Dr. Dorene Isenberg's class / Dr. J. Devine / Oct. 9, 2008

Origins of Great Depression II – Dr. Dorene Isenberg's class
I. Two goals: 
A. Explain one Marxian perspective on macroeconomic issues, including crises.

i) My approach also includes insights from John Maynard Keynes, Hyman Minsky, and James Devine. 

B. Apply it to the specific case of the origins of the Great Collapse of the early 1930s.

i) I’m not proving anything: 
ii) rather, it’s an interpretation of what happened. 
II. The basic theory: summary.

A. Capitalism’s normal operations involve a basic drive to accumulate wealth, resulting from an effort to increase individual capitalists’ wealth and power.
i) This drives the capitalist economy forward.

ii) Consumer spending and the total market economy (GDP) is dragged along behind.

B. This typically leads to over-shooting if persistent.

i) The exact details of this over-shooting and its results depend on the real-world historical context in which it happens.

ii) So to understand an historical event like the Great Depression II, we need to avoid being abstract: historical context is crucial.
(a) In some situations, such as the 1960s in the U.S., over-shooting can raise wage costs, squeezing profits on the supply side.

(b) In others, such as the 1920s in the U.S., over-shooting might continue despite slow growth of consumer demand, but the economy becomes increasingly prone to collapse.
C. Over-shooting usually leads to recession.
i) This turn can create barriers to further accumulation.

(a) These can lead to persistent stagnation, but doesn’t always have that effect.
(b) It depends on the degree of imbalances that the prosperity phase ends up creating. 
ii) Imbalances include factors that block new accumulation, such as:
(a) Relatively high wages compared to labor productivity and high raw materials prices (1970s) or

(b) Debt, unused capacity, pessimistic expectations (1930s).
III. In detail: expansion or prosperity.

A. Accumulation involves using profits (internal and/or borrowed funds), to expand.
i) My emphasis is on investment in fixed capital, which increases the capacity of the economy to produce and can be a barrier to further accumulation.
B. Competition drives each capitalist to expand (if possible) in order to keep up, to avoid falling behind and leaving the class (to become small businesses or even bankrupt).
i) It’s like an athletic competition: if athlete A takes steroids, that gives him over athlete B, imposing a cost on the latter.

ii) So athlete B has an incentive to take steroids.

iii) They continue to fight for the advantage, with no major change in relative rankings (for a bunch of athletes).
iv) Entry of new talent (small businesses) keeps this kind of competition roiling. 
C. Tensions internal to a capitalist firm are easier to handle if it expanding, 

i) creating new positions or 

ii) moving to new lines of business or new geographic areas that compete with the existing employees.

D. The expansion of credit by the financial system allows this accumulation to go faster.

i) It’s not just financial markets that get into frenzied “bubbles.” 
(a) The real economy can too, as with real-estate bubbles and the dot.com mania of the 1990s.
(b) The housing bubble of the 2000s had a real component, i.e., excessive construction of new housing.
ii) But this occurs only with elastic supply of credit; financial markets help the economy over-shoot. 
E. This expansion process pulls up the whole economy, raising financial markets, consumer spending, GDP, employment, and the like.

F. Of course, what actually happens depends on other factors in the economy, including:
i) Government spending & taxing.

ii) Exports & imports.

iii) The specifics of the credit system.

iv) The supply side, especially labor-power markets.

IV. The peak and recession: over-shooting in the 1960s (a contrast).
A. As noted, effects of manic expansion leads to different kinds of results, depending on historical conditions.
B. In contrast: during the 1960s, we saw what I call a “strong labor” economy.

i) This means that abundant growth pulled up wages, hurting profits toward the end.

(a) Prosperity was pretty general, helping most sectors.

(b) Raw material prices were also pulled up, setting the stage for the oil-price crisis of the 1970s.

ii) Usually, this would cause a recession, which would eventually depress wages and raw-material prices, restoring profits.

iii) But Vietnam war spending prevented recession, encouraging a persistent squeeze on profits and inflation and a significant recession. 
iv) There were two major imbalance created by the 1960s prosperity:

(a) Depressed profit rates, especially compared to the 1960s.

(b) A serious inflationary hangover.
V. The prosperity and peak during the 1920s were very different.
A. There was a major sector of the economy that was already depressed: the farm sector along with other primary production.
i) This was hurting the agriculture-based banking sector, which had troubles during most of the 1920s.
ii) Farm troubles encouraged international protectionism (such as the Smoot-Hawley tariff of 1930).

