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Preface
DYNAMICS OF T U R B U L E N C E

The evolution of the advanced capitalist economies since World War I I naturally
divides itself into two roughly equal parts, each about a quarter-century in length:
a period of prosperity from the later 1940s to 1973 and an era of slowed growth and

increasing economic turbulence from 1973 onwards, marked by deeper recessions
and the return of devastating financial crises absent since the Great Depression. The
objective of

The Economics of Global Turbulence is to

offer a unified interpretation of

this trajectory: the historic postwar boom, the transition from boom to downturn
that took place between the mid 1960s and the mid 1970s, and the long slowdown
that followed. It is, above all, the long downturn-the extraordinarily extended
phase of reduced economic dynamism and

declining

economic performance, per

sisting through the end of the old millennium and into the new-that this work seeks

to explain.

Theory and History
The difficulty of providing a systematic account of the evolution of postwar devel
opment is self-evident. At its core, the problem is to provide a consistent framework
that can cope at once with major shifts over time in the system as a whole-a series

of phases, differing one from another in their patterns of growth-and with regional
variation-the main poles of accumulation, diverging from one another in their
political economies. What is needed is to integrate theory and comparative history,

nn imposing task. The job is made all the harder by the paucity of already existing

n counts, an insufficiency exacerbated by the default of orthodox economics. The

due to its lack

lntter barely recognizes the problem and is, in any case, ill-suited for confronting it
of a theory of capital accumulation. The major existing alternative,

which initially had orthodox and heterodox versions, finds the source of the shift

from long boom to long downturn in the increased power of and pressure from
lnbour exerted against capital, itself the result in part of the long extension of the
postwar economic upturn.1 But, with the benefit of hindsight, this thesis would

l"ll'l!rn

to have been definitively undermined by the failure of the decisive weakening

economic

of labour vis-a-vis capital during the 1970s and 1980s to bring about the restoration
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PREFACE

My way into the problem of providing a theoretical-cum-comparative historical
account of the postwar economy is through an analysis of the path of profitability.
The realized rate of profit is the direct measure of firms' ability to derive surpluses
from their plant, equipment, and software. It is also the best available predictor of

the rate of return that firms can expect on their new investment. As a result, the rate
of profit is the fundamental determinant of the rate at which the economy's con
stituent firms will accumulate capital and expand employment, therefore of its
output, productivity and wage growth, and, in tum, of the increase of its aggregate
demand, both investment and consumer. From this point of departure, an initial
account immediately follows. What made possible the inauguration and long per
petuation of the postwar boom in the US, Europe, and Japan was the achievement,
over the period between the late 1930s and late 1940s, of elevated rates of profit and
their maintenance during the following two decades. What brought the postwar
boom to an end was the sharp fall in profitability for the advanced capitalist
economies taken individually and together between 1965 and 1973, focused on the
manufacturing sector but extending to the private economy as a whole, beginning
in the US but soon encompassing Western Europe and Japan. The reason that, as of
2000, there had been no clear revival of the global economy is that there had been
no decisive recovery of the profit rate system-wide, or in the US, Western Europe,
or Japan considered separately. The challenge posed by these results is, of course,
to account for the pattern of profitability itself-both for the system as a whole and
for its various regional and national components-and to show how that pattern
illuminates the actual history of postwar economic development-again at the levels

of this book.

both of th global economy and of its constituent parts. To respond to that challenge
is, s i mply stat d, the project

th

My int rpr t t i n pro eeds, in schematic terms, at three interrelated levels. At

b ttom lev J , so to speak, I offer a mechanism that can account for a tendency

f r th

rat

f profi t to fall. This takes as its starting point the anarchy and the com

p t i t i v n ss of capitalist production. These require individual capitals to cut costs

in order to survive by introducing fixed capital embodying ever more efficient tech
nology, but to do so not only without reference to the reproductive requirements of
other capitals, but by threatening their profits and indeed their very existence. The
outcome in aggregate is, on the one hand, to bring about the unprecedented devel
opment of the productive forces. But it is, on the other hand, to prevent firms with
higher-cost methods of production frozen in their already-existing plant, equipment,
and software from realizing their fixed capital investments. This manifests itself in
over-capacity and, in tum, reduced profitability.

In order to bring to bear the abstract account of a tendency for the profit rate to

fall on the concrete trajectory of postwar economic evolution, I forge an intermediate
conceptual link between them. Also built upon the dynamics of fixed capital, this
conceptualization provides a rationale for expecting capitalist expansion to take the
form of uneven development, as a consequence of the interaction between, on the
one hand, an early-developing bloc of capital that initially is technologically and

socio-economically more advanced, as well as politically dominant, and, on th other
hand, later-developing blo s of apital th t r t fir t t hn I gi II
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developed regions. The point of departure is the proposition that investment tends
to occur in waves, or blocs, of interrelated placements of fixed capital, their con
stituent elements embodying technologies of roughly the same vintage. The outcome
is a hypothetical pattern of development as follows: the early-developing bloc of
capital tends, for an extended period, to dominate its own markets, discouraging
challengers; the newly emerging blocs of capital, repelled by the earlier bloc from
its markets, end up profiting by means of developing new regions and exploiting
new labour forces to an important degree in separation from the earlier developer;
and, finally, the capitals of the later-developing blocs increasingly challenge those
of the earlier-developing bloc by combining lower-cost inputs and equal or more
advanced technology, making for an intensification of inter-capitalist competition
that undermines the ability of large masses of fixed capital investments to realize
themselves, leading to the onset of over-capacity and declining rates of profit.
The ultimate point of this conceptual framework is, of course, to make possible
the construction of a convincing narrative of international economic evolution since
World War II. What I argue is that, during the first postwar quarter-century, the
economic history of the advanced capitalist countries traced a pattern of uneven
development leading eventually to falling rates of profit across their economies that
resulted from the inability to valorize great blocs of fixed capital, along the lines just
sketched. The reproduction of high rates of profit and economic prosperity was long
made possible by a powerful symbiosis, underwritten by the US state, between an
·

arlier-developing bloc of capital in the US--characterized by technological leader

ship, more advanced socio-economic evolution, and the hegemonic position
internationally of its state and capitalist class-and later-developing blocs of capital
in Western Europe and Japan-marked by technological followership, retarded
socio-economic evolution, and the hegemonized position of the associated states and
apitalist classes-which developed at first largely in separation from the earlier
developing one. The later-developing blocs secured their dynamism in the last
instance by means of a mercantilist orientation toward manufacturing exports made

1 ossible by their statism and organized capitalisms; the earlier-developing bloc

1 hieved its vibrancy by means of a free market, globalizing orientation toward

foreign direct investment and financial internationalization, made possible by the
international predominance of its state, not to say its militarism cum imperialism.
But the extension and deepening of this very syndrome ultimately proved self
undermining. Between 1965 and 1973, producers from the earlier- and later
developing blocs ultimately entered into intensified international competition
which, by bringing about stepped-up downward pressure on prices, made it impos

f<ible for large swathes of already existing fixed capitals to valorize themselves. The

l'nsuing over-capacity made for sharply falling profitability system-wide, focused
on the international manufacturing sector but also engulfing the private economies
of the US, Western Europe and Japan, individually and in aggregate. The outcome
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PREFACE

governments, throughout the advanced capitalist world engaged in an ever more
self-conscious, systematic, and all-encompassing effort to restore their profit rates by
means both of the obsessive reduction of costs, above all direct and indirect labour
costs, and the transformation of their ways of doing business. They detonated an ever
more vicious assault on the organizations of the working class, so as to force down
the growth and, in some cases, the level of compensation and social services. They
sought to neoliberalize the global economy by deregulating commodity and labour
markets, p ri v a ti z i n g state enterprises, and freeing up the formerly repressed finan
cial s ctor, while seeking to force open markets for commodities, foreign direct

i n v stment, financial services, and short-term capital throughout the less developed

countries. They shifted capital out of high-cost, low- profit manufacturing lines, espe
cial ly into financial services, and turned increasingly to speculation. They stepped up
foreign direct investment for the purpose of relocating manufacturing in selected
regions of what had been the Third World in order to combine low-cost but increas
ingly skilled and well-educated labour with the best possible techniques, while
meanwhile seeking to profit throughout much of the global South by means of the
rapid inflow and outflow of hot money to and from newly freed-up markets in
financial assets. In fact, all of these interrelated measures of cost reduction, neo
liberalization, and globalization-unleashed with ever-increasing intensity from the
start of the 1970s by the advanced capitalist economies--constituted little more or
less than an ever more frenzied attempt to cope with the pervasive and persistent
problem of reduced profitability. But the overriding fact remains that far from

r storing

f 20

dv n

onomic dynamism, these measures failed to prevent the performance of
d pi t list on mi s from worsening as time went on. As a consequence,

1

·

· f this t xt, s w ll as th A fterword, I seek to elucidate these
1 in th un xp t d p r s i sten ce of the long downturn by focusing
ount for, wh a t I believe to be the fundamental source of
n, d tt m J tit g t
th 1 robl m-th fa ilure of private sec to r profitability to recover in the advanced
apitalist e on omi es, resulting, in the first instance, from the paradoxical long-term
th

11 11

1

,

the

w n t urn r m a ined v ery far from overcome.

n

e

persistence of chronic over-capacity in international manufacturing. This I attempt

to accomplish by elaborating and extending the framework I advanced to account
for the long boom and the onset of the long downturn, focused upon the inter-related
dynamics of fixed capital and uneven development. This has two aspects, a demand
side and a supply side. On the one hand, in response to falling profit rates, firms

were obliged to slow the growth of investment and employment, while seeking to
reduce the growth and level of their costs, particularly labour costs, in the multifar
ious ways indicated above. The outcome, in the face of the persistent failure of
profitability to recover, was a chronic and worsening problem of investment, con

sumer, government, and therefore aggregate demand. On the other hand, contrary

to expectations, the great firms of the advanced capitalist world sought only tardily
and with the greatest reluctance to respond to their profitability problems by with

drawing their capital stock from oversubscribed lines of production. Instead, th ey

by impr v i n g th i r
w r b l , v n i n th
ft r 1'1 th r r I 1 f
t
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defended their positions in the world market as long as p sibl
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Southeast Asian Little Tigers, to the Chinese behemoth- extended ever further the
processes of uneven development that had set off the long downturn by succeeding
in exploiting the potential advantages of coming late in much the same manner as
had their Western European and Japanese predecessors. Proceeding up the techno
logical ladder with unprecedented speed, especially by means of ever-deepening
regional integration made possible by accelerating foreign direct investment as well
as by trade, they rained down ever greater torrents of increasingly sophisticated
manufacturing products on already over-supplied world markets, increasing still
further the stress on world manufacturing profit rates.
Nevertheless, the intensification of over-capacity in world manufacturing
markets (which resulted from both the unexpected persistence of incumbents from

the advanced capitalist world and the unprecedented ingress of entrants from the
developing world, especially East Asia) in the face of a deepening problem of insuf
ficient aggregate demand (which resulted from universal cost-cutting and the
slowdown of investment and job creation consequent upon the decline of prof
itability) did not lead, as might otherwise have been expected, to a large-scale
shakeout of high-cost, low-profit means of production by making for serious reces
sion or depression. This was because the governments of the advanced capitalist
world, led to an ever-increasing extent by the US, made sure that titanic volumes of
credit were made available, through ever more varied channels, direct and indirect,
both public and private, to firms and households to soak up the surplus of supply
over demand, especially in the wake of the serious cyclical downturns that period
i ally threatened stability. Rather than system-shaking crisis, we therefore witnessed

the continuation, stretching over three decades, of persistently reduced rates of profit

that made for ever-decreasing economic vitality on a global scale, along with ever
more destructive asset price bubbles and financial implosions, and increasingly
severe cyclical downturns. The upshot was the predicament facing the world
l�

onomy as it entered the new millennium: namely, the still further continuation of

the long downturn against a background of over-supplied lines of production, decel

l:rating aggregate demand, and a mountain of over-priced paper assets, all made

F ossible by the accumulation of private and public debt at unprecedented speed and

nt historic levels.2 (See p.

7, Figure 0.3; p. 8, Figure 0.4; p. 304, Figure 15.6.)

The Long Downturn: An Enduring Problem

With the exception of the Afterword, the text published here was completed at the

height of both the New Economy boom and the East Asian financial crisis of 1997-98.
ll interpreted the accompanying global turbulence as a tell-tale sign that the inter

not ional economy had still failed to transcend the long downturn. It insisted that,

h••neath the glossy surface of the 'Fabulous Decade', the foundations on which the

global system was developing remained rickety. It concluded that 'Redundant pro
du t ion would for still another time undermine the gains from trade, and

mr

11

•

p t ition would end up trumping complementarity,' with the consequence that

·'I

r

ting supply of world exports in the face of shrinking markets 'would

2
Th N<> r11um�nl" h Vl.l pruvok�d '"'"ld�r blc dl�cu••lun ond debot . S c esp ially the two special
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undercut [profits] and thereby the recovery, in this way cutting short a system-wide
secular upturn and risking a serious new turn downward of the world economy'.
Economic developments since that time have, I believe, largely vindicated its basic
approach. The long downturn has continued, extending itself into the opening years
of the twenty-first century. It has done so largely as a consequence of the paradox
ical persistence of chronic over-capacity in the international manufacturing sector,
which has been mainly responsible for the persistence of reduced profit rates in man
ufacturing and, in tum, the overall private economies of the advanced capitalist
economies. Secularly reduced profit rates have themselves been largely responsible
for the secularly reduced GDP, investment, productivity, and wage growth that have
prevailed since the 1970s. It is in the context of the perpetuation of the long down
tum-and the ongoing problem of manufacturing over-capacity and reduced
manufacturing and private sector profitability-that one should, I would argue,
interpret the frenetic boom and stock-market bubble of the second half of the 1990s,
the equity price crash and deep recession of 2000-1, and the so far weak and precar
ious cyclical recovery that has ensued.3
Nevertheless, the standard intellectual response to the problem of the long down
tum has not been to provide alternative accounts, but rather, explicitly or implicitly,
to deny its very existence. Business and government publicists have contended that,
since the start of the 1980s, the deregulation of industry has led to accelerated inno
vation; the freeing up of financial markets has brought cheaper and more efficient
allo ation of capital; the destruction of unions has made for more flexible labour
mark t ; th r d u tion of taxation has created increasing incentives at the margin
t h t i n v t nd t o labour; and the weakening of state intervention has unfettered
n equence, far from continuing to sputter, the economy
ntr r n u r hlp.
v r-in r asingvital ity, ulminating in the marvel of the New Economy
h
th
I t r
1990s. Mor
sober economists and economic
v sought to deny not the reality of reduced dynamism and slowed
growth, but ra t h r the need to offer any special explanation for it. From their point
of view, the long period of weakened economic performance manifests a kind of
return to equilibrium-to standard, and indeed quite respectable, growth-after
what they view as the unique experience of the postwar boom. What really needs
to be explained, they contend, is the economy's unprecedented dynamism during
the first postwar quarter-century, attributable in their eyes to the unusual build-up
of pent-up technological capacity during the crisis-bound inter-war period. This,
they insist, was exhausted during the long postwar upturn, bringing about a recur
rence of normality after 1973.4 In fact, neither of these views remotely corresponds
to the economy's actual trajectory during the past three decades.
The contention, so dear to the hearts of business advocates and neoliberal politi
cians, as well as some neoclassical economists, that the turn to ever-freer markets
and ever-deeper austerity must bring, and has brought, ever-greater economic
vigour is in defiance of the evidence. The fact is that, for the advanced capitalist
economies (the US, the EU, and Japan) taken singly or together, economic perform-
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ance has worsened, business cycle by business cycle, since the end of the postwar
boom in terms of all of the main macroeconomic indicators: the growth of GDP,
capital stock, labour productivity, and real compensation. Economic performance
was less good during the 1990s than the 1980s, which lagged the 1970s, which was,
of course, far worse than the economic performance of the 1950s and 1960s.5 This
even as neoliberal economic policy, highlighted by balanced budgets and the pre
eminence of central banks, came to govern the economy in ever-purer form.
As to the US, site of a supposed stock-market-driven high-tech miracle that
enabled it to break beyond the secular stagnation that continued to weigh down its
less agile counterparts in Europe and Japan, economic performance during the first
half of the 1990s was worse than in any other five-year period during the whole
postwar era. The unquestionable economic acceleration of the second half of the
1990s did raise the figures for the decade as a whole above those of the 1980s, but
was itself obliged to depend in large part on the enormous fillip to both consump
tion and investment provided by the wealth effect of the historic and ill-fated
stock-market bubble of those years. That wealth effect was responsible for no less
than one-quarter of total GDP increase between 1995 and 2000, which, without it,
would have averaged a mediocre 3 per cent rather than 4 per cent. Even with it, the
US economy did no better in the 1990s than in the much-maligned 1970s. Indeed, in
thefive supposedly miraculous years between 1995 and 2000, US economic perform
ance, in terms of the main macroeconomic indicators, was not better than in the
twenty-five years between 1948 and 1973, when state intervention and regulation,
trade union power, the repression of finance, and taxation of corporations were all
at their greatest, ostensibly fettering economic performance.6
Nor, despite the near-universal impression to the contrary, was the US's perform
ance in this period clearly superior to that of its main overseas rivals in terms of the
ultimate criterion, the growth of productivity. It must be stressed that, over the course
of the long downturn, the overall economic performance of Germany and Western
Europe more generally, as well as Japan, deteriorated in relative terms even more pro
foundly than that of the US. Yet the fact remains that, between 1993 and 2003, the
European Union as a whole (including Spain, Greece, and Portugal) achieved a slightly
higher rate of growth of GDP per hour than did the US, at 1.8 per cent versus 1.6 per
cent? By the end of this period, moreover, it had pretty much closed the enormous
historic productivity gap between itself and the US, its aggregate level of GDP per
hour in 2003 being just 5 per cent below that of the US. By this latter date, levels of
CDP per hour in Germany, France, and Italy had all climbed slightly above that of the
US (between 1 per cent and 3 per cent), while those of the Netherlands, Belgium,
Luxemburg, and Norway had risen substantially higher (between 6 and 31 per cent).8
Nor can lagging economic performance in the US and throughout the advanced
copitalist economies since 1973 be explained away as an optical illusion resulting from
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the misleading vantage point of the ostensibly aberrant immediate postwar decades.
The postwar golden age in the US was, in historical terms, unquestionably impres
sive, but it was not in a league of its own, as is evident when compared to the previous
long upturn, between 1890 and 1913. The growth of labour productivity, of per capita
income, and of real wages was higher in the boom after World War II than that before
World War I, although not by all that much. On the other hand, the growth of GDP
and of investment proceeded as rapidly or more so in the latter epoch than the former.
The long boom from 1950 through 1973 thus surpassed the long expansion from 1890
through 1913, but it remains reasonable to group them together.
By contrast, the long downturn after 1973 can be clearly and properly identified
as such, because its economic performance was so weak, compared not only to that
of the post-World War II boom but also to the pre-World War I long boom. It fell
palpably short of both of these long expansions with respect to virtually all of the
main macroeconomic indicators. The long downturn is precisely that ... and, lasting
through the end of the millennium, far too extended to be passed off as just another
down phase of the latest Kondratieff cycle (leaving aside the vexed question of their
existence).9
Did the onset of slowed growth reflect the using up of technological potential, which
had reached unprecedented heights as a consequence of the long drought of invest
ment during the Great Depression and which endowed the economy of the first
postwar decades with exceptional dynamism? This appears to be the reigning ortho
doxy among macroeconomists, but it is impossible to justify in terms of the actual
tr nds of pr oduc tivi ty.10 There was, in the first place, no exhaustion whatsoever of
t hnological potential in the manufacturing sector. After maintaining roughly the
sam 3.1 r nt J v I from 1 938 through 1973 and then falling off briefly in the 1970s,
m nufa t u ring producti v ity actually accelerated from 1980 onwards, achieving during
th ] 990s th h.igh st rate of growth for any ten-year period during the postwar epoch.
In any case, were the trajectory of productivity expressive of the using up of a tech
n olog i ca l backlog, one would expect it to have followed a path of gradual, more or
less continuous, decline. As it was, productivity growth for the private economy as a
whole remained high, and remarkably steady, over the long period between 1938 and
1973. It then declined suddenly and deeply between 1973 and 1980 and did not come
close to recovering between 1980 and 2000. If technological capacity was being drawn
on so as to make possible the long boom, why did productivity growth outside man
ufacturing fail to fall for decades? Why did it suddenly collapse? And why did it
stagnate for so very long? Given the timing and the discontinuity, the productivity
growth fall-off seems better understood as a consequence rather than cause of the
economic slowdown- specifically as the result of the slowed growth of the capital

at 4.7 per cent, was without question outstanding, but it was not clearly better than that of its leading rivals,
including France at 5.2 per cent, a recession-plagued Japan at 4.2 per cent, and west Germany at 4.9 per cent
(through 1998, when data for west Germany ceases to be available).
9 For the comparison of macroeconomic performance during the long downturn and the pre-World
War I and post-World War II expansion, see R. Brenner, 'The Capitalist Economy, 194"-2000', in D. oa tes,
ed., Varieties of Capitalism, Varieties of Approaches, Basingstoke 2005, 1 . 21" and Tab! 11.1.
10
W. J. Baumol, 'Pr du t i vi ty rowlh, onv r·g n c, and W I( r• : What tho Long-Run 0 t Show',
I II 1 F. I()MI·�; P. rul(m n, l'•rldii•IR l'ro�/'frlty,
Ameri n11 £co11n!ldc Rrvl�w, vol. lxxvl, D
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Table 1. Lon g Booms and Lon g Downturn: 1 890-1 9 1 3 and 1 950-73 versus
1 9 73-96.

(Average per cent change)

GOP
GOP/hour
GOP/capita
Real wage (mfgr)
Gross capital stock
Gross capital stocl</hour

1 890-1 913

1 950-1973

1 973-1996

4.0
2.2
2.1
1 .6
5.4
3.4

4.0
2.6
2.5
2.2
3.2
1 .7

2.9
1 .2
1 .8
0

Sources: A. Maddison, Dynamic Forces in the World Economy, 1 991, pp. 71, 1 40, 1 42; A. Maddison, The World Economy: Historical

Statistics, 2003, pp. 84-86, Tobie 2b, and pp. 87-89, Tobie 2c; Bureau of Economic Analysis, Notional Income ond Product Accounts,

Tobie 7.1; (BEA website); A. Rees, Real Wages in Manufacturing, 1890-1914, 1 969, p. 1 20; Bureau of lobor Statistics, Hourly Earnings

of Production and Non-Supervisory Workers (BLS website); Bureau of labor Statistics, Consumer Price lndex-U (1 982-1984) (BLS website)
(wages ore for manufacturing instead of whole economy, os wages out�de of manufacturing ore unavailable for earlier period)

stock consequent on reduced profitability, as well as the reduced increase of the
apital-labour ratio resulting from the profound stagnation of wages.11
Perhaps most telling of all, decreasing dynamism was accompanied by radically
increased instability. Especially from around 1980, the financial sector internation
ally was increasingly liberated by deregulation from its postwar shackles. The result
was a stunning return of the financial crises that had been largely repressed and
practically nonexistent during the first postwar quarter-century and beyond. The
world economy was once again gripped by an ever-lengthening series of debt-based
financial-bubble-cum-speculative-booms, issuing inevitably in devastating crashes.
Not accidentally, these reached something of a culmination during the 1990s, when
capital market liberalization was extended from the core to the developing world,
< 1 nd a succession of financial expansions and financial meltdowns crippled not only
t he Turkish, Russian, Brazilian, and Argentinian economies, but also, by the end of
t he decade, the East Asian NICs, Japan, and the US itself.l2
The ultimate testimony to the economy's continuing debility can be read off
t rends in the standard of living, as well as income distribution. The income shares
of both the top 1 per cent and top 5 per cent of US households had ascended to their
t wentieth-century peaks in 1928, at 19.6 per cent and 34.7 per cent respectively. But
t hey had then fallen during the next 45 years, to reach their lowest points of the
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century in 1973, the last year of the postwar boom, at 7.7 per cent and 20.6 per cent
respectively. Yet from this nadir they both rose without cease throughout the long
downturn to approach, though not quite to reach, their 1928 high points in 1998, at
14.6 per cent and 29.4 per cent respectively. This trend toward the polarization of
income found its counterparts in the trajectory of the poverty rate and family income.
Between 1959 and 1973, the poverty rate fell from 22.4 per cent to 11.1 per cent. But
from 1973 to 1995, it rose to 13.8 per cent and by 2000 was still slightly above its level
in 1973, at 11.3 per cent. Whereas median family income more than doubled in the
postwar boom between 1947 and 1973, between 1973 and 1995 it increased by less
than 12 per cent, despite the enormous increase in women's labour force participa
tion (although it did leap up by 16 per cent between 1995 and 2000). Throughout the
long downturn, gains for the wealthy and corporate owners have been secured over
whelmingly at the expense of working people and the poor, especially because they
have been accompanied by such slowed growth. The economy has functioned
decreasingly well, but for the wealthy ever more satisfactorily_I3
Between 1973 and 2000, the average annual growth of real wages (excluding ben
efits) for private sector production and non-supervisory workers (who compose
roughly 80 per cent of the labour force) was a flat zero (0.5 per cent for the long
1990s business cycle). But this repression of real wage growth was clearly indispen
sable for capital, in view of the parallel slowdown of productivity growth, the
ultimate indicator of economic dynamism, or lack thereof. Between 1973 and 2000,
labour produ t iv i ty (GDP /hour) increased at an average annual rate of just 1.2 per
nt f r th 1 990s). This was less than half that from 1948 to 1969, at
nt ( 1 .7 p r
d ba r l y half t he average annual rate of productivity increase for the
2.
d b tw n 1 890 nd 1 980 of 2.3 per cent. Over the course of the
· r t of pr fit for th private economy still remained 15 per cent
f th
stw r boom. But it wo u ld have languished at a far lower
n a l lowed to r ise at anything remotely approaching the
s b
v r g nnu J rate of 1 .6 per cent they had attained in the last decade of the postwar
boom (1964-73).14 What vitality the economy still maintained derived from-had
been conditioned upon-depriving production and non-supervisory workers of any
real wage increase for a quarter of a century.
The truth is that even today, nearly five years into the new, post-New Economy
business cycle that began in February 2001, the standard macroeconomic indicators
provide no clear sign that the long downturn has been overcome. Between 2000 and
2005, average annual GDP growth for the EU and Japan was lower than for any other
five-year period since 1950, while that for the US barely equalled its rate between
1990 and 1995, hitherto the worst five-year interval of the postwar era. Indeed taking
into account all of the standard macroeconomic indicators, the advanced capitalist
economies
performed
less
well
than
in
any
other
postwar
13
T. Piketty and E. Saez, 'Income Inequality in the United States, 1913-1998', Quarterly Journal of
Economics, val. cxvii, February 2003, pp. 8-10, Table II; L. Mishel et a!., eds., The State of Working America
2002/2003, Ithaca 2003, Table 5.1, p. 312.
14
Historical Data for the 'B' Tables of the Employment Situation Release, in Employment, Earnings,
and Hours from the Current Employment Statistics Survey, US Bur au of Lab r tutlstl s w bsite, adjust d
with Cl l-U-1 982-4 (1964-77) and l l· -RS ( 1 978-2000); A. Mad d l on, Dyna111l ForceR In Economic
Development, xf rd 1 991, p. 71; 'In ••�try An .lyl c I R tlo� for t h
t I
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quinquennium (see p. 240, Table 13.1). This was despite the fact that, during this
period, the US government unleashed the greatest macroeconomic stimulus in its
history.Meanwhile, financial imbalances and asset price bubbles exceeded even their
record-breaking predecessors of the later 1990s and loomed like dark clouds over
the global economy. The long downturn remains to be transcended ... and
continues to require explanation.

