome of superstructural factors.

In China, the Maoist bureaucracy has pursued a market-oriented policy since 1978, the basis for which had been laid in the rapprochement with the US in 1971. While this policy had provided a certain economic stimulus, it was producing a series of social contradictions which erupted in the events of 1989 and the Tiananmen Square massacre. The chief target of the regime was not the students, but the working class.

The collapse of the Soviet Union in 1991 faced the Chinese regime with a new series of problems. In January 1992, just eight weeks after the liquidation of the USSR, Deng undertook his “southern tour,” signaling the opening up of the Chinese economy to foreign investment and the adoption of a series of “market reforms” internally.

In 1992, more than 8,500 new investment zones were created. Prior to Deng’s tour there had been only one hundred.

Following the lifting of restrictive terms, the inflow of foreign investment nearly tripled in 1992 to $11 billion. It tripled again to $34 billion in 1994 and a decade later, in 2004, had nearly doubled to $61 billion per year. By the end of 2005, some 50,000 US firms were doing business of some sort in China. Since 1978, the Chinese economy has grown by around 9 percent per year—closer to 10 percent, and sometimes more, over the past 15 years.

China has emerged as the chief manufacturing centre of the global capitalist economy. China’s share of world gross domestic product (GDP) has almost tripled in the last quarter century as a result of rapid capital accumulation, rising from 5 percent to 14 percent (Andrew Glyn, Capitalism Unleashed, Oxford University Press, 2006, p. 90).

There has been a ten-fold increase in Chinese manufacturing exports as a share of world manufacturing exports over the past 25 years. Since 1990, the growth of Chinese exports has exceeded in absolute terms the nine next largest low-wage manufacturing exporters put together. Up to one third of Chinese manufacturers are produced from foreign-owned plants, most of these Japanese, which sustains a flow of machinery and components imports into China from Japan (Glyn, pp. 90-91).

Ten years on, one of the crucial consequences of the Asian financial crisis of 1997-98 emerges more clearly. With the exception of South Korea, the Asian Tigers, after suffering a loss of output of as much as 10 percent, are now growing at a rate 2 percent below that attained in the years prior to 1997. Prior to the crisis, the Tigers had functioned as low-cost manufacturers for the US and European markets. After the crisis, a different structure has emerged. China has become the pre-eminent low-cost manufacturer, drawing in imports of components and intermediate goods from the Southeast Asian region.

The previous structure was sometimes referred to as the flying geese model—the Asian low-cost producers stretched out in formation behind Japan. The structure today is very different. China forms the centre of a giant manufacturing hub.

There are many aspects of the Asian crisis, but at least one of the major causes was the emergence of China as a low-cost manufacturer, able to undercut the Asian Tigers, which had enjoyed increased growth from the middle of the 1980s to the mid-1990s.

The massive investment in China is part of a wider process. According to the World Bank: “From a low initial level of $22 billion in 1990, FDI [foreign direct investment] toward developing countries is currently running at about $200 billion a year, some 2.5 percent of developing country GDP.” Developing countries currently attract about one-third of total FDI.

Amidst all the facts and figures which document the changes in the structure of the global capitalist economy, the most striking, and the most far-reaching so far as the perspective of socialism is concerned, is the growth in the global labour force. The entry of hundreds of millions of workers into the global labour market is an epoch-making development.

There are various estimates of the size of this transformation. In a paper prepared for a Federal Reserve Bank of Boston conference in 2006, Richard Freeman, a Harvard labour economist, estimated that the entry of China, India and the former Soviet bloc into the world market had roughly doubled the labour force in the market economy from 1.46 billion to 2.93 billion.

The International Monetary Fund provided an estimate of the growth of the global labour force in its “World Economic Outlook” published in May 2007. Weighting the labour force of each country by its participation in the global economy—measured by the ratio of exports to GDP—the IMF found that: “[T]he effective global labour force has risen fourfold over the past two decades. This growing pool of global labour is being accessed by advanced economies through various channels, including imports of final goods, offshoring of the production of intermediaries, and immigration.”