B. Unlike in the 1960s, much of the world economy was in a shaky condition, growing slowly, even before 1929.

i) The “prosperity” seen during the 1920s was focused to a large extent in the urban sector of the U.S.

ii) When that sector collapsed, it pulled the rest of the world down. 
iii) Then, this world collapse fed back into the U.S. urban sector.

C. The U.S. urban sector was a “weak labor” economy (a lot like what we have now for the whole economy).
i) Wages lagged behind growth, so that prosperity was unequally distributed and profitability boomed.

ii) This meant that mass consumption spending lagged.

iii) But rising profitability encouraged increased fixed investment, pulling the economy forward: profit-led growth.
D. Laissez-faire finance allowed abundant creation of credit, which allowed investment to expand. 

E. Problems with this kind of expansion: 
i) fixed investment is less stable than mass consumption spending, so the economy becomes increasingly prone to fluctuations, including recession.
ii) Fixed investment also raises the economy’s ability to produce, so that mass consumption falls behind more.
(a) More & more fixed investment is needed to fill the gap.

iii) Since much of it was based on credit expansion, debt also accumulated, though this did not become a big problem until the 1930s. 
(a) It wasn’t the corporate sector – the leader of the over-shooting process – that accumulated debt.

(b) Instead it was farmers (as usual!) and urban consumers, who were offered consumer credit in a big way for the first time. 
F. Other kinds of spending could fill the gap, but they’re unstable too, falling steeply in recession. 
i) Credit-based consumption by workers has the problem of being based on credit.
(a) The 1920s was the period when extension of credit for consumption became widespread.

(b) The extension of credit doesn’t last forever as bills accumulate.
ii) Luxury spending by richer folks can help, but is easy to cut when needed. 
iii) In the 1920s, export growth were not an available substitute for mass consumption, because of the generally slow growth during this period.

G. The government played a minor role in the economy, following the laissez-faire (pro-business) philosophy.

VI. The Recession & Collapse. 

A. The stock market collapse of 1929, along with international events, encouraged a recession that was “waiting to happen” given the increasing instability of the economy.

B. Both fixed investment and consumption fell, encouraging each other in this fall (a multiplier/accelerator interaction).
C. The Federal government and its agencies were not opposed to recessions, and so allowed the 1929 recession to turn into a depression.

i) The Federal government raised taxes while futilely hoping to raise expectations.

ii) The Federal Reserve wanted liquidation.

(a) They thought that the recession was a lot like the steep one that happened in 1920-21, which was temporary. 

(b) Recessions were seen as good, as purging imbalances from the economy.

· “Liquidate labor, liquidate stocks, liquidate farmers.” – Andrew Mellon, Secretary of the Treasury and on the Fed’s board.
(c) And they wanted to keep the US$ hooked to gold at a constant exchange rate, which required higher interest rates.

D. As mentioned, the international situation was also very different.

i) The U.S. was not the major power on the world capitalist scene, involved in big wars like the one in Vietnam. 

ii) It was more a matter of a bunch of different capitalist nations competing for power, on both the military and the international-trade levels.

(a) Military competition set the stage for World War I (and later for World War II).

(b) Trade competition turned into a trade war when the US economy turned down and responded to hard times by raising tariffs (Hawley-Smoot). 

· This made matters even worse, all around the world. 

VII. The aftermath of the recession.
A. The frantic boom of the 1920s left the US and the world with severe barriers to recovery.
i) Excessive debt, 
(a) which became more excessive as (money) incomes fell in the recession, making it hard to pay off, encouraging bankruptcies.
· Corporate debt blocked accumulation, becoming worse as profits fell (due to inadequate sales). 
· Individual debt prevented expanded consumption.
(b) Problems with debtors made the banks’ problems worse, encouraging the farming bank problems to metastasize to the entire banking system, which led to a slashing of new credit. 
(c) Irving Fisher: debt deflation. 
ii) Unused production capacity: 
(a) what’s the point of investing in more fixed capital if you already have unused factories?
iii) Pessimistic expectations. 
B. These three interacted with each other, encouraging depression.
i) Instead of accumulation, businesses strove to cut wages, which made the aggregate demand problem even worse. 
ii) Large restrictions on foreign trade. 
C. The FDR administration didn’t really change government policies to make things betters
i) Instead, it avoided making matters worse.
ii) They did expand employment, but succumbed to the economic orthodoxy in 1937, causing a recession within the depression.
D. So the depression lasted until World War II saved the U.S. economy. 
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