I ntrod uctio n
TH E PUZZLE O F T H E LO N G DOWNT U RN

At the end of the 1960s, in the wake of the longest stretch of uninterrupted
economic expansion in US history, Nobel prize economists Robert Solow and Paul
Samuelson pronounced exultant obituaries on destructive capitalist economic
instability. 'The old notion of a . . . "business cycle" is not very interesting any more',
said Solow. 'Today's graduate students have never heard of Schumpeter's appa
l.·atus of Kondratieffs, Juglars, and Kitchins, and they would find it quaint if they
had.' After fifty years of study, joked Samuelson, the National Bureau of Economic
Research had 'worked itself out of one of its jobs, the business cycle.'1 With the
neoclassical-Keynesian synthesis now in the hands of every enlightened govern
ment, recessions, according to top Kennedy-Johnson advisor Arthur Okun, were
'now ... preventable, like airplane crashes', and business fluch1ations as a threat to
the smooth operation of the modern economy were 'obsolete'.2
Economic policy-makers had become so confident in their ability to effectively
control the capitalist economy that, just past the peak of the boom, the OECD could
1 redict without qualification that the future would be indistinguishable from the
recent golden past. As it concluded in its early 1970s study on the prospects of the
uclvanced capitalist world, 'The output of goods and services in the OECD area as
n whole has nearly doubled in the past decade and a half. There is little evidence
of any general slowing-down in the rate of growth, so that there is a strong pre
Humption that the gross domestic product of the OECD area may again double in
the next decade and a half . . . Nor is it likely that the sources of the high rates of
f,I'Owth expected in the 1970s will quickly disappear; on the contrary ...
( ;, 1vernments, therefore, need to frame their policies on the assumption that the
lurces making for rapid economic growth are likely to continue and that potential
:l )p for the OECD area might quadruple between now and the end of the century.'3
The miracle of the market, superintended by the state, could now virtually guar
ol n t ce perpetual growth.
Economic History Review, 2nd series, val. xxiii, August 1970, p. 410; V. Zarnowitz, ed., The Business
'11d• · Todny, New York 1972, p. 167. Samuelson made this remark at a conference marking the Bureau's
l i l l il'lh anni versary .
2
Arthur Okun, The Polilicnl Economy of Prosperity, Washington, DC 1970, p. 33. Okun was one of the
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The Long Downturn
The triumphalism of Samuelson, Solow, Okun, and the OECD could hardly have
been more ill-timed. At the very moment that they were making their remarks, the
world economy was entering into a long and increasingly serious downturn, which,
even now, a quarter-century later, shows only a few signs of abating. Reports of a
cure for periodic capitalist economic crisis, indeed secular stagnation, were prema
ture. Today, as the world economy enjoys its recovery from the fourth major
recession since the end of the 1960s, the average rate of unemployment in the leading
capitalist economies-leaving out the US-is at least as high as the average during
the Great Depression decade of the 1930s.4 As international equities prices soar daily
to new records, moreover, most of the economy of East Asia (excluding Japan)-the
site during 1996 of as much investment as took place that year in the US, and source
of perhaps 20 per cent of the world's exports-languishes in depression.Japan itself
teeters on the brink, threatening to pull the rest of the world down with it.
In the US, it is true, the unemployment rate has fallen to 4.3 per cent and infla
tion is back down to the levels of the mid 1960s. The rate of profit on capital stock,
depressed for more than two decades, has, moreover, been creeping back up toward
the high levels of the postwar boom, and 1997 was indeed a banner year. The fact
remains that the marked improvement in the condition of US capital has been
achieved to a very large degree at the direct expense of its main economic rivals
and especially its working class, and has occurred against a background of funda
m n ta l l y d i s m a l econom i c performance right through 1996. The recovery of
m nu f t 1 r i ng v i ta l i ty, p rhaps the central achievement of the US economic revival,
ssibl
n l y on th basis of the most massive, decade-long devaluation
h . t t h y n and the m a rk. It could not, moreover, prevent the
onomy a s a whole-perhaps the best available
ll tivity f r t h
n my' d yna m ism-from falling to its lowest levels in US history,
r-q u r te r-c n tu ry between 1 973 and 1996. During that period, the growth
r hour worked has averaged 1.3 per cent. This is barely two-thirds the his
toric average for the previous century, and the average for the 1990s (through 1996)
has been no higher. In this context, the defence of profitability throughout the
period, and its partial recovery in the 1990s, has been predicated upon a repression
of wages without precedent during the last century, and perhaps since the Civil
War. Between 1973-when they reached their peak-and 1990, real hourly wages
(leaving aside benefits) for production and non-supervisory workers in the private
business economy fell by 12 per cent, declining at an average annual rate of 0.7 per
cent, and they failed to rise at all during the decade of the 1990s, up to 1997. Real
hourly wages (excluding benefits) for production and non-supervisory workers in
the manufacturing sector had pretty much the same trajectory, declining at an
average annual rate of 0.8 per cent, or a total of 14 per cent, between their 1977 peak
and 1990, and also failing to rise at all during the 1990s. In the year 1997, real wages
in the private business economy and in manufacturing were, respectively, at the
4
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Figure 0.1 . The g rowth of labour productivity i n the U S, 1 8 7 0- 1 9 9 6 .

1 870-90

1 890-1 9 1 3

1 91 3-29

1 929-38

1 938-50

1 9 50-73

1 973-90

1 990-96

Sources: A. Madison, Dynamic forces in Capitalist Development, 1 991, p. 7 1 , Table 3 . 1 3; BLS Industry Analytical Ratios and
Basic Data for the Total Economy. See also Appendix II.

�ame levels

that they had been in 1967 and 1972! In total contrast, between 1890 and

1 973, the average annual growth of real hourly wages in manufacturing was 2 per

cent, and there was no decade during that entire period, including that of the 1930s,
in

which it was less than 1.2 per cent.5
Even US Deputy Treasury Secretary Lawrence Summers, a leading apostle of the

US economic model, has been obliged to acknowledge 'the ironies of the current eco
nomic boom'. As he noted in a recent speech before a large crowd of Silicon Valley

t hnn a child born in Shanghai'.6 Summers might have added that the cyclical upturn
of t he 1990s has done little or nothing to improve the lot of the poor. In 1996 the

l'Xecutives, 'a child born today in New York is less likely to live to the age of five

poverty rate was 13.7 per cent (36.5 million people), clearly higher than in 1989, and
111 t h e end of 1997, the extent of hunger and homelessness was actually rising.
l '1· r h aps

most telling in light of current celebrations of a supposed American eco

nomic miracle, the current cyclical upturn of the 1990s has, in terms of the main
1 1 1< 1

roeconomic indicators of growth-output, investment, productivity, and real

n > m pensation-

been even less dynamic than its relatively weak predecessors of the

1 1 1HOs and the 1970s (not to mention those of the 1950s and 1960s). As the
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Figure 0.2. The g rowth of real wages i n U S m a n ufactu ring, 1 8 90-2004 .
1 0 ,------ ----- ---- -----�

Production and non-supervisory worke�

Benefits not induded.

-Q k-----�
1990
2000
1 910
1920
1930
1 940
1970
1 980
1 950
1960
1890
1 900
Sources: A. Rees, Real Wages in Manufacturing, p. 1 20; BLS Notionol Employment, Hours, ond Emnings Series.
See olso Appendix II.

Times editorialized at the start of 1997, 'Conventional wisdom is that the US economy

ha been motoring along in the 1990s, while Europe and Japan have been left behind
in its d ust. Not so. US performance has been mediocre at best, while the difference
b t ween it and the other t w o has been largely cyclical.'7
The brute fact that has thus made a mockery of the pretensions to prescience and
control of mainstream economists and capitalist governments alike has been the
reality of long-term and system-wide economic downturn, the seriousness of which
can be demonstrated merely by comparing the macroeconomic profiles of the
leading advanced capitalist economies in two successive phases, from 1950 through

1970

and from

1970/1973

through to the present. The sharp deterioration

in

the

economic performance of the advanced capitalist economies over the last quarter
century, compared to that of the first quarter-century of the postwar epoch, is
self-evident. Throughout these economies, average rates of growth of output, capital

1973 to
1950-73, while
average unemployment rate has been more than double. (See p. 5, Table 0.1.)
stock (investment), labour productivity, and real wages for the years

the

present have been one-third to one-half of those for the years

the

The reduction in the average rate of profit on capital stock, particularly in
manufacturing, over the past quarter-century is particularly striking because
the rate of profit is not only the basic indicator but also the central determinant of
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the system's health.8 The average rate of profit expresses the economy's capacity to
generate a surplus from its capital stock and therefore constitutes a good first approx
imation of its potential to accumulate capital (invest), and thereby increase
productivity and grow.9 The average rate of profit also expresses the degree
to which the system is vulnerable to economic shocks: if the dispersion of profit rates
is held constant, the (changing) average rate of profit will determine the
proportion of firms on the edge of survival and thereby the potential for serious
recession or depression. Finally, because investors are unable to predict or control
the market, they must, as a rule, rely on the realized rate of profit to estimate
the expected rate of profit and, on that basis, to decide how to allocate their funds.10
The rate of profit will thus determine the relative attractiveness of sinking one's
funds in capital stock, which implies productive commitment and furnishes returns
only over the long run, compared with shorter-term placements in employing labour
only, in the purchase and sale of goods, in speculation, or in personal consumption.11
Between 1970 and 1990, the manufacturing rate of profit for the G-7 economies
taken together was, on average, about 40 per cent lower than between 1950 and
1970. In 1990, it remained about 27 per cent below its level in 1973 and about
45 per cent below its peak in 1965.12 These changes were tell-tale signs, as well as
key determinants, of the marked deterioration of the whole economy in the period
after the early 1970s. As I shall try to demonstrate, the major decline in the profit
rat throughout the advanced capitalist world has been the basic cause of the par
a l l l, major decli ne in the rate of growth of investment, and with it the growth of
output, espe ial ly in ma n u fa turing, over the same period. The sharp decline in the
Th profit r to, r, I� defln·d, �ta ndardly, as t·he ratio o f p ro fits, P, to the capital stock, K, (r = P/K).
11 111. ul• ·a1 1 1 I rntlo ( / K ) IN th ratio of nomi n a l output, or value added, Y, to the capital stock. The
pru(ll Mh I'• (I' /Y) IM th • rat o of 1 roflts to output, or value added. (In this text, all of the foregoing variables
rt• lw Y" p1· '" •nt •d In net terms, t· ha t is, wit h depreciation taken out, unless otherwise indicated). Thus,
H

Th

In p rof i ta b i l i t y can be effected only through changes in the profit share or the output-capital ratio (or through

b ' ,;1 ·composi ng, t he p ro fi t rate equals the profit share times the output-capital ratio: r = P /Y x Y /K. Changes

t he impact of changes in capacity utilization on these components). All profit rates given are pre-corporate

profits tax (but post-indirect business tax), unless otherwise specified. Profit rates (and other basic data) are
standardly given for the 'private business economy' (or the 'private economy'), which refers to the whole
non-farm economy minus the government sector and also minus government enterprises. Sometimes profit
rates (and other basic data) are given for the 'business economy', which refers to the whole non-farm
economy, minus the government sector but including government enterprises. Capital stock equals plant
and equipment and in this text is always non-residential, unless otherwise stated. For a full exposition, see
Appendix 1 on 'Profit Rates and Productivity Growth: Definitions and Sources'.
9

Those who wish to invest can of course also draw on existing sources of credit, so it is necessary to take

into account the interest rate, as well as the realized profit rate, in explaining how much investment takes place.
10

Preventing the theory from more directly grasping reality is the fact that investors know, or at least

think they know, aspects of the future bearing on the profit rate, with the result that the expected rate of
profit on the basis of which they make their decisions reflects the realized rate of profit, but with certain
modifications.
11

For systematic discussions of the significance of the rate of profit, see the major work by

The Economics of the Profit Rate. Competition, Crises and Historical Tendencies of
Capitalism, Aldershot 1993, as well as Andrew Glyn's important recent article, 'Does Aggregate Profitability
Still Matter?', Cambridge Journal of Economics, v ol . xxi, Sep tem ber 1 997.
12
The G-7 economies are the US, Germa n y, J pan, th
K, Fran , Italy, an
anada. Th • al ulations
of the aggrega te profit rat , th aggre at� 1 roflt •h I' , ond th
ggregatt
pit I Mto k for t h �-7 • onomlea
are r,. m P. Am1st rong, A. lyn, on I ] , H r rl"un, rliJ/1111/•ril Sl11c� 1 P45, Lnndu1 I II ; � cund dltlun, )xfurd
'I 'N I , I t
p n lx,
G. Dumenil and D. Levy,
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Figure 0.3. US, J a pa nese, a n d German m a n ufactu ring net profit rates,
1 94 9-200 1 .
45

40

r·· · - ------- - ······························································

1\

•

35

••

1 --..

[ '·.. ·'!.

30

.

...

·

25

I 1
I I

I
·.\ T

•.•

f\
I I
I I ;,

··.

v .... .

20

�

I
I

I

..... ; \
I
I
I
I
I
\ '" 1 Jopon
1
I

\\

r

I / "I

15

�

t '\

' -.... ..... - I

-

1 '-

'

,

\
\
\

10

1 960

1950

1970

1990

1980

2000

Source: See Appendix 1 on Profit Rotes. 'Profit rate for Germany covers West Germany 1 950-90 and Germany 1 991 -2000.

rate of growth of investment-along with that of output itself-is, I shall argue, the

pri mary source of the decline in the rate of growth of productivity, as well as a

m a jor determinant of the increase of unemployment. The declines in the rate of

growth of employment and productivity are at the root of the sharp slowdown in
t he growth of real wages.
To explain the origins and evolution of the long downturn through an analysis

of th e causes and effects of changes in profitability is thus the objective of this study.
In Chapter One, my point of departure is the family of

supply-side theories

which

constitute the consensus interpretation. These theories, simply put, attribute the
downturn and failure of recovery to increased pressure on profits from workers.
llecause pressure from labour grew, direct and indirect wage growth outran pro

d u c ti vity growth, setting off the downturn; then, because pressure from labour

r, 1 i led to decline sufficiently, direct and indirect wage growth failed to adjust down

I specify several

w a rd enough to match the decline in productivity growth, thereby perpetuating
I

he downturn. After noting variations on this basic interpretation,

f u n d a mental conceptual problems with it, and point to a number of basic empir

I offer an
unplanned, uncoordi

ical t rends th a t impugn its ability to explain the long downturn. Then, using the

);l'nl:!ra l stan d point from which I criticized the supply-side interpretation,
n l te rn a t i ve a pp roa ch w hich takes as its point of departure the

''' 'lnf, and cotnpel'il'ive n a t u re of a pita li st p r odu cti on , and in particular individual
1 v •stors ' t m on rn for a nd inability to t a k a o u n t of the effects of their own
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It

th

dowr t

s

1 n

ll

vi •w, t l
w

11

,

1

in aggrt',l(llh' pre
M t i l , f n u l Met 1
1 'I
pr fit bill t

f

II

fi t billty t h t WEIH r 'tlpm sib!

of ot h r prod u

rA a n d of t h
111 v

OJ10111Y as a w h ole.

•t•ti I ll �u 1

•

fc

., '

r

I bu

th

ty

•

I ,,

8

I NTRODUCTION

Figure 0.4. U S, Japa nese, and German private secto r net profit rates,
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on a p i t a l , a th

ov e r-ca p a ci ty and over-production that resulted from intensified,

pi.t a l i s t competi tion. The heightening of intercapitalist competi
tion was i ts - I f brought about b y the introduction o f lower-cost, lower-price goods
i n to t h ' world m r k t, especially in manufacturing, at the expense of already

horizontal i n t r

' iHtin g higher- ost, h i ghe r- pr ice producers, their profitability and their produc
apa

i t y . The long down turn, from this standpoint, has persisted largely
the advanced capitalist economies have proved unable to accomplish prof
i tably sufficient reductions and reallocations of productive power so as to overcome
over-capacity and over-production in manufacturing lines, and thereby to restore
profitability, especially given the growing presence of East Asia in world markets.
With profitability failing to recover, investment growth and in turn output growth
has fallen over the long term, bringing about secularly reduced productivity growth
and wage growth, and rising unemployment.
In the remainder of this text, focusing for practical reasons on the US, German,
and Japanese cases, I try to show that the foregoing approach can comprehend the
economic evolution of the advanced capitalist world, providing a better account of
the data than the supply-side theories.13 In Parts Two, Three, and Four, therefore,
I offer interpretations, respectively, of the long boom (1950-65), the fall in proft ive

b

a use

13 Concentrating on these three economies does introduce distortions. Still, in 1950, taken together, they
accounted for 60 per cent of the output (in terms of purchasing-power pa rities) of the seventeen leading
capitalist economies and by 1994 that figure had risen to 66 per ent. A. Maddison, Monitoring the World
Economy 1 820-1.992, Paris 1 995, Table - 1 6a. Ea h of t hese onomlcs �to< d, mor ·over·, ot l h h u b of g re at
regional blocs, w h ich t hey ffe t i v •l y l y r1amlzed on I dom l 1 1 t\! I . f r1 nd I ilion, t h� lnt<•rnctlon omonK t h<·Hc
t hr e
onoml A waN, M I �h II r"u'' • em� nr II � k� � tn tlw v n l u t lun nr t h� dv�,, �d •·n p l tnf l�l world
t h rc UflhOLCt th (ll MlWAr p11rlnd,
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itability and the turn from boom to crisis (1965-73), and the long downturn
(1973-present), in terms of the systematically uneven development of the advanced
capitalist economies in the postwar years-manifested, through most though not
all of the epoch, in slow growth in the earlier-developing leader economy of the US
in relationship to accelerated expansion in the later-developing follower economies
of Japan and Germany, and in turn East Asia. I attempt to demonstrate that the way
in which this pattern of uneven development worked itself out supports my more
general interpretation of the long downturn in terms of intensified competition
leading to over-capacity and over-production and a secular fall in profitability,
especially in manufacturing.

PART ONE
The Trajecto ry of
th e Profit Rate

C h a pter 1
S U P P LY- S I D E EXPLANAT I O N S : A C R I T I Q U E

To begin at a very general level, the capitalist mode of production distinguishes
i tself from all previous forms by its tendency to relentless and systematic develop
ment of the productive forces. This tendency derives from a system of
social-property relations in which economic units-unlike those in previous histor
ical epochs-must depend on the market for everything they need and are unable
to secure income by means of systems of surplus extraction by extra-economic coer
cion, such as serfdom, slavery, or the tax-office state. The result is twofold. First,
individual units, to maintain and improve their condition, adopt the strategy of
maximizing their rates of profit by means of increasing specialization, accumulating
su rpluses, adopting the lowest-cost technique, and moving from line to line in
r·esponse to changes in demand with respect to supply for goods and services.
Second, the economy as a whole constitutes a field of natural selection by means of
competition on the market which weeds out those units that fail to produce at a
S L r fficient rate of profit.
The combination of individual price-cost maximizing and systemic natural selec
t ion through competition could have been expected to make for an extremely
p roductive system, and, over the long historical run, it surely has. The accumula
t ion of capital brings about the growth of the size of the labour force. It also brings
nbout the growth of the productiveness of the labour force, meaning that the labour
r o rce is able to produce the consumption goods it needs and the tools it needs to
i )I'Oduce those goods in less and less time, with the result that capitalists have to
110y relatively less and less for the reproduction of their labour power, on the
nssu mption (for purposes of exposition) that real wages remain constant. The
r l u t come should be a dual tendency, doubly favourable to capital. If they have no
I rouble selling what they produce, capitalists should net both a rising mass of
p ro fi ts, proportional to the growth of the labour force, and a rising rate of profit,
rl'su l ting from the increased productivity of the labour force.
T he Persistence of Malthusianism

The i n h e ren t dynamism of the capitalist economy over the long run, its tendency to

w h i h wa

t h e productive forces, would seem to rule out that well-known form of crisis,
b u i l t i n to virtually all p re-capitalist agricultural economies-the
M o l t h usia n / R i a rd ia n type of risis, brought about by the secular tendency to the
dl• -l h h g r w t h f l b u1· pro u t i v ity, sp i a l l y i n a g ri u l t u r , un l r th pr ssu re
of p lpul t i n ro w t l . u t, i f t h t is t h •
s •, w ' onfront a basi qu t i m : if a t n
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Historically and currently, the most common response to this question has been
simply to deny its premise and to find the source of economic crisis under capi
talism precisely in the economy's declining capacity to develop the productive
forces. Malthus and Ricardo, of course, saw an inevitable tendency to stagnation or
crisis as resulting from an apparently inexorable tendency to falling labour produc
tivity in agriculture. As poorer and poorer soil was brought into cultivation in
response to population growth, profits were bound to be squeezed between rising
rents and subsistence wages that had to increase as food became more costly to
produce. In its original guise, this classical position has been rendered obsolete by
the application of science-based technologies to agriculture; but, in more up-to-date
forms, it has retained much of its original allure.
Even today, most accounts of the onset and persistence of the current long
downturn in the world economy take as their point of departure the successive
oil crises of the early and late 1970s, and especially the so-called 'productivity
crisis'. This is true of explanations emanating not only from the Right but from
the Left as well. According to several major left-wing schools, the fall in prof
itability responsible for the long downturn originated in a secular decline in
productivity growth which was itself the consequence either of the declining
effectiveness of the so-called Fordist system of organizing the labour process, or
of rising worker resistance and slacking on the shop floor, or of a combination of
the two. These 'social Malthusian' accounts actually dovetail rather closely, in
practice-though not, of course, in their underlying rationale-with orthodox
Marxi s t theory, which sees the economy's tendency to increase productivity by
r ' l y i n g to an ever greater extent on indirect relative to direct labour as leading
i n x o ro b l y to a fo i l i n t he rate of profit. Paradoxically, this theory, too, has a
M l t l usi n h a r a t · r, because i t a lso posits a decline in profitability as resulting
f rom d ' l i n i ng pro l u c t i v i t y. Accord ing t o the orthodox Marxist thesis, in order
t( om
t ', a pital ists m us t cut costs by increasing mechanization, manifested in
rising org an i c composition of capital (capital-labour ratio). But, in so doing, they
cannot avoid bringing about a fall in the aggregate rate of profit because the rise
in the organic composition of capital issues in an increase in the output-labour
ratio that is insufficient to counteract the parallel fall in the output-capital ratio
that it also brings about. The rate of profit falls, from this perspective, because,
with the real wage assumed constant, investment in mechanization cannot but
result in an increase in labour productivity (real output-labour ratio) that is more
than cancelled out by a decrease in capital productivity (real output-capital ratio).
Were this theory correct, what would logically be entailed is the impeccably
Malthusian proposition that the rate of profit can be expected to fall because, as
a direct result of capital accumulation, overall productivity-productivity taking
into account both labour and capital inputs-can be expected to decline.1
As Marx liked to put it, the rise in the organic composition of capital brings about· a fal l in the •·ate
of profit in the very process of bringing about an increase in labour produ t i v i ty, th • ratio of output· t o
labour (by bringing about, a s h e failed to emphasize, an ven g•· at , . dec•· a s i n t he r t io output to
capital). 'The rate of profit falls, although the rat of su •·pl u$-val ue I' •m In� th •nn'u ur 1'1• •11, b • ouse t h
proportion of variable capital to on�t n t apilal d • r<• "�� w i t h t l d VttiUJ m nl o f t h<! productlv • pow .,.
of labour. The rat
f pi'Oflt t hu� f l iM, n< t l c liN� I bnu b <'tHlWM I MM pr •dtt<• l l vu, bui b <'ft l tMP I l l
mor pi'Odu tlv . ' ThuoriPM cif SurlliiiM VniiiP, Vol, II, MoM'IIW 1 117 1 , p. , II, MArk'W •• n� mtrM , I
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Of course, as any economist will aver, no decline in productivity growth, however
The Wage-Squeeze Thesis

severe, is sufficient in itself to cause problems for the macroeconomy. Falling pro
d uctivity growth can result in a squeeze on profitability only if there is a failure of
real wage growth to adjust downward in tandem. The fact is, however, that today
an

extraordinarily wide range of economists believe that a slowdown in produc

t i vity growth to which (direct and indirect) wage growth failed to adjust is precisely

what happened over the last two decades or so in the advanced capitalist economies,
and that exactly this development is at the root of our economic troubles.
The consensus of today's economists thus explains the long downturn in terms

of the failure of wage growth to fall in line with declining productivity growth by

combining the theses of Malthusianism ('the productivity crisis' and 'the oil crisis')
and of downward 'wage inflexibility' (resulting from a politicized labour market).
That it does so is hardly surprising, for mainstream economics has implicit faith in
t he market as a self-sufficient, self-regulating mechanism for the economy. It can
t herefore conceive of major problems for the economy as arising only 'exogenously'
to the market: either as a consequence of political interference which prevents the

market mechanism from bringing about the necessary economic adjustment or as

a consequence of a failure of technological progress, the origins of which are sepa

rate from the economy's own functioning.
To the extent, then, that the problem of the long downturn in the world economy
has been systematically posed, it has called forth a paradoxical near-consensus.
Marxists and radicals have joined liberals and conservatives in explaining the long
downturn as a 'supply-side' crisis, resulting from a squeeze on profits, reflecting pres
sure on capital from labour that is 'too strong'. In so doing, they have characterized

anti-Malthusian. The Malthusian character of his theory of the fall of the rate of profit is therefore highly
i ncongruous, though logically unavoidable, given that it has the decline in profitability result from a
decline in productivity, taking into account both capital and labour inputs. It also flies in the face of com
monsense. For, if, as Marx himself seemed to take for granted (see Capital, Vol. III, New York 1967, pp.
264-65) capitalists are assumed, in response to competition, to adopt technical changes that raise their
own rate of profit by reducing their total cost (labour plus capital, or direct and indirect labour) per com
modity, it seems intuitively obvious that the ultimate result of their innovation, when it is generally
adopted in their line, can only be to reduce the exchange value of the goods produced in their line and
thus, directly or indirectly, to reduce the exchange value of the wage, and thus to raise the average rate
of profit, given again the (Marxian) assumption that the real wage remains constant. It certainly cannot
be to reduce the rate of profit. Formal proofs of this result can be found in N. Okishio, 'Technical Change
and the Rate of Profit', Kobe University Economic Review, vol. vii, 1961, as well as in J. Roemer, 'Technical
Change and the "Tendency of the Rate of Profit to Fall"', Journal of Economic Theory, vol. ii, March 1978,
and 'The Effects of Technological Change and the Real Wage on Marx's Falling Rate of Profit', Australian
Economic Papers, June 1 978. For the orthodox Marxist thesis to hold, therefore, requires the assumption
again paradoxical in terms of Marx's own premises-that capitalists adopt new techniques that decrease
their own rate ofprofit-and, again, end up reducing overall productivity. This implication of Marx's falling
profit rate thesis is recog n i zed a nd embraced by A. Shaikh, who advances the argument that the rate of
profit falls because individual firms are ob l iged to maximize their profit margin (that is, their rate of return
, .,. , ir u la t ing cap it I) in o rde r· to eff l ively omp te in terms of prices and so are indeed obliged to adopt
techn i q u s whi h rais th lr o rg a n i
om position of a pi tal and t hereby increase their total cost per com
modity. •v 1 1 t ho ug h t h is bring down th·lr profit r·nt' on to ta l
p i W I-bol h i r u l a t i ng and fixed.
'I olltl I
n my 11
pit ! 111 : NotaH on Dobb't• Th· ory of r•h•ls', Cnllrl,·ld!ie }o11mnl of Eco,omlcs, v o l .
I n 't m
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the current crisis in terms just the opposite of those that have often been used to
characterize the long downturn of the interwar period, a crisis widely viewed as a
'demand-side' or 'under-consumption' crisis, resulting from an overly high profit
rate, reflecting pressure from labour that was 'too weak'.
A series of variations on the supply-side theme have been argued by a large
number of analysts across a broad political spectrum. The standard, or classical,
version of the theory-what could be called the Full Employment Profit Squeeze
theory-finds its origins over a century ago, and is still advocated today.2 This boils
down to the proposition that, in the medium run, capital accumulation leads to
crisis because it proceeds without sufficient regard for the material conditions nec
essary for its continuation: the supply of labour (and raw materials) thus fails to
keep up with the demand that results from ongoing investment, leading to rising
labour (and primary commodity) costs, which begin to interfere with satisfactory
profit-making.3