Most of the increase took place after 1990. East Asia contributed about half the increase, while South Asia and the former Soviet bloc countries accounted for smaller increases. While most of the absolute increase in the global labour supply consisted of less educated workers, the supply of workers with higher education increased by 50 percent over the last 25 years due to an increase in supply in the advanced economies, but also due to China.

These vast changes in the structure of the global labour force have had a major impact on the wages of workers in the advanced capitalist countries and the distribution of national income between wages and profits. The IMF notes that there has been a clear decline in the labour share of national income in the advanced capitalist countries since 1980. It estimates this shift to be about 8 percentage points.

The impact can be seen from this graph.
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In his report to the Boston Federal Reserve conference, Richard Freeman concluded that: “The advent of China, India and the ex-Soviet Union shifted the global capital-labor ratio massively against workers. Expansion of higher education in developing countries has increased the supply of highly educated workers and allowed the emerging giants to compete with the advanced countries even in the leading edge sectors that the North-South model assigned to the North as its birthright.”

He estimated that the doubling of the global work force reduced the ratio of capital to labor in the global economy by 40 percent to 50 percent. In other words, as the supply of labour increases relative to capital, so its price—wages—must decline.

In July 2006, the Economist noted: “Last year, America’s after-tax profits rose to the highest as a proportion of GDP for 75 years; the shares of profit in the euro area and Japan are also close to their highest for at least 25 years... China’s emergence into the world economy has made labour relatively abundant and capital relatively scarce and so the relative return to capital has risen.”

The Financial Times noted on October 14, 2006 that British company profits were reported at their highest level in 2005, while median weekly earnings adjusted for inflation fell by 0.4 percent.

“It is the same story in all the rich countries of the west,” the report continued. “In a recent research note on the US economy, Goldman Sachs, the US investment bank, said: ‘As a share of GDP, profits reached an all-time high in the first quarter of 2006. Several factors have contributed to the rise in profit margins. The most important is a decline in labour’s share of national income.’”

The report cited a blunt comment from economists Stephen King and Janet Henry of HSBC Global Research: “Globalisation isn’t just a story about a rising number of export markets for western producers. Rather, it’s a story about massive waves of income redistribution, from rich labour to poor labour, from labour as a whole to capital, from workers to consumers and from energy users towards energy producers. This is a story about winners and losers, not a fable about economic growth.”

But the decline in the share of wages is not the only way in which profits have been boosted. Not only has the entry of China into the world market resulted in the cheapening of consumption goods, there has also been a reduction in the cost of industrial equipment. That is, in terms of the categories of Marxist political economy, not only has the rate of exploitation increased, due to the lowering of the value of labour power, but the organic composition of capital has tended to fall because of the cheapening of constant capital, thereby tending to lift the average rate of profit across the capitalist economy as a whole.
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What are the implications of this analysis for the development of our perspective?

Does the development of an upswing in the curve of capitalist development since 1992 mean that socialist revolution is put off the agenda, at least for the foreseeable future if not indefinitely?

Or, on the other hand, does the very development of this upswing introduce new tensions and contradictions into the world capitalist system which are laying the objective foundations for a new period of political upheavals and revolutionary struggles?

Let us begin our analysis of this question by noting at the outset that an upswing in the curve of capitalist development does not rule out social revolution. On the contrary, the First World War of 1914 and the Russian Revolution of 1917 came at the end of an upswing in the capitalist curve which had begun in the middle of the 1890s. At the beginning of those processes, Eduard Bernstein had noted the changes in the economy and concluded that revolution was no longer a valid perspective and that socialism would come about only through a series of reforms. How wrong that perspective turned out to be.

Likewise, the upsurge of the working class in the period 1968-75, which, under different leadership, could most certainly have led to social revolution, came after the longest upswing in the history of world capitalism. It erupted, as we noted earlier, right at the point where the theoreticians of the New Left, such as Marcuse, had concluded that the working class had been so thoroughly integrated into the capitalist order, at least in the advanced capitalist countries, that it was no longer capable of playing a revolutionary role. That perspective also proved to be utterly bankrupt.

Having said that, our task here is not to engage in some kind of phrase-mongering or simply to put a plus where others place a minus, but to undertake a sober assessment of the changes in objective conditions which have taken place, examine their implications and prepare for the political developments to which they will give rise.

In analysing the prospects for the struggle for socialism, we must examine what Trotsky once referred to as capitalist equilibrium. Capitalism, he noted, produces an equilibrium, disrupts it, then restores it anew in order to disrupt it again. He pointed to three key components: economic processes, class relations and relations between the capitalist states. Let us examine each of these in turn, separating them here for the purpose of analysis, but remembering that they react and interact with each other.

In the economic sphere, it is clear that the expansion over the past 15 years has produced a highly unstable situation—accelerated economic growth in some regions, albeit on unstable foundations, as in the case of China, coupled with far-reaching changes in the economic structure of the most advanced capitalist countries.

America, still the most powerful capitalist nation and the largest single market, has run up such large balance of payments deficits that it is dependent on an inflow of 75 percent of the savings of the rest of the world in order to sustain them. For the past 15 years, 20 if we go back to the stock market collapse of 1987, the American economy has been sustained through the creation of a series of asset bubbles. This has now reached the stage where there are serious threats to the stability of the financial system.

The restructuring which started in the 1980s and which accelerated by means of the processes of globalisation from the 1990s to the present day has changed the physiognomy of American capitalism.

The rise of American capitalism in the twentieth century was associated above all with the dominance of its manufacturing industry. By the end of the twentieth century, however, the finance, insurance and real estate (FIRE) sector comprised 20 percent of the US economy, compared to 14.5 percent for manufacturing.

In his book American Theocracy, Kevin Phillips writes: “Financial-sector profits shot past those of manufacturing in the mid-1990s, thereafter moving farther ahead. By 2004 financial firms boasted nearly 40 percent of all US profits. The financial sector commanded a quarter of America’s stock market capitalization that year, up from just 6 percent in 1980 and 11 percent in 1990. Historically, this transformation is as momentous as the emergence of railroads, iron and steel and the displacement of agriculture during the decades after the Civil War” (Kevin Phillips, American Theocracy, Penguin, 2006, pp. 265-266).

These vast changes in the American economy have not simply meant the ascendancy of finance vis-à-vis manufacturing industry, but have involved profound changes in the way the financial system itself has operated.

During the post-war boom, finance capital in the United States accumulated profit through the provision of loans to industry and other forms of commercial banking, as well as providing home loans according to the 3-6-3 model. That is, there was a fairly direct relationship between the extraction of surplus value and the appropriation of a portion of that surplus value by finance capital. Now there are very different mechanisms in place. The profits of finance capital do not so much involve a direct appropriation of surplus value as they are accumulated through changes in asset values—that is, by operations in financial markets.

What brought about this change? In a nutshell, the downturn in the rate of profit in the 1970s and the failure of profit rates to sufficiently recover in the 1980s. In other words, the downswing in the capitalist curve not only brought about changes in the structure of industry and an offensive against the working class, but also the restructuring of finance capital.

A recent study outlines these processes as follows:

“Following the decline in the earnings of commercial banks in the United States in the 1980s, regulations limiting banks to deposit-taking and short-term lending were relaxed to allow a wider range of capital market activities, in particular, the creation of affiliates not previously engaged in these activities.”

The author notes that Section 20 of the Glass-Steagall Act of 1933 had prevented such involvement, but through the 1980s these provisions were relaxed.

“Thus, the banking system that emerged from the 1980s real estate crisis no longer primarily served business lending, nor was it primarily dependent on net interest margins for its income. Rather, the system was based on the ability of the banks’ proprietary trading desks to generate profits and on... affiliates to produce fee and commission income...