1. The 'Contradictions of Keynesianism'
Nevertheless, the majority of contemporary versions of the supply-side approach
distinguish themselves from the classical statement by arguing that the enhanced
power of labour purportedly behind the secular squeeze on profits has been the
result not merely of tight labour markets, but also the operation of certain histori
cally specific institutional arrangements and government policies first put into
effect in the period following World War II. Indeed, in its most fully developed
form, the thesis is that the long downturn finds its roots in what might be loosely
a l l d the on t ra d i tions of Keynesian ism. The operation of those very institutional
a rran m nts and gov rn ment policies that ostensibly made possible the postwar
boom by so l v i n g t he 1 roblem of ef fec t i v e demand are thus claimed to be respon
s i b J for t h su p p ly-s ide problems that have brought about the long downturn.4
The Key to the Boom
I n the supply-side, 'contradictions of Keynesianism' view, the foundations of
the long boom are thus to be found in the continuous growth of demand, which

2
K. Marx, 'The Law of the Accumulation of Capital', Capital, Vol. 1, ch. 25, sec. 1, But see below, p. 24,
footnote 14.
3 For variations on this basic position, see A. Glyn and B. Sutcliffe, British Capitalism, Workers, and the
Profits Squeeze, London 1972, and 'The Critical Condition of British Capital', New Left Review 66, March-April
1971; Armstrong et al., Capitalism Since 1945; R. Boddy and J. Crotty, 'Class Conflict and Macro-Policy: The
Political Business Cycle', Review of Radical Political Economics, vol. ii, 1975; 'Class Conflict, Keynesian Policies
and the Business Cycle', Monthly Review, val. xxvi, October 1974; Makoto Itoh, The World Economic Crisis and
Japanese Capitalism, London 1990.
4
Leading advocates of this viewpoint from the Left include representatives of the US Social Structure
of Accumulation (SSA) School (notably Samuel Bowles, the late David Gordon, and Tom Weisskopf) and
representatives of the French Regulation School (notably Michel Aglietta, Robert Boyer, and Alain Lipietz).
The advocates of the Full Employment Profit Squeeze thesis joined representatives of the SSA and the
French Regulation Schools in presenting a fully elaborated version of the theory in the collective work The
Golden Age (ed. Stephen Marglin and Juliet Schor, Oxford 1 990). See e pecially the essay by A. lyn, A .
Lipietz, A. Hughes, and A. Singh, 'The Rise and Pall of t h e o ld n Age'. 51-andard-b a r r s of p r t ty much
the sa m e posi tion from the l ibe ral entre in lud ) fft· 'Y S hs. S•e, I n portl ul r, a hM':< it1ter Rt l n g a�·ly
formu lal·ion in 'Wag s, P•·of l t•, 11d M ro· '"''''''' A liw•tm nl', flruokl11,�� PO(Jrr:< 011 l>r.onollllr Activily,
no. 2, 1 979. Al'noni'l t h 1 m Jnr �nnnml"l• n( l h ltll(h l ••ncl l d w l h l h
""llln11 • AMM r Llntlb ck of
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made possible both the transcendence of the under-consumption supposedly
behind the interwar crisis and the emergence of a high level of business confidence
in the postwar epoch.5 The key to the growth of demand was, according to the
theory, the rise of labour after 1945 to a recognized place in the political economy
of the advanced capitalist countries. The rise of labour found its expression in the
establishment of, often government-sanctioned, arrangements between capital and
labour to ensure that the growth of wages would keep up with the growth of
productivity and prices-the so-called 'capital-labour accord'. The emergence of
the welfare state-notably, the growth of unemployment insurance which tended
to operate in counter-cyclical fashion-was also deemed critical, although not so
n1.uch for increasing demand, since it was financed largely out of workers' taxes,
as for stabilizing it. Governments' adoption of Keynesian fiscal and monetary
policies also stabilized demand, smoothing out the business cycle and maintaining
high employment. 6
Nevertheless, according to the supply-side, 'contradictions of Keynesianism'
thesis, success in securing economic growth proved to be self-undermining in the
long run because the operation of those very arrangements which, by hypothesis,
brought about that expansion of demand which underpinned the postwar boom
had the long-term effect of skewing the balance of market and socio-political power
in favour of labour and broadly speaking the citizenry, and against capital.
Problems on the Supply Side

In the classical statement of this position, Michal Kalecki found the contradictions

I

\

of Keynesianism to lie-somewhat paradoxically in light of later appropriations of

h is theme-primarily outside the boundaries of the economy per se. In line with
the 'Keynesian' theory that he had originated-independently from Keynes
Kalecki argued that there was no economic limit to the degree to which Keynesian
1 olicies of demand management could extend a boom. There were, however, in his
view, very definite piJlitical limits to the degree to which it could do so. The growing
power of labour on the shop floor and in the economy more generally (which would
result from demand-subsidized full employment) and the encroachment of the state
on the private sector (which would result from increased government spending)
would eventually undermine that business confidence which the implementation
<lf Keynesian policies had originally secured. Increasingly alarmed businessmen
would press government to cut back on spending and would feel obliged to reduce
investment, despite the still high rate of profit. Their politically motivated economic
5
For the under-consumptionist interpretation of the interwar crisis as a corollary of the supply-side
i n terpretation of the long downturn, see S. Bowles, D. Gordon, and T. Weisskopf, After the Wasteland.
1\ Ocmocratic EcMIOIIIics for the Year 2000, Armonk 1990, pp. 29-30; M. Aglietta, The Theon; of Capitalist
1<.-gula/ioll. 111e US Experie11ce, London 1 979, pp. 94, 285-6; R. Boyer, 'Technical Change and the "Theory of
' l<c•gulat ion'", in
. Dosi et al., ed., Tee/mien/ Change and Economic Theon;, London 1988, pp. 82-3. For a cri
l lq uc, see R. Br nn r and M. Glick, 'The Regulation Approach: TI1eory and History', NLR 188, July-August
I '!Y I , pp. 7
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response would thus bring about a downturn even though the economic conditions
for it were not present.7
Subsequent advocates of the 'contradictions of Keynesianism' argument have
followed the broad outline laid out by Kalecki but with two important differences.
First, they have gone beyond Kalecki in their account of those institutional mecha
nisms which, according to the theory, provided the foundations of the postwar
boom and, in so doing, increased the market and socio-political power of labour.
Second, contra Kalecki, they have argued that the enhancement of the power of
labour and the citizenry directly undermined the accumulation process by bringing
about a squeeze on profits. From the perspective of today's 'contradictions of
Keynesianism' theorists, the operation of the capital-labour accord, the growth of
the welfare state, and the commitment on the part of governments to Keynesian
policies were, by the later 1960s, both maintaining the growth of demand so as to
further bring down unemployment and making for enhanced confidence on the
part of workers that the weapon of increased unemployment would not be invoked
in the future. Meanwhile, the increased availability and level of unemployment
insurance was reducing not only the risk, but also the cost, of job loss. At the same
time, contractually sanctioned arrangements between capital and labour that pro
vided for keeping wages up with both productivity and the cost of living were
making it increasingly difficult for employers to compensate for rising labour costs
by raising prices. Finally, the cost of the welfare state was weighing increasingly
heavily on the national income.
As the boom reached its peak and labour demand outran labour supply, workers
exploited their enhanced leverage to launch a powerful wave of labour militancy
across the advanced capitalist economies. The outcome was an 'explosion of
'8
At the same time, according to some accounts, workers withheld their
wages
energy and care on the shop floor, setting off a long-term decline in the growth of
productivity. 9 The result was the onset of a secular wages-productivity squeeze on
profits, made worse by the failure of the welfare state to shrink sufficiently.
Nor, according to the supply-side theory, did reduced profitability lead to adjust
ment via the reduction of working-class pressure. Over the course of the 1970s, 1980s
and beyond, in response to reduced profitability, employers unleashed an offensive,
aiming to curb the growth of wage and other costs, while reducing investment and
bringing about the growth of unemployment. Meanwhile, governments throughout
the advanced capitalist economies sought to get costs under control in both the private
and public sectors by introducing tight credit policies, as well as major cuts in welfare
state spending. The resulting reduction in the subsidy of demand further forced up
unemployment. Even so, according to the supply-side theory, there was no successful
process of adjustment. Despite reduced growth and hugely increased joblessness,
workers were able to maintain and make use of the institutionally based power that
7
M. Kalecki, 'Political Aspects of Full Employment' ("1 943), in Selected Essays 011 tile Dynamics of tire
Capitalist Economy, 1933-70, Cambridge 1 97"1 .
8 For early arguments concerning the wag xplo ion, ae W.O. Nordhou�. 'Th W ort !wide W ag
Explosion', Brookings Papers on Economic Activity, "1 972; P . W l l M, ' 'nAt It fl tlnn 1 d t h• St t of E onoml
Theory', ECOIIOIIIic /0111"11111, vol. lxxxlll, )un ! \i7:\,
9
Soo, f r I t �� 11 , Bt wl - �� 1., A.fl�r tit� Wn•"llltul, PF' · 11. , (I -72, H:l, 10 1 I, 1 1 1 - 1 4; It llny r·,
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was the legacy of the postwar boom to prevent the restoration of labour market 'flex
ibility' and sufficient reductions in social-welfare costs. They thereby prevented the
recovery of profitability. According to the theory, the continuing power of workers
also precluded the use of Keynesian measures to restore growth and employment.
For, by hypothesis-given the continuing untoward influence, direct and indirect, of
organized workers over the labour market-increased government subsidy of
demand to reduce unemployment would lead once more either to runaway inflation
or a renewed squeeze by wages on profits.10
2. Conceptual Difficulties with the Supply-Side Thesis
There is, of course, no reason to deny that, all else held constant, ongoing capital accu
mulation tends to increase the demand for labour relative to supply and thus to
i ncrease wages, probably the rate of growth of wages, and, more generally, the bar
gaining position of workers. lt follows that, to the extent that policies and institutions
subsidize demand and thereby bring about increased levels of capital accumulation,
all else being equal, the resulting reduction of unemployment will further enhance
workers' capacity to squeeze profits, all the more so if the availability and level of
government unemployment insurance, as well as institutionalized arrangements
with employers, reduce the risk and cost of job loss. The question is, however,
w hether it is legitimate to hold that all else is equal. This question has two aspects
w h ich need to be carefully distinguished. There is first an issue concerning origins
or onset: can an extended process of capital accumulation leading to full employment
lw expected to bring down profitability? But, second and more decisive, there is an
IHsue concerning endurance and non-adjustment: even supposing that full employment
does lead to wage growth outrunning productivity growth, can the resulting fall in
profitability be expected to persist, and thereby bring about a temporally extended eco
nom i c downturn?
From Full Employment to Squeeze on Profits?
/ 'u/1 Employment as Profit-Enhancing: The Kaleckian Objection . While the growth of
d1•111and leading to full employment will tend to strengthen labour's bargaining

po:o�it ion, it will, as it does so, tend to bring about counterbalancing effects that

t•n ha nce profitability. As Michal Kalecki, the originator of the 'contradictions of

Kt • y n esia n ism ' thesis, pointed out, increased employment tends not only to bring

11l out upward pressure on wages, but also to lead to higher sales and capacity

t i l i l i:t.at ion, thereby lowering unit costs and raising profitability. As an economy

< � p p roaches full employment, it may very well experience a heightening of prof

l l n hi l i t y, even as wage growth accelerates.l1
Ill

l'or cri t ica l introductions to the mainstream explanations of the downturn's continuance, see R. Z.
. L. Sch u l tz, 'Overview', and P. R. Krugman, 'Slow Growth in Europe: Conceptual Issues', in
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The Substitu tion of Capitalfor Labour Leading to Rela tively Reduced Labour Demand
and to Increased Productivity Grow th. While the acceleration of real wage growth
resulting from increased demand for labour with respect to supply-tends to
directly squeeze profits by outrunning productivity growth, it tends simultaneously
to encourage the substitution of capital for labour, thus speeding up technical inno
vation.U Technical innovation induced by rising wages tends to reduce the pressure
of labour demand with respect to labour supply in two ways. First, it tends to be
labour saving. Second, it tends to increase overall productivity (the ratio of output
to total input, including both labour and capital inputs), thereby reducing the
amount of labour required, and therefore the amount of labour demanded, for any
given level of output.
To look at the other side of the same coin, technical change tends not only to
increase the relative availability of labour, it also tends to increase efficiency,
reducing total (capital plus labour) costs for any given output. The fact, then, that
real wages grow, or even accelerate, clearly does not automatically mean that prof
itability falls. Why shouldn't the growth of productivity, driven both by wage
growth leading to the substitution of capital for labour and by the pressures of inter
firm competition, be rapid enough to keep the rate of return from falling?
The Growth of the Supply of Labour: Immigra tion and the Export of Capital. When
the demand for labour rises, the resulting increase in wages tends to provoke an
increase in labour supply by way of the action of the labour and capital markets
themselves. Workers from abroad find it more attractive to immigrate, and-unless
t hey a r restra i ned by pol itical means-their entry will reduce the tightness of the
.labour market. imulta neously, the profitability of combining means of production
w i t h l ower-waged labour elsewhere increases; as a result, either more capital is
xp rt d or ap i ta l ists in other places accelerate their investment. The effective size
of t h labo u r 1 ool thus tends to expand relative to supply, and wage pressure is
r d u d . I a m making the assumption here that there will in fact be available other,
heaper labour that can be combined with means of production embodying some
thing like the current level of technology without a loss of efficiency (that is, at lower
unit cost). But this assumption appears warranted in light of what seems to be a
double reality.
First, in the course of any historically extended wave of capital accumulation,
as a consequence of the growth of demand for labour and of competition for labour
between more efficient and less efficient producers, labour forces inevitably secure
increases in wages far greater than can be understood as compensation for their
increased skill-the increased productiveness of the workers themselves, aside
from the machinery they operate. More generally, labour forces in regions with
long histories of economic development tend to receive wages which are substan
tially higher than can be explained simply by reference to their relative level of
productiveness. Second, over similarly extended time periods, technical change
tends to reduce the skill required to produce any given array of products, with
the result that the labour force that can make those products without loss of ffi
ciency is continually enlarged, and the wage required to pay i t corr spond i n I
12
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reduced.B The outcome is that, as their wages rise over the course of a boom,
workers in the most advanced, longest developing regions tend to price them
selves out of the market in consequence of the relative rise of what might be called
their wages-skill ratio.
In sum, it cannot be assumed that a trend to full employment will in any straight
forward way put a squeeze on profits. The very processes of extensive capital
accumulation and institutionally founded enhancements of the power of labour
which the supply-side theorists understand to bring down the profit rate tend,
in so doing, to call forth counteracting tendencies that make for the increase
of profitability and thereby tend to prevent an actual profit squeeze from taking
place. Still, it would be absurd to deny that full employment leading to an enhance
ment of labour's leverage can ever precipitate a fall in the profit rate, and I
shall have occasion to refer to several historical instances of this phenomenon.
13ut, even if the Full Employment Profit Squeeze thesis can sometimes explain
a significant fall in profitability, it is hard to see how it could account
for a long-term reduction in the profit rate of the sort that has produced the long
downturn.
Con the Power of labour Prevent Adjustment?

From Tigh t Labour Market to Economic Crisis ? The point is that where tight labour
markets do make for declining profitability, firms will inevitably respond to their
r 'd uced rates of return by reducing investment. As a result, sooner rather than later,
t he labour market will loosen sufficiently to allow for a reduction of pressure on
wages and thus for the restoration of profitability and the renewal of capital accu
mulation. Under capitalism, the taking of profits and wages does not occur merely
UR an outcome of the immediate interaction between capital and labour, although
l ha t surely is an important aspect of the distributional process. Rather, production,
l't n ployment, and distribution are themselves dependent upon prior, autonomous
decisions to invest, and these are entirely under the control of capital. Employers
w i I I find no motivation to invest at any given place and time unless they can secure
,, sat isfactory rate of return. Employers must, in other words, demand a satisfac
l t 1ry rate of profit as the condition for inves ting, because a satisfactory rate of return
IM I he fundamental condition for competitiveness and thus the continuing viability
of l h e firm. In shifting distribution back in their own favour, employers are not con
I i ncd to confronting their' workers directly, but can respond to profit-reducing
I t ,,·r •ases in labour costs by decreasing the rate of capital accumulation, thereby
b r i n g i n g about, in aggregate, a reduction in the growth of demand with respect to
i l w su pply of labour which produces a rise in unemployment sufficient to mod
• • t·n t e labour's demands. The implication is that capital accumulation leading to the
t H t l ru n n i ng of labour supply by labour demand can be expected to squeeze profits
1 1n l y in the short run and therefore seems incapable of precipitating a secular,
MY I'll e m-w i d long downturn. The Full Employment Profit Squeeze theory can
1.1
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account for some instances of reduction in profitability, but it cannot explain a long
downturn.14
The 'Inflexible' Labour Market and the Power of Labour. The more elaborated ver
sions of the 'contradictions of Keynesianism' approach-those centred more
explicitly on the welfare state and postwar institutions regulating capital-labour
relations-were formulated precisely to remedy the foregoing weaknesses of the
straightforward Full Employment Profit Squeeze theory in accounting for a long
term, system-wide economic downturn. Supply-side theorists have thus taken it
as their task to argue that the rise of unemployment which normally results from
the reduction of investment set off by reduced profitability cannot in fact be
expected to function as a disciplinary device sufficient to restore the conditions for
capital accumulation. Their central contention is that, over the course of the
postwar epoch, rising unemployment became insufficient to oblige labour to mod
erate its wage claims because workers succeeded in institutionalizing sufficient
power at various levels-the shop floor, the industry or union and the state-to
prevent the proper functioning of the labour market. Governments, say the supply
side theorists, were so committed to the maintenance of full employment and/ or
the provision of high unemployment benefits that the threat of being fired lost its
teeth. Unions, they contend, have found ways to control their labour markets even
in the face of high unemployment, protecting their own 'insiders' at the expense
of 'outsiders'.l5 As a result, they conclude, 'disequilibrium' or profit-squeezing
wages have been able to persist alongside high levels of unemployment for an
extended period of time. Put another way, the economy does not return to full
employment because, were it to do so, wage growth would again outrun
productivity growth and squeeze profits.16
There is n o th ing logically wrong with the idea that the power of labour, exerised ei ther on the basis of its own institutions and norms or through the state, can
skew the operation of the labour market in favour of workers-for given · firms,
industries, regions, or even national economies, for given periods of time. The fact
remains that this conclusion, even where it holds empirically, is of limited rele
vance. The operation of the labour market does, of course, have an irreducible
political aspect; wages are, in significant respects, determined 'politically' by class
conflict, as well as the operation of social norms and values, along with state inter
vention. But it is one thing to assert that strategic socio-political action always plays
14
Marx certainly did not see his rising-employment profit-squeeze dynamic as directly applicable to
or likely to lead to crisis in-the real world. He presented it, quite explicitly, in abstraction from what he
believed to be the system's inexorable (counter-) tendencies both to productivity increase (through the
growth of the organic composition of capital leading to technical change) and the expansion of the
available labour force (through the growth of the surplus army of unemployed). He saw it, moreover, as
strictly limited by capitalists' ability to predicate investment on a satisfactory rate of return. See Capital,
Vol. I, ch. 25, sections 2-5, as well as 1. 'Nothing is more absurd, then, than to explain the fall in the rate of
profit in terms of a rise in wage rates, even though this too may be an exceptional case.' Capital, Vol. III,
ch. 14, section 5.
15
A sharp statement of the argument can be found in A. Lindbeck, 'What is Wrong wi th the West
European Economies?', The World Economy, vol . viii, f utP 1 98". S also A. Llndb k and . ). Snow r, 'Wag
Setting, Unemployment, and I ns i d - utsid R lations', A merican Economic /�e!Jiuw, vol. lxxvl, M y 1 986; J . B.
mber 1 985;
Donges, 'Chr011 i Un mploym nt In W Mt rn Europ P 1r Vllr ' Tht Wm•/d Et'VIIIIIII,V, Vlll. viii, D
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a part in determining the wage, quite another to argue that such action can so
squeeze profits as to cause a long-term, system-wide downturn. Labour cannot, as a
rule, bring about a temporally extended, systemic downturn because, as a rule, what
might be called the potential sphere of investment for capital in any line of produc
tion generally extends beyond the labour market that is affected by unions and/ or
political parties or is regulated by norms, values, and institutions supported by the
state. So firms can generally circumvent and thereby undermine the institutional
ized strength of workers at any given point by investing where workers lack the
capacity to resist. Indeed, they must do so, or they will find themselves outflanked
and competitively defeated by other capitalists who will.
This basic dynamic may be slowed but not fundamentally transformed by state
institutions. If government intervention is making for a significant squeeze by
labour on profits either indirectly (as a consequence, for example, of maintaining
high levels of unemployment insurance or implementing Keynesian policies for full
employment) or directly (as a result, for example, of taxing capital and allocating
increased public services to labour) the outcome will be the same as if labour were
acting alone. In the first instance, capitalists will find their competitive position
undercut; in the longer run, they will either redirect their investments to points of
higher profitability or find themselves unable to compete because other capitalists
have done so.
Because all elements of society depend on private investment for economic
growth, for employment, and for tax revenue to finance state expenditures, gov
ernments are obliged to make the profitability of 'their' capitalists a priority, at least
given that capitalist property relations are unchallenged. One of the more paradox
ical consequences of this reality is that, especially since World War II, trade unions
and social-democratic parties have generally accepted the principle of the primacy
of profits and sought to enforce it on their followers. In direct proportion to the
degree they have been well-organized, powerful, and representative of the working
class as a whole, trade unions and social-democratic parties have thus consciously
and systematically sought to keep wage growth from threatening profitability in
the interest of the capital accumulation and growth that they deem to be the pre
condition for working-class material gains. To the extent that an increase in workers'
material demands had been responsible for the decline in profitability over the past
couple of decades, official trade unions and social-democratic parties would cer
tainly have used their power precisely to reverse that developmentP
The general principle may be stated as follows: victories by labour in economic
conflicts tend to be relatively localized; reductions in profitability resulting from the
successful exertion of workers' power tend therefore to be correspondingly localized;
nevertheless, there is a generalized, system-wide pressure on employers to make the
average rate of profit on pain of extinction. To the extent therefore that workers' gains
reduce their employers' rate of profit below the average, they undercut capital
accumulation, creating the conditions, in the medium run, for their own eradication.
17
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Workers' action may certainly reduce profitability i n given locales i n the short run,
but it cannot, generally speaking, make for an extended downturn because it cannot,
as a rule, bring about a spatially generalized (system-wide) and temporally extended
decline in profitability. Nevertheless, what needs to be explained in the current case
is precisely a squeeze on profits and a corresponding downturn in the advanced cap
italist economies from which no economy has been immune, which has enveloped
all economies at the roughly the same time and same pace, and which has been tem
porally very extended.

3. Basic Evidence Against the Supply-Side Argument

Because the supply-side theorists explain the long downturn in terms of the
operation of institutions and impact of policies, they are obliged to explain it
in historically and nationally specific terms. They must therefore interpret the
onset and subsequent outcomes of the squeezes on profitability that afflicted
each of the advanced capitalist economies essentially on a case-by-case basis, in
terms of the specific historical evolution of institutions and policies in those
economies that ostensibly led to the enhancement of labour's economic and polit
ical leverage. But how can such interpretations be successfully accomplished, in
view of the obvious facts that the downturn has been

long-term?
The Universality of the Long Downturn.

universal, simultaneous

and

It is a reality worth conjuring with that

n one of the advanced capitalist economies was able to escape the long downturn.

Neith r th w akest economies with the strongest labour movements, like Great
Brita i n , nor t h

t ro ngest

cono m j es with the weakest labour movements, like

J p a n , r m in d i m m u n · . Is it plausible that what explains the downturn is that
work rs everywhere

u m u l a ted su fficient power to squeeze profits?

The Si m t.t.lta neity of I: he Onset: and

exp rien

Various Phases. The advanced capitalist economies

d the onse t of the long downturn at the same moment-between 1965 and

1 973. These economies have, moreover, experienced the successive stages of the long
1970-1,
1974-75, 1979-82 and from 1990-91. It is one thing to argue that economic and insti
downturn more or less in lock step, sustaining simultaneous recessions in

tutional developments among the advanced capitalist countries were rather similar
in the postwar epoch-although if one considers the Japanese case, or compares the

US with most European cases, even that may seem less than obvious. But it is quite
another to contend that the paths of institutional development and policy formation,
the experience of capital accumulation and technological change, and the evolution
of capital-labour relations-and politics more generally--<:ould have been so similar
in the major capitalist economies as to have brought about, at the same moment, vir
tually identical shifts in the labour market situation and the balance of class forces
so as to determine essentially the same

evolution of profitability

in those economies.

In view of the very high degree to which labour's power has been differentially deter
mined by conditions within and circumscribed by national boundaries, i t is di fficult
to understand how the exertion of power by labour could expl a i n the i n .terna tion
ally coordinated evolution of the long downtu rn .
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�overnments could have brought down the profit rate i n given places for given
periods. But, if one takes into account both the alternatives available to employers
(specifically their ability to reallocate investment away from points where profits
have been squeezed) and labour's long-term interests (specifically its dependence
u pon and concern for-in the absence of any alternative-the continuation of capital
accumulation), it is almost impossible to believe that the assertion of workers' power
has been both so effective and so unyielding as to have caused the downturn to
ontinue throughout the advanced capitalist world for close to a quarter-century.

4. From Criticism to an Alternative
My alternative approach to the long downturn takes as its point of departure the
results of the foregoing critique. The attempts of the supply-side theorists to under
stand crises essentially in terms of maldistribution-under-consumption in the case

of the interwar crisis, a profit squeeze in the case of the current downturn-has led

t hem to focus too exclusively upon the 'vertical' (market and socio-political) power
relations between capitalists and workers. As a result, they have tended to under
play not only the productive benefits, but also the economic contradictions, that
a rise from the 'horizontal' competition among firms that constitutes the capitalist
system's economic mainspring. My point of departure is thus simultaneously that
apitalism tends to develop the productive forces to an unprecedented degree, and
t hat it tends to do so in a destructive, because

unplanned and competitive, manner.

Relatedly, the emphasis of the supply-side theorists on institutions, policy and
power has led them to frame their analyses too heavily on a country-by-country
basis, in terms of national states and national economies-to view the international
economy as a sort of spill-over of national ones and to see systemic economic prob
lems as stemming from an agglomeration of local ones. In contrast, I shall take the

in ternational economy-the

wh o

capital accumulation and profitability of the system as a
le-as a theoretical vantage point from which to analyze both its booms and its

rises, and those of its national components.

could lead to rising
locales over the short run, they have failed
compensa tory economic, political, and social

Finally, while the supply-side theorists specify processes that
costs and a squeeze on profits in given

to take sufficiently into account the

mechanisms that are set off, more or less automatically, precisely as a consequence

of any squeeze by labour or the citizenry on profits-mechanisms by which rising
costs, through their negative effect on profitability and on the inducement to invest,

create pressures both to bring about cost reductions in the 'affected' regions and to
red i rect investment beyond them.
To put this final point more positively, an adequate theory of crisis must explain

not on l y why what individuals and collectivities do in pursuit of their interests leads

lo a n aggregate pattern of production and distribution in which profitability is
u nd e rm ined, thereby reducing the capacity and incentive to invest. It must also

ad j ustm
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resulting from individual (and collective) profit maximizing which leads not
towards adjustment, but rather away from it.
In line with this prescription, I shall present an account of the long downturn
which finds the source of the profitability decline, schematically speaking, in the
tendency of producers to develop the productive forces and increase economic
productiveness by means of the installation of increasingly cheap and effective
methods of production, without regard for existing investments and their require
ments for realization, with the result that aggregate profitability is squeezed by
reduced prices in the face of downwardly inflexible costs. I shall explain the
perpetuation of the crisis by demonstrating that the profit-maximizing steps cap
itals find it rational to take in response to the reduction in their profitability not
only fail to resolve the problem that brought down profitability in the first place,
but have the effect, in aggregate, of making necessary and rational additional
responses which further undercut aggregate profitability. In the face of their
reduced profitability, numbers of firms thus find that it makes most sense to persist
in their line rather than leave it and search for a better alternative; meanwhile,
numbers of other still lower-cost producers find it individually profitable to enter
into those same lines despite the lines' reduced profitability. As a consequence of
the resulting consolidation of over-capacity and over-production and of reduced
profitability (or the even further fall thereof), investment and output growth will
decline and wage growth will be cut back, leading, in turn, to both a decline
of productivity growth and a decline in the growth of effective demand (both
investment and consumption), which put still further downward pressure on prof

itabi l i ty . This s qu n

, as sha ll be seen, can be reversed and profitability restored

n ly wh n u ffi i n t high-cost, low-profit means of production can be forced from

lin

ff

t d by o v r-capacity I over-production and reduced profitability, and

fully r

l l o a ted to su fficiently high-profit lines.

C h a pter 2
AN A LTE R NATIVE A P PROACH TO T H E LO N G D OW N T U R N

I start from the premise that, under capitalist social-property relations, the general
i zation of the individual norm of profitability maximization combined with the
pressure of competition on a system-wide scale tends to bring about the growth of
the productive forces and overall productivity, with the result that, on the assump
tion that the real wage remains constant, both the rate and the mass of profit

rise,

assuming there are no problems of realization.1 But, given capitalism's unplanned,
competitive nature, realization problems cannot be assumed away. The same cost
cutting by firms which creates the potential for aggregate profitability to rise creates
the potential for aggregate profitability to fall, leading to macroeconomic difficulties.

1. Cost-Cutting Technology Leading to Over-Production
In a world where firms can predict what their competitors will do and perfectly
adjust, cost-cutting technical change poses no problem. Cost-cutting firms will add
output so as exactly to fill the space of demand left unoccupied by the decreased
output resulting from the using up of means of production by higher-cost pro
ducers. The outcome, initially, is a higher rate of profit in the line because the
cost-cutter needs fewer inputs to produce, so enjoys a higher rate of profit on, its
output than was hitherto garnered on the exactly equivalent output by the firm
reducing its output. The output of the cost-cutting firm has thus been produced at

a lower cost than the same output had been hitherto produced by the other (higher
·ost) firms in the line; since aggregate output and by assumption aggregate demand
remain the same and aggregate cost has been reduced, the average rate of profit in
t he line rises. From this point, the higher-cost firms will either emulate the cost

cutter or will cede space to it by reducing their means of production in the line

� recisely to the extent that the cost-cutter increases its capacity. The price for the
l i ne's output will thus fall to reflect the reduced cost required to produce it and

p u rchasers outside the line will share the gain, as capitalists pay less than before
for i n puts and/ or workers are able to purchase more goods than previously with
t he i r money wage. The outcome, so long as workers do not secure all of the gains

t he

f rom the reduced price .in the form of increased real wages, will be an increase in
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yield profits only after the fact, once they have proved themselves i n a potentially
destructive competitive war. Under these conditions, the only path to survival and
security involves risk-taking by investing in new, more technically advanced means
of production and combining these with the lowest possible wage. In this way, the
lowest possible cost and price is achieved, thus maximizing either one's rate of profit
or one's share of the market, and the goal is to maintain the resulting advantage for
the longest period possible. Yet, when one firm secures the lowest cost of produc
tion and puts its goods on the market at a correspondingly reduced price so as to
increase its market share, its doing so poses a serious problem for the other firms
which are producing with older, higher-cost techniques.
Rather than merely replacing, at the established price, the output hitherto but
no longer produced by a higher-cost firm which has used up some of its means of
production-as in the aforementioned case of perfect foresight and perfect adjust
ment-real-world cost-cutting firms, by virtue of their reduced costs, will reduce
the price of their output and expand their output and market share at

the expense of

the higher-cost competitors, while still maintaining for themselves the established
rate of profit.2 Given the reduced price, some firms, the least cost-effective, will be
obliged to scrap means of production because they can no longer make a profit on
it; the others will have to at least eridure reduced profitability because of their exces
sively high costs. Because the cost-cutters' rate of profit remains the same as before
and because the higher-cost firms' rates of profit are reduced, the outcome is an
aggregate reduction of the rate of profit in the line. Under these conditions, the line
can be said to be characterized by over-capacity or over-production because--or
in the

nse that-there is insufficient demand to allow the higher-cost firms to

of t hei r m a ns of p ro d u ction and can make use of the rest only by lowering their
mainta i n t h i r former rates of profit; they have been obliged to cease using some

pri

and t h us their profi tability. There is over-capacity and over-production,

respect

l:o /:he

with

hitherto existing profit rate.

While few would deny that the foregoing process is indeed normal to the capi
talist economy, most would deny its problematic character. It is true, they would

petition and (what is the same thing) over-capacity I over-production in the line,

say, that the cost-cutters' expansion of lower-priced output leads to increased com

manifested in exit for some of the higher-cost means of production and temporarily
reduced profitability for the rest. But it is also true, they would argue, that this sit
uation is 'out of equilibrium' and thus only transitional, for some firms are not, at
this point, doing as well as they could do and can thus be expected, more or less
immediately, to take action. Those firms which have experienced reduced prof
itability can be expected either to leave the line, or to adopt the new technique of
the innovating cost-cutter-or in some other way to match its costs. If they do not

d o so, the innovating firm w i l l take the whole market. The ou tcome should thus

be, soon r ra t h r t ha n l a ter, t he restora tion of the p re vio us l y esta blished rate of
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t he case of perfect foresight/perfect adjustment, assuming again that workers
a nnot garner all of the gains that accrue to the economy as a whole from the now
l owered price of the line's products. Joseph Schumpeter, 'the Marx of the bour1-\eoisie', saw this process as the genius of capitalism. What he termed 'creative
destruction'-the beating out of less productive by more productive means of pro
d uction-is, after all, what makes capitalism ever more productive.

2. The Failure to Adjust
Schumpeter may, however, have underestimated the potentially destructive side
of his creative destruction.

If they possess fixed capital, firms which sustain reduced

profitability as a result of the introduction of lower-cost and lower-priced goods by
ost-cutters in their line cannot be assumed to respond by more or less immediately
leaving the line; this is because it is rational for them to remain in the line so long

< 1 S the new, lowered price allows them at least to make the average rate of return
on their circulating capital-that is, the additional investment in labour power, raw
materials, and semi-finished goods that is required to put their fixed capital into
motion. The reason for this is that their fixed capital is 'sunk', that is, already paid
for-Dr requiring interest payments that must continue whether or not the capital
is in use. They can thus regard it as, in practical terms, costless and its further use

as free. It therefore makes sense for higher-cost firms to seek to hold onto their share

of the market by lowering their price, unless and until the price of the cost-cutting
firm's goods falls so low as to prevent them from securing the average rate of return
even on their circulating capitaP This calculus has two major consequences.
First, firms can, by virtue of their earlier placement of capital, deter the intro
d uction of lower-cost, lower-priced goods by competitors with the potential to cut
costs. This is because a cost-cutting firm that is incapable of imposing a price which

it> not only below that currently prevailing in the line but sufficiently low to force

some incumbents to leave the line-because the rate of profit on their circulating
apital has been driven below the average-will be incapable of increasing its
market share without reducing its own rate of profit. Should such a firm reduce the
price and attempt to maintain its old rate of profit,

all

of the incumbents would find

i t rational to match the price so as to maintain at least the average rate of profit on
t heir circulating capital-even if that was reduced on their total capital. The result
would be to prevent the cost-cutter from increasing market share at that price and
to force it to reduce the price further, and thus its rate of profit below the estab-

1 ished rate, in order to gain market share. Even firms capable of producing at lower
cost and price in a line cannot therefore profitably expand their market share unless

t hey are capable of making a sufficient place for their output by forcing sufficient
productive capacity from the line. Put another way, they can take increased market

�

The mechanism here presented

making

for maladjustment is d iscussed in the late nineteenth-century
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share without experiencing a reduction in their own profitability only t o the extent
that they can force others to yield market share by scrapping.
This said, a further point should be emphasized. While, by virtue of their pos
session of fixed capital, high-cost firms possess a powerful deterrent to cost-cutters
intent on expanding their market share (specifically, of cost-cutters with the ability
to reduce cost and price below that prevailing in the line but insufficiently to drive
out some incumbents), this does not at all ensure that such cost- and price-cutting
will not take place. The cost- and price-cutter may have a strategic reason to accept
sequence of its action is not only over-capacity I over-production but reduced

the lower rate of profit or, alternatively, may miscalculate. In either case, the con

profitability in the line for all, including the cost- and price-cutter itself.
Second, cost-cutting, price-reducing firms that are capable of replacing some
incumbents-by reducing their price sufficiently to make it impossible for the latter
to make the average rate of profit even on their circulating capital and thereby
forcing them to scrap fixed capital-will be able both to continue to secure the estab
lished rate of profit and increase their market share on the basis of their lower price.
Yet, they will, in so doing, bring about a reduction in the average rate of profit in
the line because their new low price will have a (doubly) undermining effect on the
profitability of the other firms in the line, forcing them to cede market share and
accept lowered prices for their (higher-cost) goods.4 Firms which can no longer
make the average rate of profit even on their circulating capital will be forced to
cede market share. Initially, in the short run, they may be able to get away with
only reducing capacity utilization, because the firm with the lower cost as yet has
i nsufficient prod uctive capacity to take as much market share away from them as
i ts low red price would warrant. To the degree that their capacity is reduced,
how v r, th se h i gher-cost firms will suffer the reduced profitability that results
from t he fact that output (sales) is reduced but capital costs are not. Eventually, as
the cost-cutting firm expands its capacity, they will be forced to scrap and leave the

line. Those firms that can still make the average rate of profit on their circulating
capital will find that it makes sense to remain in the line, but will nonetheless endure
reduced profitability on their total capital since their costs remain the same, but the
price at which they must sell is now reduced.
With respect to the higher-cost firms who remain, then, the 'normal' process of
adjustment-whereby higher-cost firms leave the line and are replaced by lower
cost producers-simply does not occur, because of those firms' possession of fixed
capital. The line's output now has the lower price imposed by the cost-cutting
entrant. Its population consists of the cost-cutting firm making the old rate of profit
on the basis of its reduced production costs plus the firms that have failed to cut
costs having to take a reduced profit rate. Technically speaking, as a result of the
lower-cost firm's appropriation of market share, through the imposition of its lower

4 The idea that problems could arise due to cost-cutters' introduction of price-reducing technical
changes that prevent incumbents from fully realizing their inv estme n ts on fixed cap.ital go s ba k at leas t
as far as Marx. An interesting and helpful expos i tion of this notion and its i m 1 l ica t i oi1S an b fo u nd in j .
Weeks, Cnpitnl nnd Exploitation, l r i n ton 198 1 , 1 1 . 1 86, 2 1"1 - '1 7. • e IMo t h • text� o n onomi cl'lsls by 5 .
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price, over-investment leading to over-capacity and over-production has arisen in
the line, again with respect to the previously and still prevailing rate of profit. Some
higher-cost firms have been obliged to scrap fixed capital because they have lost
market share; for the same reason, those higher-cost incumbents who remain have
been able to hold onto their place (meet some of the demand) only by selling their
goods at less than the old rate of return. The outcome is that, rather than leading
to a higher rate of profit, the entry of a lower-cost, lower-price producer brings
about a lower rate of profit in the line. The line is nonetheless 'in equilibrium' and
no further transition can be expected to take place for the time being since all of its
i ncumbents are presumably making the best profit rate they can. The line's reduced
profit rate is typically registered both in a declining output-capital ratio and a
declining profit share, because, in arithmetical terms, it is simply the result of the
higher-cost firms' inability to raise their prices sufficiently over their (given) capital
and wage costs due to the competitive price pressure of the cost-cutting entrant.
A final, major issue needs to be clarified before the relevance of the foregoing
mechanisms for the problem of explaining economic crises and extended slow
downs can begin to be examined. This issue is the impact on profitability in the
economy as a whole of the reduced price that determined the fall of profitability in
t he line affected by over-capacity and over-production. We know that, to the extent
t hat the reduced price in the line leads, as above, to a reduction of profitability in
t hat line, that same reduced price will provide an equivalent increase in income to
others in the economy who purchase those goods as their inputs. The question is,
who actually secures these gains-other capitalists in the form of a higher rate of
profit resulting from lower production costs or workers in the form of a higher real
wage? This question cannot be answered a priori, but it may be possible nonethe
less to advance our argument by taking into account the limiting case.
In the event that other capitalists outside the lowered profit line secured all and
workers secured none of the gains from the lowered price that brought about the
reduction of profits in the lowered-profit line, capitalists' increase in profitability
outside the lowered-profit line would balance out the decrease in profitability in
the lowered-profit line and aggregate profitability for the economy as a whole
would stay the same. But this scenario seems an unlikely one, because conditions
do not ordinarily exist that could enable capitalists to prevent workers from
securing any gains from the reduced price in the form of higher real wages. On the
assumption that the line's output is 'typical'-that is, it is consumed in the same
proportion as consumption takes place in the economy as a whole, in accord with
L he established distribution of the consumption of consumer goods and of capital
goods-the gains from the reduction in price will roughly accord with the estab1 i s h ed distribution of income between labour and capital, i.e. the profit share. In
a n y case, if labour is able to get any of the gains from the decrease in prices, then
t he aforementioned processes-by which a decline in profitability in a given line
resu l ts f ro m the fa i l ure of higher-cost, lower- profit producers in possession of fixed
· a p i ta l wh s u ff r red u d profitab i l i ty to leave the line-will indeed result in a
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b y capital; but not all o f the gains accrued outside the line from the same reduced
price are accrued by capital. To what

extent

there is a fall in profitability for the

economy as a whole depends, of course, on the details of the given case.

3. Fixed Capital, Uneven Development, and Downturn

The question that imposes itself is whether the sort of processes just envisioned
whereby unplanned-for, unforeseen innovation, and cost-cutting more generally,
leads to over-capacity and over-production-are likely to occur on a large enough
scale and over a long enough period to seriously damage the economy. Certain
aspects of the investment process under capitalism as it has evolved historically do,
I would argue, make such an outcome more than a possibility.

The Vulnerability of Fixed Capital
There has been an historical tendency for production to be improved through
investment in ever greater masses of fixed capital. Successful technical advance
most notably via economies of scale-has tended to require initial investments that
can be realized only over many years, as for example in steel mills, or car factories,
or chemical plants. Today this tendency has been much intensified as a consequence
of the enormous expenditures on research and development upon which large-scale
fixed capital investments are usually predicated. As a result, in many lines, great
masses
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s t m nt t nds t o depend on others to provide the demand to its

i n p u ts for .i ts p rod uction p rocess. Think of the interrelated rise of

ds and s h i pbu i l d i ng, coal mining, iron and steel production, and machine

tool prod uction in the British economy of the middle third of the nineteenth
century, or the interrelated expansion of automobile, steel, iron, coal, and petro
leum production, along with highway construction, in the US economy in the years
following World War

II.

The vulnerability of fixed capital, as it is embodied in waves of investment or
developmental blocs, tends to be exacerbated by its inertia. Fixed capital thus tends
to perpetuate itself at the same technological level as a consequence of the 'tech
nical interrelatedness' that characterizes the structure of production both internal
to and among the producing units.6
As a result of technical interrelatedness internal to the unit, existing plants tend
to find it difficult to adopt specific inventions without significantly altering or

5 This notion is suggested in E. Dahmen, 'Technology, Innovation, and International Industrial
Transformation', in L.H Dupriez, ed., Economic Progress, Louvain 1955, where it is explicitly introduced in
connection with what Dahmen calls 'the struggle between the old and new' (em p h a s i s added) a nd the poten
tial of the latter to cause aggregate economic disruption.
6 For the following two paragraphs, see M. Fra n k I, ' bsol s ence and Te h nologlcel Change In a
Maturing Economy', A111el'ican Econ01nic Review, v o l . x l v , j c mc 1 955, t h� enn ly"l� lf w hl h lri xtond· d I n
C. P . K i n d lebergcr, 'ObAolcN en
M d Tochnl n l
hnng11', IJu ill' i/11 1!f l h � O>.;{rirtl llnlwr-II,V l nolli u /u r1j
Eronomlr.R nnrl Sltll l,i lr.ll, vnl. ulll, I ll� I.

AN A LTERNATIVE APPROAC H TO T H E LON G DOWNTURN

33

entirely transforming their layout. Yet, it often makes no sense to accept the costs
of making the required alteration or transformation, because the remainder of the
productive unit-aside from the specific part to be improved by bringing in the
invention-is perfectly efficient and would be costly to change. Existing units of
production therefore find it irrational to bring in technical advances that newly con
structed units would find it rational to install, with the result that there is a tendency
for such units to replace worn-out parts with roughly identical new ones and so
conserve fixed capital in its old form rather than to transform it in accord with the
improvement of technology. The same sort of problem that arises within individual
units may arise within sets of interconnected units. It may thus be difficult to inno
vate in one part without changing some or all of the others. For example, the laying
down of small-gauge railroad tracks in Britain in the first part of the nineteenth
century made it difficult to adopt the newer more powerful locomotives that later
became available because a transformed and enlarged system of tracks would have
been difficult to adopt without undertaking the large capital investment required
to transform the existing mineheads, ports, and iron and steel facilities which had
been designed to fit the old railroad system. The task was made all the more diffi
cult by the coordination problems which arose because the railroads and the
associated facilities had different owners. The problem of interrelatedness among
units within a productive system may thus be added to the problem of interrelat
edness of equipment within units tending to further increase the inertial character
of a developmental bloc and thereby increase its vulnerability to new, lower-cost
production based on new techniques.

The New Prey

on

the Old

[ f one thus views investment a s taking place in the course o f capitalist development
in waves, in which large masses of fixed capital are embodied in interrelated and
partly self-conserving blocs, one can envision the dangers which arise with the
advent of new blocs of interrelated productions at higher levels of productivity, or
simply lower costs. Large masses of capital can quickly become vulnerable, as firms
of the older bloc are obliged to face reduced prices for their higher-cost output and
to confront the necessity of premature scrapping and lowered rates of profit on their
fixed capital. Nevertheless, such large-scale processes of technical change and cost
cutting more generally leading to reduced profitability need not-and do not
generally-take place in a continuous, unilineal way. Certain forces tend to delay
and counter this tendency, even if they do not permanently forestall it.
First, all else being equal, existing firms tend to repel new entrants from the
markets they occupy. They do so because they tend, at least for a time, to be more
ost-effective than potential competitors. They do so as well because, by virtue of

t he aforementioned deterrent power they derive from their existing placements of

their pure cost effectiveness would seem to warrant.'

fixed capital, they have the capacity to delay the entry of even lower-cost competi
L ors for l o ng r than
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Second, a corollary o f the above point, investors often can make the best profits
if they can develop new geographical regions. As a result of the implicit shield to
competition offered by their location, producers in new regions can typically avoid
having immediately to confront the established dominant firms of the old bloc,
thereby gaining space and time to perfect their production and improve their com
petitiveness. In addition, production can be cheaper in later-developing economies
because producers have the potential to emulate the advanced techniques of their
rivals from the old bloc while availing themselves of less expensive labour and
paying lower rents than in developed areas where living standards have increased
in accord with the growth of labour productivity-and faster than increases in the
productiveness of the labour force per se. The evolution of technique itself, marked
by de-skilling and standardization, tends to magnify this advantage by facilitating
the combination of ever more advanced technology and ever less skilled labour.
Producers in later-developing economies sometimes have the further advantage of
trade protection and, beyond that, advanced institutional forms making for greater
competitiveness-through merging bank and industrial capital, facilitating coordi
nation among producers that provide one another's markets, regulating
capital-labour relations, and driving state intervention.
Schematically speaking, the operation of these mechanisms may be seen to bring
about a specific ideal-typical pattern of economic evolution. Initially, the older bloc
will tend to operate to a significant degree in separation from the competition of
newer blocs. In part, this is because, by virtue of their existing fixed capital, its firms

a re able t o deter entry due to either their straightforward superiority in terms of
osls of prod u l ion or to their abil i ty to price their products, if necessary, in terms
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alone. In part, it is because the newly placed capi

to secure their best profits by exploiting, with lower

osts, ne w labour forces and new markets in new regions in relative

dom from the competition of the established producers. The trend to declining

profitabi lity that derives from the difficulties of producers of the older bloc in real
izing fixed capital investments in the face of competition from lower-cost producers
of the newer bloc tends therefore to be delayed for a time, staved off temporarily
by the resistance to entry of the established producers, and also compensated by
the higher than average profitability of investments in newer areas.
Nevertheless, in the longer run, capitalists serving new regions on the basis of
lower-cost production will tend to improve and expand their productive capacity
to a point where they not only open new markets with new labour forces, but can
profitably enter into already occupied markets. Over time, these producers find
it ever easier to penetrate markets hitherto dominated by the firms of the older
bloc, especially because they can do so by increasing the output of plants already
serving their new markets rather than by incurring the risk of setting up new
plants for the specific purpose of invading the old markets. Markets thus tend to
be unified and new blocs of capital come into direct competition w i th the ol d .
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total capital, will find that they can secure the best return by maintaining their
market share by means of l owering their price, since they can still achieve at least
the average rate of profit on their new investments in circulating capital on the basis
of the new lowered price. Since, ideal-typically, the representatives of the new bloc
have expanded their share by setting the new, lower price at a level at which they
themselves still make only the average rate of profit, the result is to consolidate the
situation of generally reduced aggregate rate of profit in the affected lines at a kind
of new equilibrium (all of the producers are presumably maximizing their profit
rates to the extent possible). The economy enters the downturn, then, because the
measures that individual economic actors are obliged to take to counteract their
own reduced profitability serve to reproduce the problem of reduced profitability
at the aggregate level. Nevertheless, the processes tending to prolong the down
turn are not by any means exhausted with the higher-cost producers' recourse to
their sunk capital.

From Proprietary Assets to Counter-Offensive. In terms of their additional invest
ments in circulating capital, the higher-cost firms of the older bloc are still making
at least the same rate of profit as before, presumably at least the 'average rate'. They
have, moreover, though long years of operation in their lines, accumulated other
wise unattainable information about markets, favourable relationships with
suppliers and purchasers, and above all technical know-how which together con
stitute perhaps their greatest assets. Because this proprietary intangible fixed
capital, no less than their tangible fixed capital, can be realized only in their estab
lished lines of production and would be lost were they to switch lines, they might
very well possess a better opportunity for investing profitably and producing com
petitively where they are already ensconced than anywhere else. Having just been
victimized by unforeseen cost-cutting, they will have every reason to defend their

, I.
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markets and counterattack by speeding up the process of innovation through

i n.vestment in additional fixed capital. The adoption of such a strategy on the part

of the firms originally caught with high costs will tend to provoke the original cost
reducing innovators to accelerate technical change themselves, further worsening
the already existing over-capacity and over-production.

From Declining Demand Growth to Difficulty Reallocating. While the possession of
tangible and proprietary intangible fixed assets biases firms to stay where they are
even in the face of reduced profitability, the slowed growth of demand that is the
unavoidable expression of the reduced growth of investment, of employment, and

uf wages that inevitably results from falling profit rates makes it more difficult to

reallocate to new lines. In periods of high profitability and rapid growth of GDP,
t h e economy brings about the reallocation of capital into new lines of production
a l most automatically. The generalized rise of incomes, both wages and profits,
which is an expression of the cheapening of goods that follows from the growth
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growth that follows from d e reased i n vestment. I t becomes harder t o find alter
native lines in which o ld lev Js of p ro fitability can be maintained for the simple
reason that such lines a re

merging and expanding less rapidly.

To complicate matters, the growth of demand from the particular lines plagued
by over-capacity and over-production falls disproportionately, bringing about a
shift in the overall pattern of demand. Firms find it more difficult to discern where
sufficient profits can actually be made. To reallocate successfully, firms will thus
face, to a greater extent than previously, the difficult prospect of creating demand
by creating new supply, that is, by making new products that meet previously
unrecognized needs. Yet, because investable surpluses have also been growing
more slowly as a consequence of reduced profitability, they are likely to find the
required stepped-up expenditures on research and development particularly dif
ficult to accomplish and the risks thereby entailed especially daunting.

Entn; of Still Lower-Cost Producers. Just as the mere over-supply of a line of pro
duction cannot be counted on to force enough exit to restore its profitability, that
same over-supply is insufficient to deter further entry that could bring down its
profit rate further. On the contrary. The initial fall in profitability that results from
processes of uneven development bringing about over-capacity and over-production
can be expected to intensify the worldwide drive for even lower production costs
for the same products through the combination of even cheaper labour with even
higher levels of technique in still later-developing regions. To the extent this drive
succeeds-typically by means of the emulation by later developers of the produc
tion methods of the earlier d evelopers-it only intensifies the initial problem.
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Increased Inertia.