“This system has produced a new set of bank operations now known as ‘originate and distribute,’ in which the banks seeks to maximize its fee and commission income from originating assets, managing those assets in off-balance-sheet affiliate structures, underwriting the primary distribution of securities collateralized with these assets and servicing them” (Jan Kregel Minsky, “Cushions of Safety,” Levy Institute Public Policy Brief No. 93, 2008, pp. 10-11).

In this model, the bank makes its profits from its ability to sell the asset it has originated, not from holding that asset in its loan portfolio and securing profits from the interest margin—the difference between the interest on the money it borrows and that charged on the loans it makes.

In the “originate and distribute” system, the amount of lending is determined by the ability to distribute the debts—that is, by the demand of the financial markets for securitised loans. Under low interest rates that demand remained high, with the pressure coming from financial markets for new, and riskier, lending.

The low interest rate regime which was so crucial to this process depended, in turn, on the continuation of low inflation, even in the face of expanding credit. This was made possible through the incorporation of China, India and the former Stalinist regimes into the world market.

Now there are clear signs that this low inflation regime is coming to an end, and this poses major problems for the administration of economic policy.

The favoured method of former Fed chairman Alan Greenspan in countering recessionary tendencies and the fallout from financial crises was to reduce interest rates and fire up the financial markets. But increases in inflation now pose major problems.

On the one hand, as Fed Chairman Bernanke indicated in his speech on January 10, the Fed stands ready to do whatever is necessary to try to counter recession. But on the other hand, inflationary pressures are increasing and any tendency for “inflation expectations to become unmoored” could “greatly complicate the task of sustaining price stability and reduce the central bank’s policy flexibility to counter shortfalls in growth in the future.”

This is not a short-term problem. In his recent autobiography, Greenspan explained that he was very fortunate during his term because the deflationary impact resulting from the incorporation of China into the world market meant that he did not have to worry about the inflationary impact of interest cuts. But in subsequent interviews he made clear that his successors may not be so fortunate, because cost and inflationary pressures would inevitably start to rise.

It is clear that on the economic front there are major factors tending to break up the relative equilibrium of the past period. The contradictions which confront those in charge of monetary policy may well be a sign that the boost to profit rates provided by the lowering of labour and capital costs over the past 15 years is lessening and the capitalist upswing is coming to an end.

The second key question is the relationships among the major capitalist powers. The upswing of the world capitalist economy, which has translated into a growth spurt since 2000, has proven to be a highly destabilising process.

The rise of China, as well as other powers such as Russia, is disrupting the old equilibrium which was established after World War II, just as in an earlier period the rise of Germany, Japan and the US at the end of the nineteenth century disrupted the equilibrium that has earlier been established by Great Britain and her empire. In that case the result was three decades of war. A new inter-state equilibrium was finally established under the aegis of the United States only in 1945. It was grounded not merely on American military might, but above all on its economic superiority. Now that economic hegemony has been eroded. One striking statistic sums it up: The American economy is the same proportion of the world economy as it was in 1940.

American imperialism now seeks to counter its loss of economic dominance and maintain its global position through military means. This is the historic significance of the eruption of US militarism, of which Iraq is merely the most bloody front in a global conflict. From the Arctic to the Middle East, Central Asia, Africa, Eastern Europe and the Balkans, there are a series of potential flashpoints where the interests of two or more capitalist powers collide.

Reviewing the history of the twentieth century it is clear that the Pax Americana established after World War II was of decisive significance in stabilising the world capitalist system after three decades of turmoil. Now the decline of American capitalism as it faces challenges from old powers and rising new ones is the most explosive factor in international relations.

There has been a major change in the economic structure of the world economy. Fifteen years ago, the G7 economies accounted for something approaching 70 percent of global economic activity (in nominal terms). Now they account for only 62 percent of economic activity, and only 43 percent on a PPP (purchasing power parity) basis.

Now let us turn to the question of class equilibrium.

The overriding feature of social life in all the advanced capitalist economies is the growth of social inequality. The figures for the United States are the most graphic, but they are not an exception. They express a general process.

As David North noted in his report to the SEP (US) aggregate meeting: “Recent studies by Edward N. Wolff of the Levy Economics Institute of Bard College document the extreme levels of social inequality in the United States. The statistics relating to the allocation of wealth and income reveal the extraordinary degree of social stratification. The top 1.0 percent of the population holds 34.3 percent of the net worth of households in the USA. The next 4.0 percent holds 24.6 percent, and the next 5.0 percent holds 12.3 percent. All in all, the richest 10 percent of the population holds just about 71 percent of the national household wealth. The next 10 percent holds just 13.4 percent of the wealth. The bottom 80 percent of American households accounts for just 15.3 percent of wealth. Those who fall in the third quintile own just 3.8 percent of the wealth. The bottom 40 percent of households possesses just 0.2 percent of wealth!

“When non-home wealth is considered, the stratification is even greater. The top 1.0 percent of households owns 42.2 percent of non-home wealth. The top 10 percent owns just under 80 percent of non-home wealth. The bottom 80 percent owns 7.5 percent of non-home wealth. The poorest 40 percent report a -1.1 percent of non-home wealth.

“Measuring income, the top 1.0 percent receives 20 percent of the total. The top 10 percent receives 45 percent of total income. The bottom 80 percent receives 41.4 percent. The poorest 40 percent accounts for just 10.1 percent of income.”

There are some other figures from this study which underscore the significance of these processes. The first years of this century have seen an explosion of household debt. Median wealth—that is, the wealth of the households in the middle—declined by 0.7 percent in the years 2001 to 2004. The only time this has happened previously is during a recession. Median non-home wealth (total wealth less home equity) fell by 27 percent from 2001 to 2004. Median income dropped by almost 7 percent from 2000 to 2003.

Taking a longer view, the average wealth of the poorest 40 percent declined by 59 percent between 1983 and 2004. Over the same period, the top 1 percent received 35 percent of the total growth in net worth, 42 percent of the total growth in non-home wealth, and 33 percent of the total increase in income. For the three middle wealth quintiles, there has been a huge increase in the debt-income ratio, from 100.3 to 141.2 percent from 2001 to 2004, and a doubling of the debt-equity ratio from 31.7 to 61.6 percent.

The financialisation of the American economy—a process which has been duplicated in other major capitalist countries—has been the central mechanism through which wealth has been transferred up the income scale. It has rested on low interest rates and the expansion of credit, which have fueled the growth of asset values and the accumulation of vast profits as a result of financial transactions. These low interest rates, in turn, have been made possible only by the deflationary impact of the integration of China and other low-cost producers into the world capitalist market.

This makes clear the connection between the growth of social inequality and the formation of a social constituency which has a direct material interest in the extension of the domination of the “free market,” under the aegis of the US, to every corner of the world.

As David North outlined in After the Slaughter: Political Lessons of the Balkan War, there is a layer in the advanced capitalist countries which has directly benefited from the eruption of imperialism and militarism. This social constituency is not a product of the Bush administration. Its origins lie further back.

Clinton alluded to the economic foundations of American militarism on the eve of the bombing of Serbia in April 1999. He said, “If we’re going to have a strong economic relationship that includes our ability to sell around the world, Europe has got to be a key... That’s what this Kosovo thing is all about.”

The New York Times foreign affairs correspondent, Thomas Friedman, put it somewhat more crudely: “The hidden hand of the market will never work without a hidden fist—McDonald’s cannot flourish without McDonnell Douglas, the builder of the F-15. And the hidden fist that keeps the world safe for Silicon Valley’s technologies is called the United States Army, Air Force, Navy and Marine Corps... Without America on duty, there will be no America Online” (New York Times Magazine, March 28, 1999).

The development of the objective processes we have outlined lays the basis for the eruption of class conflict and decisive shifts in the political orientation of the working class. All the historical and objective indices point to the onset of a new period of revolutionary struggles.

Our task is to undertake the political preparations to meet the challenges which these developments will bring. Central to this preparation is the clarification and exposure of the ideological and political mechanisms which are being developed to divert the movement of the working class, block the development of a revolutionary orientation and bring the movement back under the control of the bourgeoisie.