The fact that credit is usually available

v n to fi rms w i t h rel a t i v e l y .high costs and relatively low profit rates tends to greatly
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ad j u s t me n t process . No mere reduction of profitability on total

p i t I, or v n i n a b i l i ty to profi t on circulating capital, can be expected to lead firms

to vi w as n

essary and inev itable the eventual reallocation of their capital else

where or th e closing down of their business. Firms will tend to respond to such
reverses, as far as possible, by taking out loans so as to be able to increase invest
ment in the hope of improving competitiveness, or just to hold on in the hope that
the market will improve. Such assumption of debt obviously allows individual firms
that have been set back by aggregate over-capacity and over-production greater
longevity in their lines. But, precisely by facilitating the survival of low-profit firms,
firms that might in its absence have gone out of business, the growth of borrowing
tends to exacerbate over-capacity and over-production, and to slow the restoration
of profitability, increasing instability and vulnerability to economic disruption.

'The Productivity-Wage Profit Squeeze'.

The very fall in profitability that results

from over-capacity and over-production will tend, finally, to further slow the
process of adjustment by

itself generating further downward pressure on the profit

rate, because, as a consequence of the reduced growth of investment that it induces,
it will tend to bring about not only, as already noted, reduced growth of effective
demand, but also the reduced growth of productivity. Reduced growth of invest

ment tends to reduce the growth of prod uctivity of labo u r (ou t p u t p r labour i n p u t )
because it generally means redu i ng t h g ro w t h
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can b e expected, i n itself, t o bring improvement-' endogenously', i n the jargon, by
bringing about economies of scale, learning by doing, and the like . . . as well as
because the reduced growth of output and demand that generally accompany
slowed investment can be expected to increase risk, lower expectations, and put a
dampener on product and process innovation. Longer term 'crises of productivity'
are thus more likely to be understandable as a consequence than as a cause of secular
problems of profitability. In tum, because a slowdown in productivity growth
means that a smaller surplus will be generated at any given rate of wage growth
than previously, it obviously complicates the process of adjustment to over-capacity
and over-production by making the restoration of profitability that much more dif
ficult to accomplish.

4. The Postwar Economy from Boom to Stagnation
In the remainder of this text, I will try to demonstrate that the mechanisms presented
above lay behind the processes by which the postwar economy moved from long
boom to long downturn. These processes, I shall argue, worked themselves out
during the postwar period by way of a specific, historical pattern of uneven devel
opment and international competition. In this process of uneven international
evolution, what had been the earlier-developing and dominant blocs of the interna
tional economy, notably the

US (and also the UK), suffered from the disadvantages

of having held technological leadership, having evolved further in socio-economic
terms, and having held hegemonic status in the world economy. Meanwhile, certain
of the later-developing blocs of the international economy, focused on Japan and
Germany-and, l ater, parts of East Asia-benefited by exploiting the potential
advantages of being followers technologically, less developed socio-economically,
and internationally hegemonized. It was the combination of and interaction between
the older- and later-developing blocs that largely determined both the character of
the long boom and the nature of the long downturn to which it gave rise.

I,

.' I

Through the initial era of postwar development-the period of the boom proper,
lasting until the mid 1960s-the older

US and the newly emerging European and

Ja panese blocs experienced paths of growth that were not only highly uneven, but
also, to a surprising degree,

separate,

especially in one crucial respect. Trade grew

ra pidly, but it began everywhere from very low levels. In particular, even as late

as

the early 1960s, the US economy remained to an extraordinary degree self

contained, as

US domestic producers confined themselves largely to the home

market and were able, for the most part, by virtue of their high levels of produc

t i v i ty, as well as the protection provided by distance, to defend that market against
L h · .ir overseas rivals-while providing rapidly increasing foreign direct investment

I n t h e rest of the world. Meanwhile, the Japanese and the German economies were
L h mselves securing high levels of growth through achieving high rates of invest

m e n t a n d producti v ity growth, particularly in manufacturing, especially by
n c h i v i ng
•

xtremely elevated rates of export growth. The German and Japanese

·onon i s w re, it m ust be stress d, able to turn their impressive growth trajec-
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international economic relationship with the leader, specifically its markets. Still,
although US-based producers lost significant export share-and suffered some
import penetration-during this period, such losses initially had a limited effect on
overall US economic performance as a consequence of US producers' restricted
dependence upon world trade and their continued domination of their own home
market.8 In any case, the huge gains from trade for the system as a whole far
overshadowed the restrictions on growth endured by the economic leaders due to
their declining competitiveness.
But uneven development did not long remain only favourable in its effects. From
the early 1960s, especially as a consequence of the dramatic reduction of trade
barriers at the end of the 1950s, the growth of trade accelerated spectacularly and
unexpectedly. US manufacturing producers suddenly found their markets, both
abroad and at home, under radically increased pressure from the lower-cost, lower
price exports of the later-developing blocs, especially Japan. As a consequence of
the resulting downward pressure on prices, they were unable to realize their
existing investments at their previously established rates of profit, suffering falling
output-capital ratios, as well as reduced profit shares, and thus declining prof
itability. The upshot of what was effectively a process of over-investment leading
to over-capacity and over-production in manufacturing on an international scale
especially given the enormous fraction of the total for the advanced capitalist
economies represented by US production-was a major fall in the aggregate prof
itability of the advanced capitalist economies, located primarily in manufacturing,

in the years be tw een 1 965 and 1973.

Fal l i ng aggr gate pro f itabil i ty brought extended economic difficulty, the long

w n t u m, b

a us

t h l' ugh u t t h

i t fa i l ed to lead to adjustment-and it was soon experienced

a d v a nced ca p i ta l i st world. Many US manufacturing firms which

sust in d reduced p rofi ta bi l i ty on their total capital investments nonetheless con
t i n ued to hold onto much of their market share, while presumably securing at least
the established rate of profit on their circulating capital. Meanwhile, between 1969
and 1973, as part and parcel of the same processes of intensifying competition that
brought down profitability in the US, the explosion of Japanese and German current
account surpluses and US current account deficits--catalyzed by the rise of record
US federal deficits-precipitated the collapse of the Bretton Woods system and with
it a major devaluation of the dollar, leading to a dramatic restructuring of relative
costs internationally in favour of US producers. The mark and the yen sustained
major increases in value against the dollar, and, as a result, some of the burden of
profitability decline was shifted away from the US economy and the international
crisis was extended to both Germany and Japan.
Nevertheless, this was only the beginning of what turned out to be a very
extended downturn. There was no easy exit from the crisis, because the processes
of adjustment that were required to bring it to an end failed to go into effect to a
sufficient degree. Rather than leave their lines, US manufacturing corporations,
aided by the even further devaluation of the d o l l a r,
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l ' rofitability and competitiveness b y launching a powerful wave o f investment
d u ring the 1970s and radically reducing the growth of wage costs, direct and indi
rect. Faced with cheaper US goods on the world market, and given the generally
H lower growth of international demand, manufacturers in Japan and Germany
faced an intensification of the same sort of stepped-up price pressure that their US
cnunterparts had experienced in the immediately preceding period and the same
downward pressure on their profits. But, rather than reallocate resources, they, too,
: 1ccepted reduced rates of return and sought, as far as possible, to continue
producing as before, helped out in this by the steady supply of loans from highly
<Jccommodating financial institutions. There was, in other words, no smooth
movement out of lines of reduced profitability stemming from over-capacity and
over-production as firms politely ceded position. On the contrary, producers sought
In maintain themselves by doing what they had always done, only in less costly
ways. They thereby intensified their competitive warfare, exacerbating over
ra pacity and over-production, with highly destructive consequences.
The process of uneven development out of which the crisis had initially emerged
d i d not, moreover, come to an end, but continued apace, highlighted by the dra
matic entry into international manufacturing of newly established producers based

in East Asia. These later-developing manufacturers used Japanese-style institutions

lo combine increasingly advanced techniques with low wages to make possible a
:<t unning, Japanese-style invasion into world export markets. The result was to exac
erbate the problem of over-capacity and over-production in manufacturing, helping
to prevent the recovery of profitability and to perpetuate the downturn through the
1 980s and into the 1990s. Secularly reduced aggregate profitability brought much
increased instability, but failed to lead to depression because the massive growth

of both public and private debt, made possible largely by the enormous expansion
of government borrowing, prevented the series of major recessions that shook the

i n ternational economy in 1974-75, 1979-82 and 1 990-91 from spiralling out of
control. But the very same processes that allowed the international economy to
nvoid depression prolonged the downturn because they prevented that shakeout

of high-cost, low-profit firms, especially in manufacturing, that was requisite to the
recovery of aggregate profitability.

From the end of the 1970s, the epoch-making turn from Keynesian debt-creation
to monetarist credit restriction and intensified austerity did accelerate the destruc
t i on of redundant capital, especially in manufacturing, but it simultaneously made
more difficult the necessary allocation of investment funds into new lines.
Meanwhile, from the mid 1980s, on the basis of another round of massive dollar
d e valuation against the yen and the mark, there began a major new shift in the locus
1

1f the most competitive manufacturing production-in favour of the US and against

Cermany and Japan. In the US, while growth remained slow, profitability did begin
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growth was further reduced and restrictive macroeconomic policies became ever
tighter and more universally applied, but investment growth failed to recover
there was no transcendence of the underlying problem of reduced system-wide
manufacturing profitability. Instead, over-capacity and over-production were per
petuated and exacerbated throughout the advanced capitalist world, as almost all
of the leading economies oriented themselves to an ever greater extent toward
growth through manufacturing exports in the face of ever more slowly growing
domestic markets. The question that therefore imposed itself as the world economy
approached the end of the century was whether a new, US-based investment boom
could finally precipitate an international recovery through a profound deepening
of the world division of labour, or whether the worldwide explosion of exports
would bring even more redundant production and deeper stagnation.

PART TWO
Th e Long Upturn
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C h a pter 3
T H E PATTE R N O F T H E POSTWAR BOOM

During the first quarter-century of the postwar epoch, the advanced capitalist world
experienced record rates of growth. Nevertheless, its extraordinary dynamism was
very unevenly distributed. While the earlier-developing US economic bloc tended
to repel new investment, the new economic blocs with which the Japanese and
German economies were associated tended to attract it. The postwar growth of the
US economy was not therefore especially impressive, either in comparison to that
of its major competitors, or with respect to its own record in earlier periods. Between
1 950 and 1973, the average annual growth of GDP, capital stock, and the capital
labour ratio, as well as the percentage of investment in output, were thus markedly
lower than they had been between 1890 and 1913-although labour productivity
growth was a bit higher. In sharp contrast, the postwar rates of growth enjoyed by
many European economies, particularly Germany, were far greater than they had
ever been, while Japan's productive performance over the same years was without
equal by any other economy over a comparable period of time in world history. It
was the US economic bloc's

relatively slow path of development, at first largely in

separation from, then in increasingly intense interaction with, the dynamic devel
opmental trajectories of these later-developing blocs that was largely responsible

for the overall pattern of postwar economic development, first during the boom,
t hen during the downturn.

Table 3.1 . C omparing the pre-World War I to the post-World War II booms.

(Average annual per cent change, except for Investment/GOP ratio.)

1890/
1913
u

Gormony
Jupon

GDP
1950/
73

GDP/hour
90/13 50/73

Gross
Capital Sta<k
Stock/hour
90/13 50/73 90/13 50/73

3.9

3.6

2.2

2.5

5.4

3.2

3.4

1 .7

3.2

5.9

1.9

4.9

3.1

6.6

1.5

5.5

2.7

9.3

1.7

8.0

3.0

9.1

1 .9

7.3

Gross Capital
Investment/
GDP
90/13
50173
1 5.8

1 3.2
1 7.2

1 1 .1

�ourco: A, Maddison, Dynaml forcos In Copllolisl Dov lopmenl, Oxford 199 1 , pp, 4 1, SO, 7 1, 140, 1 42, 2 1 0, 274.
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A t the point a t which the European and Japanese economies completed their

postwar recoveries, roughly around 1950, the US economy had already been
experiencing rapid growth for more than a decade, thereby increasing its already
substantial lead over all other national economies. Nevertheless, as a consequence
of the very developments by which it consolidated its dominant position, the US
economy found it difficult to maintain its momentum. Its initially advanced
technology as embodied in already existing fixed capital, its more evolved socio-eco
nomic structure as expressed in its high degree of industrialization and

tion as manifested in the dominant global position

correspondingly reduced agricultural sector, and its internationally hegemonic posi
of its financiers, multi-national

corporations, and, of course, its state, all constituted significant barriers to its con
tinued dynamism. In contrast, its leading rivals, in Germany and Japan, were able
to realize the potential advantages of technologically following the leader, of socio
economic backwardness and of a 'hegemonized' position.1

Catch-Up and the Weight of Fixed Capital
In the course of a decade-long spurt of capital accumulation from the end of the
1930s, US producers profited from interwar and wartime waves of innovation to
install the most advanced plant and equipment in the world. But the existence of
this great mass of fixed capital turned out to be a mixed blessing. At the start of the
period, the US capital stock was the material instantiation of American firms' over
possessors, by v i rtue

of their

into t h

ven by producers with lower costs, and thereby to slow the

w helming international technological leadership. But, as time went on, its

of t

h no log i a!

sunk capital, were able to discourage further entry

h a n ge and the growth of productivity within the US.
rs' leading eme rg i ng rivals in Germany and Japan faced almost preis ly t h oppos i t cond i tions. As a result of US technical achievements, German
and Ja panese producers had the possibility of catch-up-drawing upon a huge
pro

U

mark t ,

prod u

backlog of hitherto unused, advanced techniques, which they could embody in new
fixed-capital investments at relatively low cost. At least for a time, moreover, they
could exploit this advantage to an increasing degree, because technological change
tended to make possible, through simplification (de-skilling), the combination of
an ever broader range of advanced equipment with labour of relatively low skill,
to which the German and Japanese economies had access at a lower price than the
US. German and Japanese producers were not, moreover, deterred from putting
into place new, more productive plant and equipment, as were their US counter
parts, by the existence of great masses of recently placed fixed capital.
The fact remains, however, that catch-up alone can explain little, for it must itself
be explained, being anything but an automatic process. Leaders, especially through

The classic account of the 'penalty of taking the lead' is found in T. Veblen, Imperial Germany, New
York 1915, but much more fully developed ideas concerning the advantages of coming late-as well as about
the innovative institutional forms that make possible the realization of these ad va nta ges-i n relationship
to the broader processes of uneven development, both within and b t wee n onomics, ar· to b fo un d in
the discussions among Russian Marxists, between th "1 890s ao d "1 930>', nntol l y Lenin, Trot•ky, Tugon
Baranowsky, and I arvus. [n Economi Hnckwnrrlnl'ss In 1- llt�lorlt:ol f1cr�f1i'f'tlvc.t, • mbrl ltJ. •1 Mo!-1�., I \.J62, chl" ·1
and 2, A. .eNO h�nkron fommoHi y di0VI'IIlflN Hl\111 • of llw 11 l inn" nrl)4lllnlly l l 11111 I I IIIII hy hi• Ru••ln11
· l n l ly Tt·ut•ky, but wllhoul hnlh rln14 In r�f11r In !1111•' •nut•t•v•.
foo•b or•, "
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their unmatched capacity for technological innovation, often increase their lead over

laggards, rather than watch it disappear. This was the situation with the US economy

itself for three-quarters of a century before 1950. Followers, moreover, often lack the
social structure and/ or the requisite institutional framework and/ or the labour force
skills to exploit the potential for rapid productivity gains at low cost provided by
the technological achievements of the leader.2 The catch-up process was unquestion
ably central for the German and Japanese economies in the quarter-century after
1950, but this was only because these economies' capacities for rapid capital accu
mulation and large-scale technological change had recently been so enhanced in each
case by the domestic socio-economic and politico-institutional transformations of
the immediate post-World War II period, because the hitherto existing barriers to
the international free flow of goods and of capital were so dramatically lowered over
the course of the 1950s and 1960s, and because, in particular, the US, functioning as
hegemon, was willing to accept its rivals' and trading partners' statism and organ
ized capitalism-and not least their protectionism and undervalued currencies-in
order to further their postwar dynamism and, in this way, the expansion of markets
for US exports and broadfields for US foreign direct investment.
As it was, catch-up, for these economies, was only a part of the story. In the process
of carrying through vast expansions of their capital stock, the manufacturing
economies of both Germany and Japan secured unparalleled opportunities not only
for emulation, but also for innovation through learning by doing. By investing a
great deal at a rapid pace, they not only quickly grasped new technologies, but also
transformed them. As they became wealthier, moreover, these economies could, at
both the private and the public levels, afford greater expenditures on both research
and development, and training and education. In catching up, they could therefore
often forge ahead of the US leader, as they in fact did over the course of the 1950s
and 1960s in one key industry after another-textiles, steel, automobiles, machine
tools, consumer electronics.

The Orientation of the labour Movement
'The US labour movement had remade and revitalized itself in the historic strug
gles for industrial unionism of the 1930s. It had, however, been profoundly
weakened by wartime bureaucratization and postwar political repression. Still, the
very manner in which the US economy had arrived at world economic dominance
e ndowed labour with unexpected leverage. Long-term processes of industrializa
t i on had largely eliminated the reserves of labour that were once found in
agriculture and small business; any major wave of capital accumulation would
t herefore quickly induce tight labour markets. Moreover, at least through the mid
1 950s, US industry was essentially immune from the sort of intense overseas com
peti tion that could oblige unions to think twice before advancing demands on

employers. US labour thus remained more than strong and militant enough to push
U J wages ra p i d l y, especially when cyclical upturns pushed down unemployment,

as a t t he t i me of the Korean War.
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received extremely low wages relative t o their skill. I n both societies, a large part
of the working population remained in agriculture or in small industrial and retail
shops, much of it being disguisedly unemployed. Their industrial reserve armies,
supplemented in the German case by large-scale immigration from the East, could
thus exert strong downward pressure on wages over an extended period, at least
through the later 1950s. The large agricultural and small business sectors of both
economies also opened up an easy path to major productivity gains for the economy
as a whole, as labour could be transferred at low cost from low-productivity oper
ations into high-productivity manufacturing.
The gains to capital from this transfer process were protected, moreover, through
the decisive defeat of postwar labour revolts and the emergence in their wake of
newly burgeoning conservative trade union organizations which gave top priority
to the needs of capital accumulation. During the 1930s, in both Germany and Japan,
fascist and authoritarian regimes had destroyed domestic labour organizations. But
militant worker rebellions broke out in both countries in the wake of military defeat,
initially encouraged by the pro-union policies of the occupying forces. With the
advent of the Cold War, however,

US Occupation authorities did an about-face:

they joined conservative governments and hard-line employers to systematically
repress (as in Japan) or contain (as in Germany) these uprisings. It is true that after
World War II, with the consolidation of formally democratic regimes in both coun
tries, the German and Japanese labour movements achieved for the first time a
rela tively secure and recognized place in the political economy. This gave them con

s i dera b l e leverage in m a int a i ni ng working class living standards. But the fact

re m a in s that, es p ecia l ly in view of the strength that the working classes in both
nn

ny and Japan had managed to briefly accrue on the morrow of World War

ll, th p

twar boom in both cou ntries was predicated more on the defeat of labour

t han on i ts

r

cogn ition, more on the explicit subordination of labour than the con

so l i d a tion of any putative 'capital-labour accord'. In particular, the extended waves

of ca pi ta l accumulation that founded the long upturn during the decade of the 1950s
were conditioned on the achievement of extraordinarily high rates of profit, which
were themselves premised upon the suppression of labour and its consequent
acceptance of low and (relative to productivity growth) slowly increasing wages.
It was thus the long postwar expansion itself which made possible labour's sub
stantial material gains and its ulterior (partial) socio-political integration through
the emergent trade union bureaucracies-not vice versa.
The defeat and subordination of labour cannot, of course, be understood merely
as a reflection of these economies' later development, but was the result, in both
Germany and Japan, of large-scale class struggle, relentlessly pursued by the
employers into the early and middle 1950s. Nevertheless, once sufficiently controlled
so as to find radical institutional change off the agenda, German and Japanese
workers tended to see little choice but to hitch their fate to that of 'their own' firms.

l
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for the more precise adjustment o f workers' demands t o the requirements o f prof
itability--enterprise unions in Japan, works councils in Germany.

Free Trade and State Intervention
Rapid economic growth in the US during the decade from the late 1930s to the late
1940s raised barriers to further improvement by leaving in its wake masses of fixed
capital capable of deterring further entry and investment, by using up factor sup
plies, especially surplus labour, and by facilitating labour resistance. But it did so,
in addition, by giving rise to a constellation of leading social forces which were
either incapable of intervening politically to reverse what had become the relatively
unfavourable conditions for capital accumulation at home, or positively committed
to improving conditions for economic expansion abroad, even at the expense of
domestic manufacturing. US producers had risen to their position of dominance by
exploiting their uniquely large domestic market. But, especially in the wake of the
investment boom of the 1940s, their leading representatives, the great manufac
turing corporations and international bankers, understood that many of the best
opportunities for profit would henceforth lie abroad, as the other advanced capi
talist economies rebuilt and expanded, soon under a protectionist umbrella. What
these forces needed from the US government was support for a policy of free flow
of goods and investment funds that would allow the multinationals and interna
tional bankers to make direct investments and loans abroad and allow imports to
flow back into the country. Their ability to secure this support was enhanced by the
fact that, at least through the first postwar decade, US-based exporters tended to
need free trade to enable their prospective customers abroad to sell sufficiently in
the US to earn the currency that they needed to buy US goods.
The US government was strongly committed to the industrial reconstruction of
its leading potential rivals as a central aspect of its struggle against communism. It
was thus even more willing than it might otherwise have been to serve the needs of
its greatest capitalists by subscribing to an internationalist economic perspective,
despite the fact that this approach would, in the medium run, put those of its man
ufacturers who were mainly domestically based at a distinct disadvantage with
respect to their leading overseas competitors. In fact, the international economic

arrangements constituted at Bretton Woods, as actually implemented in practice,
turned out to instantiate an informal bargain: on the one hand, the US, with its dollar
key currency, was enabled to run large balance of payments deficits to finance its
overseas military bases and its foreign aid, as well as the foreign direct investments
of its corporations; on the other hand, those countries which were at once its allies
and economic rivals were allowed to control in various ways access to their domestic
markets for commodities and capital. On the condition that its allies/rivals would

not seek to cash in too many of their dollars for gold, the US government opened

u p the US market to their exports, while accepting without complaint their protec

t i oni m and th eir restrictions on the outward and inward mobility of capital, even
forb a ri ng to push too hard or too fast for the re-establishment of currency convert
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multinational corporations, allowing them t o purchase the factors of production on
the cheap and to send part of the output that they produced in their overseas affil
iates back to the US as imports, often in the form of intermediate goods to be worked
up into final goods by their home plants.
The constellations of leading social forces that emerged to shape the postwar
German and Japanese economies were the converse of those found in the US. The
advantages possessed by German and Japanese manufacturers by virtue of their
later development thus went beyond those that were bound to be exhausted over
time-cheap labour recruited from the countryside, access to the latest techniques
by borrowing from the US, and the benefits of a particular position in the product
cycle. Their advantages came to include more permanent politico-institutional
arrangements which had a longer-term impact, making for the maintenance of
favourable conditions for capital accumulation. Because German, and especially
Japanese, manufacturing firms were able to embed themselves within advanced
institutional forms for organizing intra-manufacturing, finance-manufacturing,
and capital-labour relations that had no counterpart in the US, as well as to secure
state support for industry of a kind unavailable in the US, these firms were able
to achieve a level and quality of investment and a capacity to control costs inex
plicable in purely market terms. These political and economico-institutional
arrangements allowed manufacturers access to cheaper capital, increased social
ization of risk, greater protection (even if partial and temporary) from international
competition, longer time horizons for returns on investment, more favourable

essary, b u t i n d i v i d u a ll y unprofitable, endeavours, particularly infrastructure,
opportunities to invest in human capital, and greater investments in socially nec

ed ucation, a n d research and development.

Pre isely h o w and why these arrangements originated when they did in

Germa ny and Japan is a historical question, made more complex by the fact that

th y emerged a nd underwent major transformation over a long term, going back

to the second half of the nineteenth century. Still, follower economies such as
Japan and Germany have, as a rule, provided more favourable ground for the con
stitution of such arrangements than economic leaders. Because of their initial
relative weakness with respect to their counterparts in the leading economies,
their .manufacturers, financiers, and governments have required such arrange
ments as a condition for successfully competing through trade.3 Industry and
banking have thus tended to ally or 'merge', and to receive the support of the
state in creating, through economic and political means, the capacity to contest
the producers of the dominant economy for shares of the world market. In con
trast, the leading manufacturers and financiers and the governments of the
leading economy-typified by nineteenth-century Britain, as well as the postwar
US-have found it in their interest to eschew such institutional forms and types
of intervention. This is in part because they have needed them less. But it is also
because, as a consequence of their superior competitiveness, they h a v e been able
The argument, it must b e emphasized, i s 1101 t he f u n t ionali�t o n t hat t he i n� t i t u t l onal t•eq u i rements
to be put i n to plo e by I tc u v •lo t ···�, for t h ft1Ct t ht H J n� t i l L t t ions a r·•
tie d e d f o r succef.l�f u l dev elo p ment rn• 1 t 10l \'X p l r l l n why t lwy L't' ll 11lil h 1 to xhtltmc.''"-'· ! l iM, t'r \ l lwr, l hnl be nuli'
lot" d vclopt1W1 1 t tl•ndt•d to hnv� r�rtnll1 ln•tlt u tlnnn l r�qul•ll�•, In t im• 1' 1 ··�• w lwr� lnt� d�v�lnpm�l, t
tonk pi C� M l iCCUNMfu l !y, NUrh 11MiltllilnnM W�l'tl UMUnlly In hP fi!lmd ncJ p JdyPd R t'IIMira J rt�Jp,
3
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to orient themselves, much more than have their counterparts in the follower
economies, to searching for the best opportunities for profit-making on a world
scale, either through direct overseas investment or international lending, and
because the institutional and policy requisites for such activities are so very
different from, and obviously quite often opposed to, those needed for the devel
opment of domestic manufacturing.
Like such producers in other later-developing economies, German and Japanese
manufacturers tended to subject themselves to the discipline of the banks and the
state, because they were more dependent upon them for access to desperately
needed investment funds and protection against overseas competition. By the same
token, banks in Germany and Japan, like those of other later-developing economies,
tended, in view of their own competitive weakness as international lenders, as well
as the competitive weakness of their counterparts in manufacturing, to find their
profits to be more dependent than those of their counterparts in earlier-developing
economies on securing the competitive-productive success of domestic industry in
international markets. They therefore tended to involve themselves more deeply
with, and could therefore give much greater material assistance to, domestic man
ufacturers, not only through providing cheaper finance, but also through offering
vital economic information and by helping to secure various forms of e�onomic coor
dination-cartels, vertical and/ or horizontal integration, and the like.
Finally, relative to their US counterpart, the German and Japanese governments
found themselves subject to the coordinated, insistent pressure of combined man
ufacturing and financial interests to provide policies oriented to the growth of
domestic production rather than investment and lending overseas. At the same time,
their own general interest in supporting successful capital accumulation as the basic
condition for realizing their own needs for state fiscal solidity, high employment,
and social stability, led them, more unambiguously, to provide improved and
protected conditions for capital investment at home, especially to buttress export
oriented manufacturing. These governments not only attempted to provide
manufacturing exporters with under-valued currencies, as well as subsidies and
various degrees of protection from foreign imports. They sought to secure, in addi

t ion, 'low pressure' macroeconomic environments, imposing balanced budgets and
relatively tight credit to achieve low inflation in the interest of overseas sales.