I want to conclude my remarks by examining some of these trends in the sphere of political economy.

The academic David Harvey has written a number of books on political economy, and his work contains important insights. But like so much of what could be called, for want of a better term, “academic Marxism,” it completely misrepresents and distorts the history of the struggle for Marxism in the working class.

In his book The New Imperialism, Harvey takes issue with what he calls the “classic view” of the Marxist left which defined wage workers as the key agent of historical change. To view the proletariat as the unique agent of historical transformation ignored social movements such as feminism and environmentalism, and this “single-minded concentration of much of the Marxist- and communist-inspired left on proletarian struggles to the exclusion of all else was a fatal mistake” (Harvey, The New Imperialism, Oxford University Press, 2004, p. 171).

In Harvey’s view this is what was responsible for the setbacks suffered after the ending of the post-war boom. The real problem was not where Harvey claims to find it, but in the leadership of the workers’ movement and the betrayals of the struggles in the period 1968 to 1975 which opened the way for the offensive of the bourgeoisie over the past 30 years.

Harvey’s analysis brings to mind that of Marcuse in an earlier period. Right at the point where the processes of global capitalist production have created a staggering increase in the proletariat—that class which, whatever type of work it performs, is separated from the means of production and receives a wage—he insists that an orientation to new social movements must be developed.

Harvey identifies a turn to the working class with the trade union struggle over wages. In fact, genuine Marxism has always opposed such conceptions, insisting that the socialist movement can be developed only on the basis of a political struggle which takes up all forms of oppression.

One need only recall Lenin’s remarks that the revolutionary leader must fight as a “tribune of the people,” who is able “to take advantage of every event, however small, in order to set forth before all his socialist convictions and his democratic demands, in order to clarify for all and everyone the world-historic significance of the struggle for the emancipation of the proletariat.” In other words, the social movement is grounded on the conception that only through the taking of political power by the working class can all the problems bequeathed to humanity by capitalism and class society begin to be resolved.

In place of such a struggle what does Harvey propose? After noting that the surge of militarism is a desperate attempt by the US to preserve its global dominance, he writes: “The only possible, albeit temporary, answer to this problem within the rules of any capitalistic mode of production is some sort of ‘New Deal’ that has a global reach. This means liberating the logic of capital circulation and accumulation from its neo-liberal chains, reformulating state power along much more interventionist and redistributive lines, curbing the speculative powers of finance capital, and decentralizing or democratically controlling the overwhelming power of oligopolies and monopolies (in particular the nefarious influence of the military-industrial complex) to dictate everything from the terms of international trade to what we see, read, and hear in the media. The effect will be to return to a more benevolent ‘New Deal’ imperialism, preferably arrived at through the sort of coalition of capitalist powers that Kautsky long ago envisaged” (David Harvey, The New Imperialism, p. 209).

“There are, of course,” he continues, “far more radical solutions lurking in the wings, but the construction of a new ‘New Deal’ led by the United States and Europe, both domestically and internationally, in the face of the overwhelming class forces and special interests ranged against it, is surely enough to fight for in the present conjuncture” (Harvey, pp. 210-211).

The depredations of finance capital and the neo-liberal “free market” doctrine have produced numerous calls for a return to regulation.

In the words of one writer, it is time to “make a strong stand” and demand the return of the visible hand, but no longer on a nation-state level—that is clearly insufficient—but on a global scale. “The time has come to establish a global social contract and work to build a world with room enough for everyone... The historical moment has come for the visible hand to take control and reorganize market relations to reintegrate them with people’s lives” (Wim Dierckxsens, The Limits of Capitalism, Zed Books, 2000, pp. 126-127).

The French political economists Dumenil and Levy, associated with the ATTAC movement, leave no doubt about their reformist political orientation, notwithstanding all their references to Marx. They insist that their analysis of the crises of capitalism at the end of the twentieth century has demonstrated “the correctness and significance of the Keynesian diagnosis: the control over the macroeconomic situation and financial institutions must not be left in private hands, that is, those of finance.”