U K)

By contrast, as overseas competition intensified, the separation in the US (and the
of purely domestically based producers from the highly influential banks and

t he multinationals put them at a profound disadvantage in their attempts to secure
f rom the state favourable exchange rate, tariff, and industrial policies. Postwar US
governments therefore found themselves far freer to pursue the generally quite com-

1 n t ible requirements of ensuring the stability and security of the international

ca pitalist system, and providing for the interests of their own multinationals and
hn n k s. The main form of aid provided by the US government to domestic manufac
t u ring was by way of th subsidy of demand through the construction of a large new
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manufacturing competitiveness. Whereas a focus o n the US market had historically
expressed the unparalleled strength of US domestically based manufacturing, its
growing, and increasingly embattled, confinement to that market in the quarter
century after World War II manifested its growing weakness.

Economic I nternationalization and Export-Oriented Mercantilism
The interdependent evolution of the internationalizing leading economy of the US
and of the export-oriented follower economies of Germany and Japan turned out to
instantiate a highly dynamic, but ultimately highly unstable, symbiosis. While the
Japanese and the German economies may have founded their economic dynamism
on their ability to develop the home market, they were able to achieve such impres

UK) producers turned out

sive growth trajectories only by maximizing the growth of exports, and here their
ability to appropriate markets formerly held by US (and

to be decisive. In both economies, a mutual feedback between investment-driven

and export-driven growth processes was at the heart of development. Success in con
taining costs, via relatively low wage growth (despite high rates of capital
accumulation) and relatively high productivity growth (made possible by high rates
of capital accumulation), thus provided the indispensable condition for the pursuit

of export-oriented trajectories of growth. In turn, these trajectories made for other

wise unattainable levels of productivity advance. They did so, in the first place, by
facilitating economies of scale made possible through the exploitation of the world
market-the largest there is-in individual product lines. They did so, secondly, by
making possible the maintenance of manufacturing sectors of a size which would

have been insupportable by the home market alone: inflated manufacturing sectors

thus b roug h t stepped-up rates of overall productivity increase, since manufacturing

l i nes off red better opportunities for productivity gain than most others.4

The fact remai n s that the very opportunity to undertake dynamic export
ori ented grow th depended not only on the emergence, during the postwar epoch,
of a fast-growing world economy that was demanding, as its income grew, ever
greater quantities of the very goods which German and Japanese producers were
(or were becoming) especially well-fitted to provide-machinery, metals, chemi
cals, vehicles, and the like-but even more on the huge, dependable, and easily
penetrable markets of the US and (to some extent) the UK. Both the German and
Japanese economies prospered to no small degree by virtue of their ability to
dynamize rapidly progressing regional economic blocs in Europe and East Asia by
supplying them with increasingly high-powered capital goods.5 Still, it was the
ability of German and Japanese manufacturers to wrest

ever greater shares

of the

world market from US (and UK) producers that ultimately made possible their
postwar 'miracles'. Again, however, this capacity to seize market share could only
come into play because of the willingness of the US government to tolerate not only
the broad opening of the US economy to overseas penetration, but even a certain
decline in US manufacturing competitiveness in the interests of US military and
political hegemony, international economic stability, and the rapid expansion over

seas of US multinational corporations and ba n ks .

bJ t l v �·, EfniiOIIIic }01m1111, Vt>\ , IKXKI, M r ·h '1 97' 1 ,
4 See N. Kaldor, ' onOi IR i11 N tln11 I 1'\ t nom\
5 For ' .crman y M th l'lvol· of dvM ' In W Ml t'n 11 !rll J �. M 0 A. M lw d, 'rh� t:llrll{lt'ntt Rf�<'llt' of /Itt
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It was the extraordinary advantages, not least institutional and policy advantages,
enjoyed by Germany and especially Japan on the supply side-not new arrangements
for keeping domestic demand up with production, as in the 'contradictions of
Keynesianism' story-which were thus responsible for their unusually rapid
growth. In sharp contrast, the new institutional arrangements and policies that
helped to raise and maintain demand in the US economy proved powerless to over
come its supply-side disabilities and reverse what turned out to be its not very
impressive pattern of growth. In fact, in combination with its free-trade, free-invest
ment approach to the international economy, the US government's Keynesian
subsidies to demand played a not insignificant part in further spurring the exports
and thus capital accumulation of US mq.nufacturers' leading competitors, at first
largely alongside, but ultimately in confrontation with that of the US. Indeed, the
failure of US and UK producers to prevent German and especially Japanese manu
facturers from appropriating-and being able to

count on

appropriating-ever

greater shares of the world market from the US and the UK should be understood
as the indispensable condition on the demand side for the German and Japanese manu
facturing economies to pursue such extraordinarily rapid path � of capital
accumulation.
It should be clear at the outset that rapid growth in this mode was hardly unprob
lematic, even for the Germans and Japanese. The growth of their domestic demand
was held back so as to keep costs down and thereby buttress the growth of exports.
But the resulting tendency of the German and Japanese economies to sustain large
external surpluses via the outrunning of imports by exports brought pressures for
either prices or the currency to rise. The hot-housed growth of exports tended, then,
to be self-undermining, and, over the long run, economic development in both
Germany and Japan instantiated an uphill struggle to improve productivity faster
than the currency (and thus relative costs) appreciated, a struggle negotiated only
with great difficulty by each.
In the longer run, the contradictions were even more profound. The obverse side
of German and Japanese manufacturing export success was the tendential decline
of US manufacturing competitiveness, the tendential rise of US external deficits,
and the tendential decline of the US currency. Implied was the declining capacity
of the US market to absorb its allies' and rivals' goods and thus to serve as the
'motor of last resort' of their economies. The very processes by which the German
and Japanese economies achieved rapid growth during the postwar boom tended
to destroy the foundations of their success. During the 1950s and much of the 1 960s,
for Germany and Japan, and even the US, such problems were largely in the future.
But they would not be put off indefinitely.

C h a pter 4
T H E US E C O N O MY: T H E COSTS OF LEAD E RS H I P

At the end of the 1930s, the US economy took off, following a decade of depression
that had prepared the boom by destroying huge amounts of redundant, obsoles
cent capital, while creating mass unemployment. Under the stimulus of European
rearmament and US war preparations, and then the war effort itself, US producers
were suddenly able to combine low wages (resulting from years of high unemploy
ment and maintained by wartime government controls) with a large backlog of
unused advanced technology (some of it carried over from the technologically
dynamic 1920s, some of it developed but unused during the depression years, and
some of it spun off by the feverishly developing war industries) to achieve some of
the highest rates of profit registered in the US during the twentieth century. Between
1940 and 1945, the rate of profit for the private economy was, on average, about 50
per cent above its level in 1929 and 60-70 per cent higher than the average for the
years 1900-29.1

The wartime rise of profitability was literally epoch-making, because it provided
the fundamental basis for a powerful and extended boom, which lasted throughout
the war and which was hardly interrupted by what turned out to be the surpris
ingly smooth and rapid transition to a peacetime economy. Driving the boom was
the extremely rapid growth of investment in response to the high rate of profit:
between the years 1938 and 1950, gross investment in both the private economy
and the manufacturing sector grew at an average annual rate of around 11 per cent.
Even before the war, the US economy was the most technically advanced in the
world. As the only major economy to avoid serious wartime destruction, it was able
to widen its lead substantially, as the decade-long investment boom brought about
generally solid productivity growth, and truly impressive productivity growth in
the immediate postwar era. Between 1938 and 1950, output per hour increased at
the average annual rate of 2.7 per cent both in the private business economy and
manufacturing-and 3.8 per cent and 5.5 per cent for these sectors, respectively, in
the four years between 1946 and 1950-making it possible for the US economy to
rapidly extend its domination of world trade.2 During the years 1 945-49 inclusive,
merchandise exports averaged $12.5 billion, two-and-a-half times the level of
1
G. Dumenil, M. Glick and D. Levy, 'The Rise of the Rate of Pront During World War H', f<eview of
Economics and Statistics, val. lxv, May 1 993; G. Dum n i l and D. L vy, 'The US E onomy S i nce t he C i v i l War:
Sources and Con truction of eries', EPREMAP, 3 1 D' ·mb •r 1 99 '1 , 1 . 28. 'omp ,.,, C . ! ),,,�nil, M . Gil k
and ) . Ran g I, 'Th Rate of 1 rofit In tho Ut1ll1•d St t ••', "'"'"·lrl,�r /rll l n tnl r�f /:,·""""'"'• vol. xl, 1 9H7, f p. 3� I .
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1929 and triple the level o f 1940, and the excess o f merchandise exports over imports
totalled $25 billion. By 1950, the US share of advanced-country manufacturing
exports had climbed to 27.1 per cent, from 21.3 per cent in 1929 and 20.5 per cent
in 1937.3 Newly dynamic export growth thus helped to compensate for the fall-off
in military spending so as to sustain demand and help drive the economy. Overall,
between 1938 and 1950, the growth of real GNP averaged 6.5 per cent per annum,
at least 50 per cent above the US historic average for periods of boom.4

1 . Towards Stagnation in the 1 950s
From the end of the Korean War, if not earlier, there was a palpable loss of
dynamism. In the wake of the extended process of advanced industrialization that
the US had experienced by the end of the 1920s and of its impressive wartime and
immediate postwar boom, the US economy began to grow much more slowly.
Indeed, at the end of the 1950s, the economy appeared to many to be in trouble,
especially in view of the marked weakening of its performance during the second
half of the decade, after the Korean War had ceased to impart its powerful
artificial stimulus. Between 1955 and 1961, GDP grew at an average annual rate of
only 2.5 per cent, far below the average annual rates of 5.8 per cent between 1938
and 1955 and 4.8 per cent between 1950 and 1955. The fall-off was even greater in
the manufacturing sector, where output grew at an average annual rate of only 1 .4
per cent between 1955 and 1961, compared to 5.1 per cent between 1950 and 1955.
Over the course of the 1950s, unemployment remained ominously higher after the
completion of each successive cyclical downturn than it had during the previous
one. During the second half of the decade, the average rate of unemployment
increased by more than one-third, compared to the first half (5.5 per cent for
1956-61, 4.0 per cent for 1950-55) and as late as 1963 remained at 5.7 per cent.5 As
a student of the economy of the 1950s put it at the time, 'Looking at the decade as
a whole, most persons would judge the growth rate of output as rather sluggish. If
the latter part of the decade is made the reference point, the rate would be judged
unsatisfactory, particularly when compared with the 1920s or the long-run
performance of the economy prior to the great depression of the 1930s.'6
The economy's decelerating growth from the end of the 1940s to the start of the
1960s led some observers initially to interpret the pattern of postwar economic
development in terms of 'capitalist stagnation', arising from the predominance of
'monopoly capital'. From this perspective, the relatively slow rate of growth and
relatively high levels of unemployment could be attributed to the control of the
economy by giant monopolistic corporations, and this for two reasons. First,
monopolistic firms tend to limit their output, the best way to maximize profits in
the face of given demand curves for their products. Second, monopolistic firms tend
to restrict the growth of their capital investments, because a reduced rate of
3 US Depa rtment of Commerce, 1 -lislorica/ Statistics, p. 884; H. G. Vatter, The US Economy in the 1950s,
New York 1 96 1 , p, 4 ; A. Maiz Is, Tndusl ria/ Growlh fl/1(/ World Tmde, Cambridge 1963, p. 220. Henceforth,
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investment is the best way to allow for the full realization of their already existing
fixed capitaF
The notions of 'monopoly capital' and 'capitalist stagnation' soon revealed
themselves, however, to be reifications of quite temporary and specific aspects of
the economy of the US in the 1950s. They could carry conviction on the morrow
of World War II because of the overwhelming preponderance of US industry
within the world market, the oligopolistic control exerted by handfuls of US com
panies over major industries within the US market, and the corresponding
debilitation of the US's main potential competitors. But they could not continue to
command adherence in the face of the dramatic and (to many) unexpected devel
opments of the succeeding period. The long and dynamic postwar expansion of
the world economy from the late 1940s through the early 1970s and the profound
intensification of international competition, brought about most notably by
German and Japanese 'monopolies' at the expense of US 'monopolies', put paid to
the idea that capitalism per se had entered a stage of structural stagnation as a
result of the monopoly control over the market exerted by its giant firms. Still,
these same developments did confirm and bring to the fore the very real relative
stagnation of the US economy in comparison with Europe and Japan, as well as
when compared to its own historical record of growth.
The US private economy was slow-growing, in relative terms, especially during
the 1950s, but also over the whole period after 1950. The prevalent pattern of
investment and growth did, moreover, look much like that foreseen by the theory
attributing stagnation to monopoly capital. But the roots of the problem were, for
the most part, to be found elsewhere.8 Simply stated, the economy of the territo
ria l US developed unimpressively because its manufacturing sector offered
relatively limited opportunities for profitable investment, compared to those
available in manufacturing outside the US. There was thus an increasing diver
gence between the requirements for individual firms to make a profit, especially
in manufacturing, and the requirements for aggregate economic growth within
the US.
First of all, the large, relatively recent fixed-capital investments of the corpora
tions that dominated the US market discouraged these corporations' further
investment, because such investments required time to be fully realized. These
investments constituted, as we have seen, powerful deterrents to investment by
others, even some with lower costs. This was because corporations could, as has

7 The basic statement of this view is P. Baran and P. Sweezy, Monopoly Capital, New York 1964.
The publication date should be noted. Baran and Sweezy's view that the emergence of monopoly is the key
to the specificity of the operation of the contemporary economy was founded upon the work of Kalecki and
Steindl, as well as the monopolistic-oligopolistic prlce theory of Robinson and Chamberlain. See especially
Steindl's Maturity and Stagnation, New York 1950. Baran and Sweezy's position was associated with a broader
intellectual current associated with the idea that the postwar economy was tending to structural stagnation.
Leading representatives of this current included a number of mainstream Keynesians identified with
'stagnationist' theses since the 1930s who continued to apply them to the economy of the 1950s, mosl: notably
Alvin Hansen. See A. H. Hansen, Full Recovery or Stagualiou?, N w York 1 938, as well as £couo111ic Is ues of
the 1 960s, Cambridge, Mass. 1 960, pp. 50- 1 .
8 This is not-to d ny that, w i t h i n t he S conomy foro 1,-lcf p dod followln!l l h • w n r, �•P I lly I trlnp;
t h yeorH w h n ov r� � omp tlturM h cl y l to m k l h lr 1 r H n
fell·, Mm ll numl r• of �o�r at orpornt lonN w l hl11
jn II d <tNt rl M-II Uto, •I � I, 1
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been stressed, if necessary reduce their rate of return in response to cost-cutting
competitors up to the point at which they could still make the average rate of return
on their circulating capital alone.9 Many potential entrants, even cost-cutters, could
therefore expect a lower rate of profit than could incumbents-assuming the poten
tial entrants did not in fact enter.1 0 Put another way, the rate of profit that could be
derived by new investors from new capital placements, especially in manufac
turing, appeared higher than it actually was. In this restricted sense one can
legitimately refer to the existence of 'oligopolistic competition' as a fetter on invest
ment in this period.
For the US economy, the main consequence of its possession of so much recently
placed fixed capital was to discourage the growth of investment. In turn, the
reduced growth of investment may well have contributed to the declining growth
of manufacturing productivity which, in combination with the rapid growth of
wages, issued in a problem of rising costs in manufacturing, both absolute and rel
ative. During the mid to late 1950s, US manufacturers faced a squeeze on profits
from wages, but this was not all. For the first time in the twentieth century, firms
producing in the US found themselves saddled with relatively high costs of produc
tion and relatively low profitability in an increasing number of manufacturing lines,
as later-emerging producers based in Europe and Japan combined relatively high
levels of technology with relatively low wages. This trend not only reduced the
incentive to invest at home, but also gave multinational corporations and interna
tional lenders a stronger incentive to invest abroad. The pursuit by individual US
capitals of their own self-interest in securing the highest rate of profit thus led, in
aggregate, to a tendency to stagnation in the US domestic economy, especially in
manufacturing.
Following a large jump in investment in both manufacturing and the private
business economy as a whole in 1950-51, investment in new plant and equipment
grew exceedingly slowly. In manufacturing, investment was essentially flat for the
four years 1951 through 1955, and its average level for the years 1956 through 1960
was only 8.2 per cent higher than that of the previous five years. Manufacturing
investment was below the level it attained in 1956 and 1957 (when investment
totals were almost identical) in every subsequent year until 1964. In the private
business economy, investment in plant and equipment grew at an average annual
rate of 2.3 per cent for the four years 1951-55 and peaked in 1957 at a level about
23 per cent above that of 1951 . But, at the height of the last (very weak) cyclical
upturn of the decade (early 1958 to mid 1960), investment was more than 10 per
cent below what it had been at the height of the previous upturn (late 1954 to mid
1957), and investment in the later stages of the latter upturn had already stagnated.
Not until 1962 did private business investment surpass its level of 1957_ 11
9 Indeed, incumbent corporations may have over-invested-intentiona1ly or unintentionally main
tained excess capa ity-th reby further discouraging the entry of new competitors into their markets. See
R. E. Hall, ' hroni
x ess apa ity in US [ndu st ry ' , National Bureau of Economic Research, Working Paper,
no. 1973, amb!'idg , Mas. . , j uly 1986.
10
f o�,,.� , nt rnnt� who ould mak� th • , vcrog r lc of 1 rofit at prJ � so low s to pr ·v nt some
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Producers' reluctance to expand their productive base during the later 1950s was
manifested in their allocation of an ever decreasing proportion of investment to
new plant and an ever increasing proportion to equipment. Between 1950 and 1958,
the average annual growth of manufacturing investment in equipment, at a low 2.2
per cent, was still some 50 per cent higher than in plant, at a mere 1.1 per cent; for
the private business economy as a whole, equipment investment grew at an average
annual rate of 4.2 per cent, compared to only 1.75 per cent for plant. These figures
show that, while US producers were willing to try to defend their place in the market
by adding new machines presumably embodying at least some advance in tech
nology, they lacked the incentive required to build the new plants that were needed
to underpin really major increases in output and qualitative transformations in pro
ductive techniqueP
The slow growth of investment may well have been partly responsible for the
reduction in the growth of labour productivity in manufacturing. During the years
1950-58, labour productivity in manufacturing grew at an average annual rate
of only 1 .85 per cent-compared to 5.5 per cent between 1946 and 1950. Capital
productivity in manufacturing (the real manufacturing output-capital ratio) fell at
an average annual rate of 1 .8 per cent at the same time.
While the powerful surge of manufacturing productivity growth of the imme
diate postwar period petered out in the 1950s, wage growth failed to follow suit.
The 1950s was the true golden age for the American worker. From 1950 through
1958, the growth of real wages in manufacturing averaged 3.6 per cent per annum.
In the same period, the manufacturing product wage grew somewhat more slowly,
in reas i n g a t an a ve ra ge annual rate of 2.7 per cent, but it still increased faster than
d i d ma n u fac t u r i ng net labour productivity, which rose at an average annual rate
of j us t 1 .8 per cent per annum, with the result that the manufacturing profit share
f l l a t an average annual rate of 2.4 per cent. If there was a major squeeze on profits

by the action of labour at any point during the postwar epoch, it took place in manufac
turing in the course of the 1 950s.

US labour in the 1 950s
The US labour movement of the 1950s was still a force to be reckoned with. During
the 1930s, while authoritarian and fascist regimes were destroying labour organi
zations in Germany and Japan, US labour won historic victories with the triumphs
of the CIO, and secured an unprecedented position in American life for unskilled,
industrial workers. It is true that, by the end of the 1940s, the movement had dis
sipated much of the power and the momentum it had derived from the historic
battles and conquests of the 1930s. Decay had set in as a consequence of the rapid
bureaucratization of the trade unions (accelerated by the wartime period of state
regulated labour-management relations), of the containment of the huge (but at best
moderately successful) strike wave of 1946, of the government-backed assault on
the trade-union Left and the union movement in general during th e Red Scar· of
the late 1940s (highlighted by the passage of the Taft-Hartley Act in 1 948), and f
the generally reactionary turn of US politic with th ons t of t h
old War nd
McCarthyism. Yet e ven in t h a rl 1 950s, labol l r st i l l r t in •d A 1 r ris i ng degr·e
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of power and militancy and remained well positioned to exploit the favourable con
ditions for struggle of those years.
Probably most crucial in opening the way for the trade unions, the Korean War
boom tightened up the labour market, the rate of unemployment falling from an
average of 5.6 per cent for 1949 and 1950 to an average of just over 3 per cent for
1951-53. Since US corporations had, during the immediate postwar period, further
improved their already dominant position internationally, organized labour as
yet had little reason to take account of international competition in making its
demands. US unions were therefore able to flex their muscles and revive some of
the militancy that they had displayed at the end of World War II. They continued
to win a high percentage of NLRB (National Labor Relations Board) union recog
nition elections, further increasing the proportion of the labour force unionized,
and union density reached its historic peak in 1953-54.13 They also displayed a
higher propensity to strike than they would do at any other time in the postwar
epoch. Taking either the decade 1946-56 or the half decade 1949-54, a greater pro
portion of workdays was lost to work stoppages than in any other comparable
periods between 1946 and the end of the century (see p. 1 1 6, Figure 8.2). 14 At the
level of the shop floor, in traditional strongholds like car manufacturing, workers
continued to resort routinely to direct action, especially wildcat strikes, to defend
their conditions. 15 On the basis of this continuing militancy, the labour movement
was, until the later 1950s, able to prevent manufacturing wage growth from
adjusting to the slowdown in manufacturing productivity growth. The economic
consequences were significant, not only domestically, in terms of the squeeze on
profits, but also internationally, in terms of declining US competitiveness.
With wages rising, with slow investment growth helping to push down both
labour and capital productivity growth, and with capacity utilization declining, the
1950s understandably witnessed a very major decline in manufacturing prof
itability. Between 1950 and 1958, the manufacturing profit rate fell by 41 per cent,
with some of this reflecting a significant fall in capacity utilization after mid-decade,
particularly in the severe recession of 1957-58. 16
Growing Competition from Abroad
The trend toward rising costs in absolute terms, with the resultant squeeze on
profits, was made more serious by the emergence of a problem unprecedented in
the US economy during the twentieth century: the growth of competition from
abroad, which further undermined the incentive to invest. The US economy enjoyed
13

For data on union certification elections and levels of unionization, see the fundamental work by

M . Goldfield, The Decline of Organized Labor in the United States, Chicago 1987, pp. 10, 90-1. I wish to thank
M i ke Goldfield for many very helpful discussions of the US labour movement in the postwar period, and
( , w providing me with much useful data.
14 'Work Stoppages in the United States, 1927-1980', table supplied by US Department of Labor, BLS,
l lffi e of ompensation and Workin g Conditions, Division of Development in Labor-Management
I< •lal"i ns.
15
See t h e i l luminating study by N. Lichtenstein, 'Auto Worker Militancy and the
St r·u L t rr·e of Fa tory Life, 1 937-55', T11e foumnl of Americnu l-Jislory, vol. lxvii, September 1980.
16
The prlv te busin ss e anomy outside of monufa turing e xpe ri e nced a much smaller decline
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far higher absolute levels of productivity than did the German and the Japanese.
But this advantage was more than cancelled out by the relatively even higher wages
enjoyed by US workers, an expression of both the historic strength of the US
economy and the successes of the US labour movement. In 1950, US manufacturing
unit labour costs in dollar terms were, on average, 41 per cent higher than Japan's
and 37 per cent higher than Germany's, and the gap widened over the course of
the decade and beyond, as productivity growth relative to wage growth in both
places increased faster than in the USF Especially in the latter part of the decade,
the US economy experienced an initial bout of inflation, as employers sought to
pass on wage increases in the form of price increases, and US producers had to con
front major problems of competitiveness in a number of core manufacturing lines
especially, steel (where us prices rose well above those of Germany), cars, and elec
trical machinery.Is
The relatively high rate of growth of costs was reflected in declining export com
petitiveness. The unit value of manufacturing exports over the course of the 1950s
rose by 15 per cent in the US, rose by only 5 per cent in Germany, and fell by 1 1
per cent in Japan. 19 Toward the end of the decade, therefore, U S merchandise
exports actually decreased, US merchandise imports continued a decade-long
acceleration, and the US trade balance, at least for a couple of years, appeared to
be dwindling toward zero. From 1953 through 1959, the value of manufactured
imports increased at an average annual rate of no less then 10.4 per cent, while
real manufactured exports essentially stagnated.20 Between 1957 and 1959, annual
merchandise exports fell from $19.3 billion to $16.2 billion. The merchandise trade
balance thus fell, in just the latter two years, from $6.1 billion to only $988 million.
The problem was particularly acute in trade between the US and its rising com
] t i tors. As l a te as the mid-1950s, th e US had enjoyed a substantial trade surplus
w i th both Germany and Japan. But by 1959, the trade balance had fallen to $50
miU ion with Japan and had actual.ly gone into the red by $40 million with Germany.
Reflecting the decline in US manufacturing competitiveness, between 1950 and
1959 the US share of advanced-country manufacturing exports fell sharply from
27.1 per cent to 21.0 per centY The increased pressure in the world market expe
rienced by US manufacturers could not but have constituted a further disincentive
to invest within the US.
As a powerful expression-and, to a growing degree, a cause-of the stagnation
of capital accumulation in the US, from the second half of the 1950s US private direct
17 D. J. Daly, Japanese Manufacturing Competitiveness. Implications for International Trade, University of
Toronto-York University Joint Center for Asia Pacific Studies, Working Paper Series, no. 53, August 1988,
p. 35.
18 Sohmen, The Dollar and the Mark', in S. E. Harris, ed., The Dollar in Crisis, New York 1961 ,
pp. 190-3, where data on relative prices at this time for these industries is presented.
19 Sohmen, 'The Dollar and the Mark', p. 194. Unit labour costs in the US grew by 21 per cent and by
about the same amount in Germany, while declining by around 4 per cent in Japan.
20 L. B. Krause, 'The US Economy and International Trade', in K. K jima, ed., Strucluml Adju tmeu/ in
Asian-Pacific Trade, Papers and Proceedings of the Fifth Pa ifi Tra I and 0 vel pm nt onf ren e, V ol . II,
The Japan Economic Resear h en t r , Tokyo, j u l y 1 9 7 , p. 9 1 ; W. H . Branson, 'Tr•nds in Un i t d S t at 8
International Trad and l n vest m nt Sh1
WOI'Id War f f', In M. 1' !dot In, d., '/'It� llm<rlcan £convmy lu
Trnnsit.iou, hi ag 1 980, I' · ·1 8, T blo 3.'14.
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Figure 4.1. Ratio of foreign to d omestic m a nufactu ring i nvestment by U S
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Source: M. fohim-Noder, 'Capitol Expenditures by Majority Owned foreign Affiliates of US Companies'.

investment overseas grew at the spectacular average annual rate of 10.2 per cent,
more than twice as fast as domestic investment was growing.22 Foreign direct invest
ment never represented more than a small fraction of total investment in the US
private business economy as a whole. But for the US manufacturing sector, led by
the great US multinationals, overseas investment was very sigruficant, and increas
ingly so. Between 1957 and 1965, manufacturing investment by majority-owned
foreign affiliates of US companies in new plant and equipment overseas grew at an
astonishing average annual rate of 15.7 per cent. In just these eight years the ratio of
foreign to domestic investment in new plant and equipment made annually by us
based manufacturing corporations thus doubled, growing from 11.8 per cent to a
spectacular 22.8 per cent.23 Just as US manufacturing corporations were deterred
from investing in the US domestic economy, they were increasingly attracted to the
superior opportunities for profit-making overseas, especially in Europe, where they
could combine relatively cheap labour with relatively advanced technology and
produce against relatively weak competitors in rapidly growing markets.24
During the second half of the decade, as the US economy lost steam as a result
of the muhtally reinforcing trends towards declining profitability and declining
investment, the hugely increased government spending of the postwar epochStates International Trade', p. 238. Foreign direct investment in the US
to U d i re t investm nt abroad in this period was, meanwhile, small and dwindling.
2:1
M . I' hlm- Nad •r•, ' a p i tal Exp•nd i t u r ·s by Majority-Ow ne I Foreign A ffi l iates o f U S Companies',
.'itii'T'•'Y of _ ,, ,.,.,,,.,, FJHsini!��� vol. IKxlv, n o. 9, , · · pt mh('J' "19911, p. 5 .
rly l 'lllllM, H u rn 1 nM w r� cnmt lnl11ln11 of t hu "I' • t u l r growth of for•i)! n d l r ' t invcHt·
24 By th
111 I t by
s 11 u l t r ot lon 1•, th Mn• I I d ' A m rlr I 'h II 11f1 '. s�� J , J , !-1 I'V n·Sch r lh�r. l.r• / )�(/
22

8r·anson, 'Trends in U ni ted

''""' I a red

llrlllrlm/11, 11 riM I 117.

'I

60

THE ECONOMICS OF GLOBAL T U R B U L E N C E

military spending in particular-was critical for maintaining economic stability, not
only within the US but in the world economy as a whole. During the 1950s, govern
ment expenditure constituted no less than 25 per cent of GNP, compared to 8-9 per
cent in the 1920s.25 Since this demand did not depend directly on opportunities for
profitable investment, it naturally acted as a powerful stimulus, not only on the level
of output of US-based producers, but on the magnitude of imports into the North
American market by US manufacturers' increasingly competitive overseas rivals.
During the 1950s, approximately 10 per cent of GNP went to military spending
and, according to one major study of US industrial growth conducted in the latter
part of the decade, 'military demand ha[d] been the major and almost exclusive
dynamic growth factor in recent years.'26 Military production had a major advan
tage for existing capitals: its output did not compete for their markets. But military
investment could contribute relatively little directly to improving the economy's pro
ductiveness over the longer run, because its output was used neither to augment
firms' means of production nor workers' means of consumption, but simply
wastedY Military spending offered US firms, which suffered from declining
domestic investment opportunities, an alternative way to make a profit at home; but,
in exploiting this alternative, US firms did little to counter the tendency toward
retarded growth.
From the vantage point of the last years of the 1950s, more than one economist
saw the American economy as plagued by 'continuing stagnation'.28 In these years,
the US economy entered into something of a crisis as the trends toward the slow
down of the growth of output and investment issued in two recessions, in 1957-58
a n d 1 960, and were complicated by the sudden deterioration in the US international
posit ion i n a way which w oul d later become chronic. From the end of 1940s, when
t l'l i rty or so countries had d evalued versus the dollar, the US had steadily run balance
of pa ym n ts deficits, as an expression of the growth of its international military com
mitments, its increasing foreign aid, and the rise of private investment overseas. But
balance of payments deficits had initially given no cause for worry, since the large
US trade surplus had, through the mid-1950s, testified to the competitiveness of US
producers and the strength of the dollar. When, however, the trade surplus sud
denly collapsed between 1957 and 1959-and was responsible for sending the
current account balance into the negative in 1959-declining competitiveness
seemed suddenly a reality, especially in view of the fact that much of the
deterioration in the trade balance had taken place in periods of recession (1953-54
and 1957-59) when import demand was relatively depressed and export prices rel25 R. J. Gordon, 'Postwar Macroeconomics: The Evolution of Events and Ideas', in The American Economy
in Transition, Chicago 1980, pp. 104-5.
26 R. DeGrasse, Military Expansion, Economic Decline, New York 1983, pp. 20--1; S. H. Robock, Changing
Regional Economies, Midwest Research Institute, MRl-252, 1957, p. 4, quoted in M. Wiedenbaum, 'Some
Economic Aspects of Military Procurement', Current Economic Comment, November 1960, p. 10.
27 Technological spin-offs from military production did of course make a major contribution t
enhancing productivity in some manufacturing lines, notably aircraft. But spending money on military
research and development was a highly inefficient way to bring about techni al change and prod uctivity
increase in the non-military economy. I wish to thank Sam Farber for r minding me of t·his poi n t .
28 Sohmen, 'The Dol lar and the Mark', p. 1 95.
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atively reduced.29 During the years 1958-60, the overall balance of payments deficit
was annually on average about four times what it had been for the years 1951-57.
When, in 1960, to pull the economy out of its recession, the Federal Reserve increased
the money supply and reduced interest rates, there was a sudden huge outflow of
funds which wiped out the gain in the balance of payments that had resulted that
year from the improvement in the trade balance. Domestic demand stimulus seemed
all at once incompatible with external stability. In October 1960, with worry about
US deficits and competitiveness becoming overt and confidence in the dollar
declining, a flurry of speculative activity drove up the gold price spectacularly and
practically overnight from $35 to $40. Shortly thereafter-as part of the same chain
of events, in response to the same sort of speculative pressures-the German gov
ernment was obliged to revalue the mark.30 The sequence would, a few years later,
become all too typical.
The condition of chronic recession at the end of the decade did soon help to
redress the situation by making possible a major reduction in the growth of imports
and facilitating a significant decrease in the growth of labour costs. But the ensuing
recovery could only be temporary because the underlying problems remained
unresolved. Investment growth would, over the longer run, continue to be unsat
isfactory, due to the US economy's relatively high costs of production in
international terms, and its declining competitiveness in manufacturing. Attempts
to stimulate the economy through the subsidy of demand would therefore tend not
only to generate relatively little capital accumulation, but also to exacerbate the
deteriorating international position by provoking inflation, stimulating imports and
foreign direct investment, reducing the trade and current account balances, and
putting further pressure on the dollar. Following a brief spell of relief during the
first half of the 1960s-when, with costs falling and profitability rising, conditions
did become briefly favourable to Keynesian stimulus of demand-the US economy
would thus take up in the mid 1960s where it had left off at the end of the 1950s.
2. Short-Term Recovery in the Early 1 960s

During the first half of the 1960s, the US economy experienced a significant, though
on ly short term, recovery. Between 1958 and 1965, GNP grew at an average annual

rate of 4.6 per cent, faster than in any other period of comparable length after 1950.
Manufacturing output grew at an average annual pace of 6.55 per cent, almost triple
t he 2.3 per cent achieved during the years 1950-58. Behind this spurt lay a spectac
ular rise in the rate of profit. Between 1958 and 1965, profitability in manufacturing
rnse

by no less than 80 per cent, in the private business economy by 45 per cent.

I n rea sed profitability brought about increased growth by spurring a powerful

boom in investment. After having barely increased between 1951 and 1961, expen
d it u re on new plant and equipment in manufacturing grew at an average annual
rate of 1 5.6 per cent between 1961 and 1965.
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way they hitherto had found impossible. They unleashed a powerful across-the
board assault on workers and their institutions, and achieved what turned out to
be a fundamental shift in the balance of class power and in the character of man
agement-labour relations. In so doing, they demonstrated why workers cannot, as
a rule, impose a squeeze on capitalist profitability for very long and thereby cause
a real crisis. The fall in manufacturing profitability and competitiveness that had
taken place over the course of the 1950s itself set off the ensuing process of adjust
ment. In response, firms reduced their placements of new capital, so investment
stagnated from mid-decade, especially during the serious recession of 1957-58. The
resulting rise in joblessness softened up the labour market, opening the way for the
ensuing realignment in the balance of class forces and the resulting transformation
of industrial relations.
During the mostly boom years that marked the period from the later 1940s
through the end of the Korean conflict, employers had maintained an approach to
labour that could, in relative terms, be described as somewhat accommodating.31
But, in the course of sustaining a major wages-productivity profit squeeze
throughout much of the 1950s and confronting simultaneously an unprecedent
edly serious threat from international competition, employers reversed direction
and took up what was immediately recognized at the time as a new 'hard line'.32
Most dramatically, big corporations in manufacturing, not coincidentally in those
lines where international competition had increased most, showed themselves
willing to confront and defeat labour in a series of decisive battles between 1958
and 1 961: the 1958 stalemate in auto bargaining which brought the union unprece
dented ly small gains (for the postwar period), the 163-day steel strike of 1959 which
won the union virtually nothing, the failed strike of the United Autoworkers and
t h e I n ternationa 1 Association of Machinists against the United Aircraft Corporation
i n w h ich the company continued to operate throughout the dispute, and, finally,
the epoch-making General Electric strike of 1960 in which the International Union
of Electrical Workers struck some fifty plants but after three weeks was forced to
accept the widely-publicized terms the company had offered at the start of the
strike. In the course of these and other conflicts, managers in car manufacturing
began to increase their inter-firm cooperation during negotiations, and, in the
newspaper publishing, airline, and railroad industries, companies forged 'mutual
assistance pacts' and established strike insurance plans to provide aid to employers
hit by strikes.
Management's new look was also evident in its increasing, and increasingly sue31 For this generalization, see, for example, T. A. Kochan and M. J. Piore, 'US Industrial Relations in
Transition' and J. A. Klein and E. D. Wanger, 'The Legal Setting for the Emergence of the Union Avoidan e
Strategy', both in T. A. Kochan, ed., Challenges and Choices Facing American Labor, Cambridge, Mass. 1985.

32 Around 1960 there was a sudden spate of literature on the employers' new hard line. In th is and th
following two paragraphs, I depend especially on two lengthy symposia, 'The Employer Challenge and t h
Union Response', Industrial Relations, vol. i, no. 1 , October 1 961; 'The Crisis in the American Trade-Union
Movement', The Annals of the American Academy of Political and Social Science, vol.
L, November '1 963particularly H. R. Northrup, 'Management's "New Loo k " I n a bor R-la t lo r 1s', in th f i rst of t hese, and
G. S tra u ss, 'Union Bargaining St r ngt h : ·ol la t h or· Paper Tiger?' In t h • e ond. l also d ro w u pon
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cessful, resistance to the extension of unionization, particularly i n newly con
structed plants, many of them 'runaways' relocated in the south and south-west.
Especially by exploiting new, pro-business interpretations of the already fiercely
anti-labour Taft-Hartley Act of 1948-which were handed down by the National
Labor Relations Board that was appointed by the Eisenhower administration
firms began to interfere with union organizing efforts much more openly and
powerfully than hitherto. Beginning in the mid to late 1950s, the number of illegal
actions committed by management in the course of union recognition campaigns,
after declining for years, began to rise rapidly, and unions found it significantly
harder to win recognition.33 The proportion of union victories in NLRB elections
fell from 73.5 per cent in the years 1950-55 to 63 per cent in the years 1955-60 to 56
per cent in the years 1960-65. Unions had been able to organize 2 per cent of all
private wage and salary workers in the year 1950 and 1 per cent in the year 1955,
but by the year 1960 only 0.7 per cent. Between 1955 and 1961 the percentage of the
private- sector labour force that was unionized fell from its peak of 34.5 per cent in
1954 to 29.8 per cent in 1962-from 38 per cent to 33 per cent in manufacturing.34
A l l of these trends have continued to the present, and one cannot but conclude that
the decade from the mid 1950s to the mid 1960s marked a turning point for the US
union movement, the beginning of a long and precipitous process of decline.35
Employers became as intransigent at the level of the plant as at the level of the
union. Urged on by a phalanx of newly hired, college-trained labour relations
professionals, employers sought to reverse a relatively loose regime of supervision
on the shop floor, under which foremen had been allowed considerable leeway in
keeping the peace with rank and filers. At the same time, employers suddenly began
to stand firm against unofficial strikes. From this time onward, most notably in the
auto industry where shop-floor organization had been relatively strong, the number
of wildcats dropped precipitously.36
The results were dramatic. Contrary to received wisdom, there was never any
thing approaching an 'accord' between capital and labour in the US at any time
during the postwar period. But, to the extent that even a temporary modus vivendi
had emerged during the late 1940s and early 1950s, US employers� especially in
manufacturing, were now able to achieve major gains by breaking rather than by
perpetuating it.
First, employers significantly lowered the rate of wage growth, especially in
manufacturing. During the period 1958-65, the average annual growth of manu
facturing real wages fell by 40 per cent, to only 2.2 per cent compared to 3.6 per
cent for 1950-58, and this despite the fact that accelerating economic growth was
33

Klein and Wanger, 'The Legal Setting for the Emergence of the Union Avoidance Strategy', passim;

R. B. Freeman, 'Why Are Unions Faring Poorly in NLRB Representation Elections?', in Kochan, ed., Challenges

""" Choices FaciHg American Labor, pp. 46, 53.
34
Goldfield, Decline of Organized Labor, pp. 10, 90; R. B. Freeman, 'Contraction and Expansion: The
D i ve rgen e of P r i va te Sector and Public Sector Unionism in the United States', Journal of Economic
l ',•rspect'ives, vol . i i, pring 1988, p. 64.
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Figure 4.2. US u nionization and e m ployer opposition to unions as

reflected i n violations of National Labor Relations Act, 1 94 5-9 5 .
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b r i n g i n g about a reduction of unemployment by 45 per cent in these years, from

pe r cent to 3.7 per centY Employers were, in addition, able to secure striking
productiveness, as both labour productivity and capital productivity (the
rea l output-capital ratio) in manufacturing grew at what for the US were spectac
ular average annual rates of 4.1 per cent and 3.5 per cent respectively. Faster
investment growth leading to more rapid technological advance was surely in part
responsible for this increase. But, in view of the fact that the amount of plant and
equipment per worker hour grew so slowly between 1958 and 1965-the net capital
labour ratio increasing significantly less rapidly than in any other comparabl·
period in the postwar epoch-much of the gain in productiveness registered in
this new era of employers' offensive may well have been achieved by a combina·
tion of shedding less productive plant and equipment and compelling workers t
labour more intensely.38
The red u c ti on in the growth of manufacturing unit labour costs made possibl
a s i g n i fica n t re overy of ex po r t competitiveness. After deteriorating rapidly in th
l c t ter h a l f of t h e 1 9"0s, US rel a t i v e costs did a m a jor turnaround. Between 1960 a n
'1 965, u n i t l a bou r osts ( e x p ressed i n d o l l a rs) in manufacturing in the U S actual ly
.f1 '11 by 5.2 p 'r ent, w h i le t h ose in German y a n d Ja pa n rose by 24.7 per cent and 22.
J. .,. • n t rcs1 · t i v 'ly. US xport pri es t h us gr w at an average a n n u a l ra te of on)
6.6

g a i ns i n

:1 ? I t Hhmdd t " not • ·1 l hot the r du l ion in woge tlrnwt·h th�l took 1 Inc • in th · � • y MM in the pl'iv t
hu•ln "" <'<'tlr1!lll1Y H n whnl • w � m r h ""' II r thon In m�nuf tu ri ng-only I I 1 ,. •nt-bccou�l w ll
�o�rowt h '"""' '� of mmwf t u ring
l u � l ly f(!M� v t'Y " l i g h t l y .
�H Th n v r �� n 1 1 1 u I t'nl 11f 14rowtl 11f l h 11 I ,. I' t 1-lnl our· rotllo w � • tl.t'l p � t· r • n t feu· t �i5H-t'l!l,
:1 ..� 1 ' I' <'PI11 fm � ��IHIH, 1 d 2.7 pfr < 11t fnr 1 11.�0·7:1.

THE US ECON OMY: THE COSTS OF LEAD E R S H I P

65

Figure 4.3. The growth of real compensation in US manufactu ri ng,
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Source: BlS Industry Analytical Ratios and Basic Industry Data for the Manufacturing Sector.

1 .3 per cent between 1960 and 1965 (only 0.6 between 1960 and 1964), more slowly
than Germany's 1 .4 per cent over the same period, although still not as slowly as
japan's 0.3 per cent (0.5 per cent between 1960 and 1964).
On the basis of capital's renewed capacity to control costs, the economy achieved
a new export boom. Between 1958 and 1965, the average annual growth of exports
i ncreased to 7.1 per cent, from 4.4 per cent between 1950 and 1958. The US mer
chandise trade balance had drifted downward during the 1950s to an average of
slightly under $3 billion for the years 1958--60. But it increased to $7 billion by 1964
and was still at $5.3 billion in 1965, and it recovered particularly well with respect
to Germany and Japan.
The fact remains that the boom of the first half of the 1960s marked no defini
t ive break from the long-term postwar trend. Between 1958 and 1965, falling wage
g rowth opened the way for rising profitability, which set off the increased growth
of investment; the latter, by helping to raise productivity growth, reduced the
growth of costs further and thereby spurred increased exports, making, in turn, for
higher profitability. But this virtuous circle could not sustain itself beyond the mid
1 960s, and the reason, especially in light of subsequent events, is clear: the US man
u facturing economy was unable to sustain the favourable trend in relative
i n ternat i on a l costs wh ich made it so successful in this era. Manufacturing had been
osl i m p rove m en ts between 1958 and 1965, in part
abl t o a h i v i m p ressi v
p ity u t i l i za t ion ros so sharply, b u t t h i tr nd obviously coul d n ot con t i n 1 iT d f i r it . I , mplo 'r h d L r ' d d In r, i s i ng profitfl F ort i u la rly r· p i d l y
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US exporters had been able to fare especially well because, during the first half of
the 1960s, their leading competitors in Germany and Japan were experiencing short
term difficulties in reducing costs, but those troubles could not be expected to
persist.
Even during this period of dynamism, when US competitiveness was improving
far more rapidly than at any other time between 1950 and 1971, intensifying inter
national competition was imposing evident limits on US economic achievement.
Although US manufacturers raised their prices more slowly between 1958 and 1965
than in any other period after 1950, the US still saw its share of world manufac
turing exports fall from 18.7 per cent to 15.8 per cent. US and foreign corporations
left little doubt, moreover, where they believed capital investment would yield its
best return. US corporations increased their direct investment in manufacturing
overseas in these years 50 per cent faster than in the US; in parallel manner, the
value of the stock of foreign direct investment in the US as a percentage of the value
of the stock of US direct investment abroad fell from 28.8 per cent in 1950 to 17.5
per cent in 1966.39
During the 1950s, the slow growth of domestic investment had helped make for
the slow growth of productivity, and the latter, in combination with rapidly rising
wages, had brought about rising relative costs, chronic difficulties with the balance
of trade, and the rapid growth of direct investment in manufacturing overseas.
Despite the slowdown in wage growth that took place after 1958, and the further
slowdown of wage growth that would take place after 1965, that pattern turned out
to haracterize the economy's postwar evolution through the length of the boom.
J st h w vulnerable i t would leave the economy to intensifying international com•tit ion w i l l be en sh o rtly.
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C h a pter 5
G E RMANY: T H E EXPORT- D RIVEN BOOM

The path taken b y the German economy over the course o f the postwar boom was
both the reverse, mirror image of the path assumed by the US economy, and sig
nificantly dependent upon the US economy. The key to Germany's impressive
growth during this epoch was thus its export dependence and its extraordinary
export dynamism. The rapid growth of exports was initially made possible by its
very low wage costs in international terms relative to skill, and by its competitive
ness in the production of goods disproportionately in demand by a fast-growing
international economy, especially a recovering and newly booming Europe, as well
as the US. It was maintained by virtue of the economy's ability to prevent the too
rapid rise of production costs, attributable, on the one hand, to its ability to mod
erate the growth of wages in the face of hyper-full employment, and, on the other
hand, its exploitation of the opportunities for the growth of productivity provided
by an unusually large and fast-growing manufacturing sector, heavily dependent
upon exports. Crudely put, the German economy succeeded so unusually well over
the first part of the postwar epoch because it could use its very cheap labour and
historical endowment of very highly skilled labour to emulate, and in some cases
surpass, US production methods and, on that basis, seize markets formerly held by

US manufacturers.
1 . The 1 950s 'Miracle'

By 1951, German manufacturing labour productivity had reached 95 per cent of its
1938 level, but the manufacturing product wage only 80 per cent. The manufac
turing rate of profit therefore surpassed even the very high rates achieved under
Nazi rule. While labour productivity in manufacturing was about one-third the US
level, wages were one-fifth. Thus average unit labour costs in manufacturing stood

at only 64 per cent the US level. The conditions for a decade long investment boom

had been set in place.!
The basic prerequisite for the restoration of Nazi-era profitability levels was
the subordination of labour. The Nazis had of course destroyed the interwar
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l n l o u r m o v e m en t, but in the immediate aftermath of World War II, the

0

u pa t i o n auth orities favoured the restoration of strong unions and, in the

·

B i t i t-� I z o n e, t he establishment of a high degree of state control over the economy.

11 tl

v i ron m en t, even the Christian Democrats advocated a new socialist

'I

is

:1 • r i n g of so i e t y and several Lander passed laws favouring the right of co-deter

Ol'

m i n t i o 1 at a II le v el s of economic decision-making for unions and works councils
U / SU a ssent. Indeed, 'some form of socialization seemed inevitable in
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zone Liinder.'2 German workers were thus able to move quickly

fa t o ry councils, which often maintained production in the absence

t l f < r·r ·r o w ne rs. But, when Hamburg workers organized a politically radical
lt1 l ist F ree Union, the Occupation quickly suppressed it-by early 1946. In
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conditions of extreme deprivation due to economic disruption and
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f< o · ] Ahortages, German workers began mass strikes in which the demand for
I'
i l i z a t i on of part or all of the economy was salient. But this movement was
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its recently adopted Cold War perspectives upon the

as well as Japan. It made clear, in particular, that Marshall

1. 1 pon the restoration of a free-market economy, confirming
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of power in favour of capital. The German author

rl 11r t'l I' Nl 1' 1 l l l l'l'l ll o n d st ru ctures of the new German political economy, in
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had hitherto been carried out. While ending price and wage

t he u r re n y re fo r m sought to create favourable conditions for businesses
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real value of firms' assets, wiping out their debts, and shifting

b u r - l e n o f t he t a x sys te m from property and profits to lower income groups.
A I I I H H I)olh t h e cu r re n y reform a l l owed production to grow much more rapidly than
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rate of unemployment up from about 4.5 per cent in the second half of 1948 to a
peak of about 12 per cent in 1950.4
The upward spiral of unemployment at the end of the 1940s dramatically weak
ened working-class resistance, which was further depressed by the wiping out of
the unions' treasuries by the currency reform. A highly conservative trade union
leadership had from the end of the war played a major role in restraining mass
militancy, and it now moved to consolidate its power. Dismissive of the radical
alternatives espoused by some elements at the base, it was anxious to seize the
carrot of economic growth and saw little choice for labour but to fall into line.5
Soon, a centralized, highly integrated union movement had emerged-consisting
of just sixteen unions nationwide-which saw as one of its central tasks to ensure
that workers' demands were made to cohere with the requirements for profitability
and competitiveness. The successful containment of working-class resistance
immediately manifested itself in a steep decline of the share of wages in national
income. Between 1948 and 1951, labour productivity increased by a spectacular
50 per cent, but product wages grew by just one-quarter.6
The high, and rapidly growing, levels of productivity achieved by German man
ufacturing from the early postwar years were made possible, in the last analysis,
by Germany's highly skilled labour force, the product of long-established indus
trial traditions. Germany's postwar economic 'miracle' must therefore be
interpreted, to an important degree, as the economy's recovery of its historical pre
eminence in manufacturing. In the 1920s and 1930s, Germany held a share of world
manufacturing exports equal to those of the UK and the US, and was the world's
leader in the overseas sale of chemicals and other manufactures. In the postwar
epoch, the German economy was able to base its resurgence directly on its earlier
achievements. In 1952-53, 80 per cent of exported branded articles were sold using
international trademarks valid before the war?
Productivity could grow rapidly and smoothly from 1948 because losses of capital
stock during the war had been limited and could be made up relatively easily.
Wartime destruction in Germany was significant, but wartime investment compen
sated for it. Between 1938 and 1945, Germany's capital stock thus grew by 14 per
cent. It embodied, moreover, more advanced techniques-including new, mass
production methods-and in many cases elicited an increase in workers' skills.
Major gains in productivity could therefore be quickly achieved after the war
4

W. Carlin, 'Economic Reconstruction in Western Germany, 1945-55: The Displacement of "Vegetative
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and H. Schmieding, 'Openness, Wage Restraint, and Macroeconomic Stability: West Germany's Road to
Prosperity 1948-59', in R. Dornbusch, W. Nolling, and R. Layard, eds, Postwar Economic Reconstruction and
Lessons for the East Today, Cambridge, Mass. 1993.
5 Armstrong et a!., Capitalism Since 1945, pp. 50, 94-5. As Carlin notes, 'Despite the fact that works
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through the relatively cheap and simple process of rebuilding the infrastructure,
especially the totally demolished transportation system.8
While the intent of the deflationary policy imposed in 1948 had been to weaken
labour, intensify competition, and reduce domestic demand so as to force German
industry into dependence upon exports, its initial effect was to throw the economy
into deep recession and apparent crisis. But, like Japan at the same juncture,
Germany was fortuitously rescued by the outbreak of the Korean War. With the
mark having been sharply devalued in 1949-to allow sufficient exports to avoid
chronic trade deficits and further overcome the so-called dollar shortage and enable
the large-scale import of US goods-German industry could not have been better
positioned to respond to the surge of orders that now came from the US. The first
of a long series of export-led cycles, catalyzed by US demand, which would drive
German postwar industrial growth, had begun.9
The Process of Growth