They continue: “This Keynesian view of the history of capitalism, including its current problems, is very sensible. One can only regret that the political conditions of recent decades have not made it possible to stop the neoliberal offensive, and put to work alternative policies—a different way of managing the crisis—in the context of other social alliances...

“Should Keynes be denounced for his reformism by those who still dream of a revolutionary future?... Keynes’s work is indeed that of a reformist. His brilliantly open, but socially limited perspectives were nevertheless the only alternative to a more radical road... that we have known for decades to have gone wrong, everywhere” (Dumenil and Levy, Capital Resurgent, Harvard University Press, 2004, pp. 201, 204).

Others such as Panitch and Gindin of York University, associated with the journal Socialist Register, maintain that far from undergoing a decline, American imperialism is able to contain and manage the crises of the world capitalist order. “In China, in North America and everywhere else,” they write, “the central question for socialists remains how to develop the kind of resistance that can transform capitalism.” The fight to overthrow it is clearly off the agenda.

Naomi Klein, the radical Canadian author, explains that her latest book, entitled The Shock Doctrine, “is a challenge to the central and most cherished claims in the official story—that the triumph of deregulated capitalism has been born of freedom, that unfettered markets go hand in hand with democracy.” Rather, she argues that this “fundamentalist form of capitalism”, championed by the right-wing “free market” economist Milton Friedman and the so-called Chicago School, has been “midwifed by the most brutal forms of coercion inflicted on the collective body politic as well as on countless individual bodies” (Naomi Klein, The Shock Doctrine, Penguin, 2007, p. 18).

But Klein insists she is not arguing that “all forms of market society are inherently violent.” She writes: “It is eminently possible to have a market-based economy that requires no such brutality and demands no such ideological purity.” There can be a free market in consumer products, alongside free public health care and public schools, a large segment of the economy held in the hands of the state, laws requiring corporations to pay decent wages and respect the rights of unions, and wealth redistribution to lessen sharp inequalities.

“Keynes proposed exactly that kind of mixed, regulated economy after the Great Depression, a revolution in public policy that created the New Deal and transformations like it round the world. It was exactly that system of compromises, checks and balances that Friedman’s counterrevolution was launched to methodically dismantle in country after country” (Klein, p. 20).

In an interview on her book, Klein made clear that she advocated a Keynesian “mixed economy” because she was a “realist.”

But there is nothing more unrealistic than the notion that it is possible to turn back the wheel of history and reinvent a twenty-first century version of the post-war boom.

First of all, the advocates of such a proposal ignore the fact that the boom did not arise because of Keynesian policies, but was bound up with vast changes in the structure of world capitalism, resulting, not least, from the violence and destruction wrought by World War II. And with the collapse of the boom—a result of objective processes—Keynesian measures were unable to alleviate the ensuing crisis. In some ways they worsened it, and thereby provided a social base in sections of the middle class for the offensive against the workers’ movement.

Secondly, even if a significant movement for social reform developed along the lines proposed by Klein and the other advocates of Keynesianism, it would very quickly run up against an entrenched a ruling elite determined to use all measures to defend its interests.

The proponents of such policies claim to be realists in opposition to the Marxists who insist that the only way forward is the mobilisation of the working class in a political struggle against the capitalist order and who undertake the fight for social consciousness on the basis of this perspective.

In fact, they follow the same procedure as the radicals criticised by Marx more than 150 years ago. That is, rather than examining objective processes and developments, and drawing out the necessary political program from such an examination, they work out a series of measures most convenient and most comfortable for them, and then proclaim that these measures are a universal solution.

The perspective of world socialist revolution and the reorganisation of world economy is not some distant perspective. An examination of the logic of objective economic processes and tendencies demonstrates that it is the only viable basis on which the working class and the mass of humanity can confront the deepening crisis of the global capitalist order and the catastrophes it is producing. Our task over the next five days is to undertake an important theoretical and political clarification in order to develop the political consciousness needed to take this struggle forward.
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