Between 1951 and 1961, with high levels of profitability and competitiveness pro
viding both the means and motivation, the growth of manufacturing investment
averaged 11.1 per cent per annum, of the manufacturing capital stock 8 per cent per
annum. The rapid increase of investment brought the rapid growth of both output
and productivity, as well as high capacity utilization. During the 1950s, the growth
of manufacturing output averaged 10 per cent per annum, and GDP 8 per cent per
annum, the fastest in Europe. Over the same period, labour productivity leapt
forward at an average annual rate of 7 per cent in manufacturing and 5 per cent in
th p rivate busi ness economy as a whole, benefiting not only from the application
f the most advanced technology available, but also from the transfer of workers
into i nd ustry from Germany ' s still large agricultural sector. Capacity utilization
a veraged 90 per cent for the decade.10
The German economy was able to sustain its dynamism because, throughout the
1 950s, it was able to ward off the trends towards rising costs that tend to accom
pany bursts of capital accumulation of such proportions. The key here was its
capacity to keep down the price of labour, which prepared the way for the rapid
growth of manufacturing exports and a resulting amplification of the rate of capital
accumulation and productivity growth. The expansion of industry thus brought
with it a major increase in the size of the labour force and a steep decline in unem
ployment. Between 1950 and 1955, the unemployment rate fell from 10.4 per cent
to 5.2 per cent, and by 1960 to 1 per cent. But full employment failed to bring about
the squeeze on profits that might have been predicted by the supply-side theorists.
Between 1950 and 1955, while unemployment was cut in half, profitability rose, i n
Kaleckian fashion-by 1 3 per cent in manufacturing and b y a whopping 48.5 per
cent in non-manufacturing. In 1960, profitability outside manufacturing still main
tained its high level of the mid 1950s, and the profit share was actually higher than
'West German Econorni Re overy, 1 945 ·r : A Reass •s�mcn t ', Tile Three 8n11ks
r 1 982; a din, 'I rofl tabllity In W Ht , 1'111a1 y', pp. 1 5 1 -62; a rl i n, 'West c rn 1an
Grow1" 1 1 and I nst i t u t ions', pp. 46·
rl l n, 'E onomlc R Cli1Mtr\t tl m In W Ml�n1 i rm 11y', j j). 110-2.
9
10
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in 1955. Manufacturing profitability did fall during the second half of the 1950s,
but was in 1960 still only about 10 per cent lower than it had been in 1950 when
the unemployment rate had been eight times higher_ll
The relatively slow growth of wages was made possible, in the first instance, by
large reserves of labour in the countryside and abroad, which kept the labour supply
up with demand. In 1950, the agricultural sector comprised 29 per cent of the labour
force and even in 1960 the figure was still as high as 14 per cent. Mass immigration
of highly skilled labour from East to West Germany also played a key role in keeping
the labour market loose.
It has sometimes been argued that slow wage growth (in relation to productivity
growth), and thus sustained capital accumulation through the 1950s, was
ultimately dependent upon the forging of an implicit deal between capital and
labour, in which unions held down wage demands in exchange for employers' com
mitment to invest.12 But this implies that, had they wished to, unions could have
imposed more rapid wage growth on the employers, a dubious proposition. As
Carlin has argued, it is more realistic to explain wage restraint in terms of the unions'
growing weakness and owners' increasing power and cohesion, as manifested espe
cially in the strengthening of their employers' associations. Employers, aided by
the US Occupation authorities, had already begun to tip the balance of class forces
in their favour in the later 1940s by exploiting high unemployment and the tempo
rary weakness of the unions' treasuries. In 1951-52, they further consolidated their
advantage, especially by largely getting their way in the framing of the Works
Constitution Act. This Act, despite the unions' expectations, failed to extend parity
co-determination beyond the iron, coal, and steel industries. It had, moreover, the
effect of reducing the influence of the unions, for it limited them to negotiating what
were in effect minimum national wage increases, while assigning to the works
councils, from which the unions were officially excluded, the task of working out
the all-important increments above the minimum increase, in accord with firms'
profitability and thus ability to pay, as well as local labour market conditions.
Between 1951 and 1955, moreover, union density fell from a peak of 36 per cent to
32 per cent. It was capital's increased power to rebuff labour, not labour's self
restraint with respect to capital, which made possible high rates of profit throughout
the 1950s, and capitalists' high rates of profit and inability to escape intense com
petition, not any commitment to labour, which induced high rates of capital
accumulation over this period.B
11
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Carlin, 'Profitability in West Germany', pp. 146, 141; Semmler, 'Economic Aspects of "Modell

Germany"', in A. S. Markovits, ed., The Political Economy of West Germany. Modell Deutschland, New York
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Employers' ability to keep down the growth of costs made possible the
powerful 1950s wave of capital accumulation largely by making possible the excep
tionally fast growth of exports. Between 1950 and 1960, Germany increased its
exports at the impressive average annual rate of 13.5 per cent. It was able to do so,
because, despite rapid growth, it succeeded in improving its international compet
itive position. Over the course of the decade, German relative unit labour costs in
manufacturing-with respect to those of France, Italy, the UK, and the US-fell by
about 6 per cent.14
Export success was not merely an expression of the immediate strengths of the
economy, it was also a function of policy. Far from adopting a Keynesian approach,
the government curtailed the growth of domestic demand by running state budget
surpluses and by enforcing tight credit leading to high interest rates. It thereby
forced a search for overseas sales, while facilitating this by limiting upward pres
sure on prices. The government also implemented a vigorous policy of trade
liberalization, opening the way to the untrammelled growth of imports and thus
cheaper inputs for German industry, while imposing increased pressures upon it
to improve competitiveness.
Still, German economic policy is incomprehensible in strictly laissez-faire terms.
Especially in the early years of postwar development, the government sought to
assist German producers in coping with trade liberalization by directly subsidizing
exports through granting exporters favoured access to imported inputs, as well as
cheap export-promotion loans. It also allowed firms generous tax write-offs for
d predation. Moreover, starting from the time that the mark was devalued in 1949
and xt nd ing through the later 1960s, German exporters were able to profit from
an ffe tivel y under-valued exchange rate.15
Jf th i n i t i a l ca p ac i ty to increase productivity and to control the growth of costs
made poss i b l e rapid exports, rapid export growth itself made for more rapid
p rod ucti v i t y growth. Exports enlarged the manufacturing sector and thus
expanded the opportunities for economies of scale and learning by doing. The spec
tacular growth of exports during the 1950s made possible a doubling of the share
of exports in German manufacturing output16 (the increase of export dependence
being especially pronounced in the critically important chemical, automobile, and
machinery industries)17 and, in turn, the maintenance of an unusually high share
of manufacturing in the total economy. Manufacturing export growth was thus, in
important respects, self-reinforcing. Both manufacturing output and the manufac
turing labour force as a percentage of the total, after rising slightly in the 1950s,
averaged close to 40 per cent for the entire period up to 1970, the industrial sector
as a whole almost 50 per cent. Because manufacturing was the site of the best

and W. Muller-Jentsch, 'The Federal Republic of Germany: Cooperative Unionism and Dual Bargaining
System Challenged', in S. Barkin, ed., Worker Militancy and lts Consequwces, 1. 965-75, New York 1.975,
pp. 235, 241-2, 248-56.
14 Carlin. 'Profitability in West Germany', pp. 218, 220.
15 Ibid., pp. 193-8, 316; Carlin, 'Economic .Reconstru t ion In W · t
rmany', p. 63.
16 Henning, 'West Germany', p. 48 1 .
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opportunities for technical change, the German economy's enlarged manufacturing
sector made for greater productivity growth and competitiveness and thus higher
export growth, as is indicated by the fact that while manufacturing labour produc
t i vity grew by 96.5 per cent over the decade of the 1950s, labour productivity outside
manufacturing grew by only 45.5 per cent. 18
The sharp increase in the export share of manufacturing output during the
1 950s was ultimately made possible by a rapidly growing world economy in
which output for export among the advanced capitalist economies was growing
50 per cent faster than output for the domestic market. But another side of the
story was even more significant. German producers were able to achieve such
high rates of export growth only by taking a growing share of that growing market,
not only at the expense of, but also with the help of the governments of its leading
competitors, especially that of the US. During the 1950s, Germany nearly tripled
its share of the manufacturing exports of the advanced industrial countries, its
quotient increasing from 7.3 per cent to 19.0 per cent. 19 No less than 59 per cent
of the increase in German manufacturing exports during the decade was thus
made possible by Germany's taking an increasing share of the market, compared
to only 41 per cent made possible by the growth of the market per se. And almost
all of that increase in share came at the expense of the economies of the US and
UK.2o
German export-led growth was not only facilitated by the declining competi
tiveness of US producers in the world market, but was directly stabilized, indeed
driven forward, by the call for German imports from the enormous US market
i tsel£.21 Over the course of the 1950s, exports to North America as a share of German
exports increased by almost 60 per cent, from 5.7 per cent to 9.0 per cent.22 Between
1 950 and 1965, moreover, every upturn of the German business cycle was set off
by a surge in exports which was given its impetus by an increase of US demand
associated with a US cyclical upturn. At the start of the 1950s, it was only the
Korean war and the wave of speculative buying that it incited that allowed the
German economy to overcome its deflationary crisis of the late 1940s and initiate
the first of these cyclical booms. Cyclical upswings in the American economy
also set off the second, third, and fourth of these cycles, in 1955, 1960, and 1963,
respectively.23 In effect, the growth of demand in the US economy, and particu
larly the stabilization of demand there by means of large-scale military spending,

Carlin, 'Profitability in West Germany', p. 220.
'19 Maizels, Industrial Growth and World Trade, p, 220; Morgan, 'Export Competition and Import
Substitution', p, 48.
20
Put another way, had Germany failed to increase its share of the world market, its exports during
18
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Table 5.1. Germany: share of exports in output (per cent) .

Cars
Machines
lron-prodcing machinery
Chemical
Non-metal industry
All manufacturing

1 950

1 958

1967

1970

1974

1 1 .5

36.3

40.7

40.6

46.1

20.3
1 6.4

30.2
1 7.8

38.0

35.5

43.5

30.3

24.0

35.2

1 2.3

22.5

29.0

31.1

1 1 .4

1 4.9
1 5. 1

24.4

1 8.3

36.0
22.9

1 8.7

1 9.3

24.2

8.3

Source: W. Semmler, 'Economic Aspects of "Modell Germany" ', p. 3 1 .

helped drive an export-oriented economy in Germany which was itself founded
on anti-Keynesianism.24
2 . Contradictions of Internationalization, Late 1 950s to Mid 1 960s
During the late 1950s and early 1960s, while the US economy temporarily broke
from its long-term pattern of relatively slow growth, the German economy sus
tained an interruption of its momentum. The drop-off in growth began from a high

level and, from the mid 1960s, the economy regained some of its former dynamism.
Nevertheless, the problems behind the economy's short-term hesitations were
hard ly su 1 rficial; they manifested profound structural problems which would turn
o u t t o plague not only the German economy, but also the advanced capitalist
onom ies taken together, and would ultimately bring about the shift from long
boom to long downturn.

THe slowdown began around 1960. Between 1960 and 1965, the average annual
growth of manufacturing output fell to 5.8 per cent, having averaged just under 10
per cent during the years 1955-60 and just about 12 per cent for the whole decade
of the 1950s. The average annual growth of GDP, at 5.1 per cent, was down by about
one-third from that of the previous five (and ten) years. Part and parcel of the deceleration in the growth of output was a major reduction in investment growth, the
average annual growth of investment in manufacturing falling to 4.1 per cent
between 1960 and 1965 from the spectacular average annual rate of 15 per cent
between 1950 and 1955 and the still quite impressive average annual rate of 8.4 per
cent between 1955 and 1960. Over the same period, the average annual growth of
the manufacturing capital stock also fell, but only slightly.
Finally, there was a decisive fall in profitability in manufacturing, originating in
the mid 1950s. Manufacturing profitability in 1960 was only about 10 per cent below
its 1950 level. Still, the not insubstantial fall of 20 per cent between 1955 and 1960
24
On Germany's export-led, export-based growth from t·h "1 950 ttl t h� •at•ly 1970", /ICC I I • nn i n p ;g , 'West
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t urned out to initiate a longer-term trend. Between 1960 and 1965, manufacturing
profitability fell by a further 30 per cent.25 What had occurred to force down the
rate of profit and, in turn, the rate of growth of investment and output? Just as the
US temporary recovery between 1958 and 1965 had stemmed to an important
Iegree from a major improvement in relative international productive costs that
had issued in an export boom (making possible a major increase in manufacturing
profitability and investment), the German slowdown from the later 1950s through
to the mid 1960s resulted largely, though not entirely, from a decline in competi
t i veness, which undermined the capacity to export and resulted in a downward
price squeeze on the profit rate. Declining competitiveness derived from two trends
which were to become ever more pronounced over the period before 1973, one
l'Xtemal, the other internal: first, the rise of manufacturing producers across the
ndvanced capitalist world prepared to challenge German producers for markets
n nd, second, the self-limiting character of a German form of economic development
t ha t was structured to stimulate the growth of manufacturing exports at the expense
of the domestic market.
Between 1955 and 1960, although the German economy's relative costs continued
t o decline in relation to the US, the UK, and the whole world, they ceased to do so
with respect to its increasingly competitive continental European rivals France and
l l n ly, or to Japan.26 From 1960 onwards, moreover, the problem of relative costs
i n tensified. In 1961, the revaluation of the mark brought an immediate increase of
4.8 per cent in Germany's relative unit labour costs. And between 1961 and 1965,
( �crmany's relative unit labour costs compared to its five leading competitors grew
by another 2.4 per cent, a total of about 7 per cent for the five years.27 During the
Hecond half of the 1950s, German manufacturing productivity growth had been sig
n i ficantly higher than that of France and Italy, but thenceforth there was a
l'cmarkable reversal, with both French and Italian manufacturing productivity
jl,rowth out-distancing that of Germany by more than 50 per cent between 1960 and

I.

I LJ73 .28

Rising relative costs, representing both the intensification of competition from
nbroad and upward pressure on costs from within, brought a steady and increas
i n gly sharp reduction in Germany's capacity to export, and to garner share of
11d vanced-country manufacturing exports, while opening the way to growing
I m port penetration. Between 1950 and 1955, Germany's exports grew at an average
n n n ual rate of 15.2 per cent and its share of advanced-country manufacturing
<'Xports increased spectacularly from 7.3 per cent to 15.3 per cent. Between 1955 and
l lJ60, Germany's exports were still increasing at an average annual rate of 1 1.8 per
, ·, ·n t , an d its share of advanced-country manufacturing exports grew to 20.3 per
, ·, •n t . Nevertheless, in these latter years, only one-third of the gain in share was due
t o t he increased competitiveness of German goods, the remainder deriving from
< I i spro p ortiona tely inflating demand for the products which Germany exported.
l ll ' l ween 1 960 and 1 965, Germany's export growth fell to an average annual rate of
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only 6.1 per cent per annum, and by 1965, its share of advanced-country manufac
turing exports had declined slightly, to 19.2 per cent. Over the years 1955-65, import
penetration increased from 19 per cent to 32 per cent.29
The close correlation between declining competitiveness and declining prof
itability in manufacturing suggests that the former had an important role in
determining the latter. To what extent can this relationship be demonstrated more
directly?
During the second half of the 1950s, rising international competition, manifested
in downward pressure on manufacturing prices, was responsible for at least half
of the fall in manufacturing profitability.30 Between 1955 and 1960, the average
annual growth of unit labour costs in manufacturing, at 3.2 per cent, was about 12.5
per cent lower than that in non-manufacturing, at 3.6 per cent. Nevertheless, the
manufacturing profit share declined by almost 8 per cent (and the profit rate by 20
per cent), while the non-manufacturing profit share increased by 8 per cent (and
the profit rate remained the same) for the simple reason that, while manufacturers
could raise their output prices at an annual average rate of just 1.6 per cent, non
manufacturers could raise theirs at an average annual rate of 3.6 per cent.
Manufacturers' inability to sufficiently mark up prices over costs was evidently
their problem. Since manufacturing output consists largely of tradables, while non
manufacturing output consists mainly of non-tradables, it seems reasonable to
conclude that manufacturers' relative inability to mark-up over costs can be attrib
uted to their vulnerability to intensifying international competition. By the same
token, i t was the effective immunity of non-manufacturing producers from inter
national competitive pressure that allowed them to raise their prices sufficiently
ov r t h i r osts to avoid a wages-productivity squeeze on profits.
B t w en 1 960 a n d 1965, German manufacturing profitability continued to fall
largely, t hough certainly not exclusively, as a consequence of declining competi
tiveness . In 1961, the mark was revalued by 5 per cent against the dollar, bringing
about an increase in its effective exchange rate of 4.5 per cent, with an immediat
effect on manufacturing profitability, which fell by 12 per cent in just that one year.31
Between 1961 and 1965, manufacturing profitability fell further, at an averag
annual rate of 5.3 per cent (or 21 per cent over the period). This time, unlike between
1955 and 1960, profitability outside manufacturing did fall; even so, the decline was
60 per cent less steep than in manufacturing, at an annual average of just
2.05 per cent. In part, manufacturers' problem remained what it had been in th
second half of the 1950s: their inability to mark up over costs to the extent non
manufacturers did, due to their exposure to the relentless downward pressure on
prices emanating from their overseas competitors.
Unit labour costs in manufacturing, at 2.8 per cent, grew even more slowly than
in the previous period relatively to those in non-manufacturing, a t 4.5 per c n t .

29 Maizels, Industrial Growth and World Trade, p. 220; Morgan, ' Ex port ompel' i t ion and l mp or·t
Substitution', p. 48; Carlin, 'Profitability i n West Germany', pp. 320- 1 , 327-8. W he n manu fa t uring pr·o f·
itability finally rose a gain betw en '1 965 and '1 969, t:h rat of g n > w t h 0f •xpol't� In reas d by t w ( H h l rdM
compared to 1 960-65, and G rr nan m011 ufa t u r·ing r·cga in · d t h' �ham It li d lnM t during t hat pcrlo I.
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Table 5.2. Costs, prices, and p rofitability i n Germany, 1 955-60.
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(Average annuol per cent chonge.)
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6.3

5.7

8.0

2.3

3.2

5.9

3.2
3.6

3.6

II
I

1 .6

Source: See Appendix I on Profit Rates. Key to legend on p. xiii.

Similarly, while the manufacturing output-capital ratio expressed in nominal terms
fell at an average annual rate of 3.3 per cent, it fell in real terms by just 1.8 per cent.
_
The root of the divergence appears to have been the same in both cases: that
manufacturers selling mostly tradables could raise their prices at an average annual
rate of just 2.4 per cent, whereas their counterparts in non-manufacturing and in
construction (producing capital stock, specifically structures) selling mainly non
lradables could raise their prices at average annual rates of 4.05 per cent and 4.0
per cent, respectively. As a result, between 1961 and 1965, the non-manufacturing
profit share fell at an average annual rate of just 0.5 per cent, the output-capital ratio
only 1.5 per cent. More than three-quarters of the 2.1 per cent average annual fall
in the profit share and almost one-half of the 3.3 per cent average annual fall in the
output-capital ratio are thus attributable to declining German competitiveness.32
The first half of the 1960s was the period when the postwar German labour
market was at its tightest, since immigration from East Germany had just been
closed and the systematic recruitment of Gastarbeiter would not begin for another
year or two. Unemployment was under 1 per cent. Yet the German labour move
ment failed to take much advantage of these favourable conditions to increase its
political or institutional power and economic leverage. Instead, by all accounts, it
was placed ever more on the defensive by increasingly well-organized employers,
the pressure from whom, in Carlin's words, 'contributed to a realignment of the
centre of gravity in the union movement toward moderation'.33 While employers'
pressure was one factor, there is not much evidence that the trade union movement
even tried to exploit the scarcity of labour. With the economy booming, it seems to
have implicitly accepted the principle that the wage share should be kept roughly
constant to facilitate ongoing capital accumulation. The trade unions thus sought
wage gains roughly in accord with productivity. Up to 1958, there had usually been
a t least one major strike each year; after that date, official strike action pretty much

r, I

I

lisappeared-until 1969-70. The really decisive steps in determining wages seem
t o have occurred largely at the local level, where negotiations in the works
"OLmcils made for increments over the nationally negotiated agreements in accord
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with profitability. It was, then, only in the decade from the end of the 1950s to the
end of the 1960s, after capital had succeeded in largely imposing a basic framework
for labour relations in accordance with its needs, that the 'politics of productivity'
came into its own-an expression of the progressive bureaucratization of the trade
unions in the context of labour-movement weakness and economic prosperity.34
Over the years 1960-65, the average annual growth of nominal compensation in
manufacturing, at 8.6 per cent, was not all that much higher than the 8.0 per cent
recorded for 1955-60. And, compared to that for 1955-60, the average annual growth
of real compensation actually fell somewhat, to 5.2 per cent from 6.1 per cent for
1955-60-and 6.0 per cent for the entire decade of the 1950s. The tight labour market
was no doubt responsible for German producers having to absorb the not insignifi
cant cost of the revaluation of the mark in 1961. But to attribute part of the squeeze
on profits to capitalists' inability to force labour to adjust to a fall in profitability
(caused by declining competitiveness due to large current account balances and reval
uation) is not the same thing as to attribute that fall directly to an increase in pressure
from labour-for which, again, evidence is lacking.35 It was the decline in competi
tiveness, not the pressure from labour, that was 'the moving part'. As even
conservative German economists have been obliged to admit, with some amazement,
until the end of the 1960s, the German labour movement was, by design or neces
sity, a model of sensitivity to the requirements of capitalist profitability. 'Despite the
early visible indications of labour shortage and despite recurrent waves of immigra
tion, [unions] did not immediately press for long-term real wage increases above
productivity growth.' 'To explain union restraint in the 1960s is very difficult . . . [But]
for the time being, unions apparently took their assigned active role as corporatist
gua rd ians of stabi lity seriously enough to keep wage increases in check.'36
As has a l ready been emphasized, the weakening of the export-led growth that
was larg ly responsible for declining manufacturing profitability over the decade
1 955-65 resulted, in part, from the increasing potency of Germany's international
rivals, but it also had domestic roots. Export-led growth was thus, in tendency, self
limiting. Because it was systematically buttressed by macroeconomic policy aimed
at restricting the growth of demand so as to keep down prices, major current account
surpluses were unavoidable, and these were bound to create strong pressures to
revalue the mark. Mark revaluations, of course, undermined competitiveness, for
they translated into higher relative unit labour costs-unless employers could
somehow counteract their effect by correspondingly reducing wage growth or
increasing productivity. During the second half of the 1950s, German current
account balances grew to about 2.5 per cent of GDP. Yet external surpluses of thi
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Table 5.3. Costs, prices, and profitability in Germany, 1 9 6 1 -65.
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Source: See Appendix I on Profit Rates. Key to legend on p. xiii.

magnitude could not be sustained unproblematically, and, by the end of 1950s, they
had issued in increases the money supply that were threatening to push up prices
and undermine competitiveness. The German monetary authorities initially sought
to counteract inflationary pressure through monetary stringency, but this only
encouraged an inflow of speculative capital aiming to profit from the increase in
the rate of interest.
Germany's competitiveness thus threatened to self-destruct by bringing about
an increase in German relative prices, either through the inflation caused by the
increase in the supply of money that was the counterpart of current account sur
pluses, or directly through the revaluation of the currency. In the end, an
appreciation of the currency could not be avoided, and the revaluation of 1961 led
directly to a major fall in manufacturing (and non-manufacturing) profitability.
That revaluation did, though, also help to reduce the current account surplus and
thus to alleviate further upward pressure on the mark for the next half decade_37
Developments in Germany during the late 1950s and early 1960s represented a
phase in a longer-term evolution that would reach its culmination between 1969
and 1973, when Germany, and the other advanced capitalist economies, would
experience the end of the boom and the onset of the long downturn. At that point,
a further sudden decline in international competitiveness-which manifested both
the specifically German tendency to exploding current account deficits leading to
currency revaluations and the broader international trend of intensified competi
tion resulting in system-wide over-capacity and over-production-would put
unbearable pressures on manufacturing profitability and investment from which
neither the German economy, nor the other advanced capitalist economies, would
soon recover. In this sense, the slowdown of the first half of the 1960s prefigured
the crisis that was to come.
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JAPAN'S ' H I G H - S P E E D G ROWTH'

A t t h , beg i nning

o f the postwar period, Japan's economy lagged far behind

'·'l'many 's; i ts industrial development had begun later and had come less far.

j p n' pro d ucers, like Germany's, were initially able to compensate for their rela
t i v •ly low productivity by paying wages that were relatively even lower. The fact
,. m i ns t ha t the Japanese economy's extraordinary postwar growth process is
in om 1 re h e nsi b l e without reference to its specific economic, organizational and
l i t i a ! forms, forms that, as a late developer, it was able to put in place in a way
t h t w u l d have been impossible for the US or UK. Only by virtue of its economic
i n!lt i t u t ions a n d t h e intervention of the state was the Japanese economy able to
•x loi t t he e t rao rd i n a ry opportunities offered by the world market, and particu: d > ma n d , t h roughout the length of the postwar boom.
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Te hn ical know-how

and skilled labour. Although well behind the leading indus
o no m i es at the start of its postwar development, Japan was hardly starting
f rom s rat h. More than a hal f-century of factory industrialization, initially in tex
l l l '!1, t h •n in t he h avy and chemical industries, had enabled the Japanese economy,
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Low-waged labour. Japanese employers were able to get away with paying very
low wages for their relatively skilled labour. As in Germany, during the 1930s a
highly authoritarian regime had destroyed what had been a rather weak union
movement. But, following Japan's defeat in World War II, the initially pro-labour
policies of the US Occupation (SCAP) had opened the way for the vertiginous rise
of a militant, politically radical, mass working-class movement. By the end of 1946,
Japanese labour had engaged in strikes costing six million person days, many of
them 'production control' struggles, in which employees occupied workplaces and
continued production under their own management to defend wages and working
conditions and to prevent layoffs. Less than two years after the war had ended,
unionization had risen to an extraordinary 46 per cent of the labour force. The labour
movement had, moreover, quickly assumed a directly political character and, in
addition to protesting the lack of food, was seeking by direct action to bring in a
more left-wing government.3
With the onset of the Cold War in 1946-47, however, US Occupational authori
ties, as in Germany, reversed gears and moved to quell the rising tide of labour
resistance. Having already dispersed a major direct-action movement against the
food distribution system in May 1946, on 1 February 1947 General Douglas
MacArthur invoked the full power of the Occupation to put a stop to a strike of
government employees in which 2.6 million people had been expected to partici
pate. In the succeeding period, in collaboration with the Japanese government,
SCAP imposed a ban on government workers' right to strike, announced it would
refuse to approve wage increases that led to price increases, and levied devastating
defeats on militant unions in the newly established public corporations for the rail
ways and for tobacco and salt production.
At the end of 1948, again as in Germany, the Occupation authorities and the
Japanese government implemented a harshly deflationary programme, the Dodge
Plan, one purpose of which was to soften up the labour movement. Japanese
employers exploited the ensuing recession, in which unemployment rose above four
million, to sack 750,000 workers. With the workers' movement seriously weakened,
the US Occupation authorities, the Japanese government, and Japanese corporations
worked hand-in-hand to roll back labour's conquests of the previous years. Under
the protective umbrella of the 1949 amendments to the Trade Union Act, employers
imposed new collective agreements that prescribed employers' untrammelled right
to manage and deprived unions of hard-won influence over personnel matters. They
also carried out a huge purge of communist labour leaders from the factories and
the unions and, urged on by SCAP, sought to have the Communist-led All-Japan
Congress of Industrial Unions (Sanbetsu Kaigi) replaced by a newly formed General
Council of Trade Unions of Japan (Sohyo). Even so, corporations still had to defeat
a l ong series of bitter strikes to demolish the very substantial power Japanese workers
had managed to establish at the level of the shop floor. In this way they prepared
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the ground for their newly adopted rationalization and modernization pro
grammes-at Toshiba (1949), Hitachi Electrical Machine Company (1950), Toyota
(1951), Nissan (1953), Nihon Steel Muroran Works (1954), Oiji Paper (1958), and,
finally, Miike Coal Mines (1960).4 Only from the mid to late 1950s were they able to
consolidate Japan's distinctive postwar system of cooperative labour relations, pow
erfully harnessing the Japanese labour force to the requirements of capital
accumulation and competitiveness.5 Although this system has been heralded as con
secrating a 'capital-labour class compromise', it is better understood as manifesting
the subordination of labour to capital, resulting from the destruction and consequent
transformation of the militant postwar Japanese labour movement.6
How Growth Occurred
Between 1950 and 1960, Japanese manufacturing output grew at an average annual
rate of 16.7 per cent, and GNP at about 10 per cent-the highest rates among the
advanced capitalist economies. The key to this extraordinary expansion was an
investment boom of historic proportions. Private investment in new plant and
equipment in the economy as a whole rose at the spectacular average annual pace
of 15.6 per cent for the decade, 22.6 per cent for the years between 1955 and 1960.
After a hesitant start in the early 1950s, investment in manufacturing increased at
the unheard of average annual rate of 33 per cent between 1954 and 1961, the capital
stock 9.5 per cent. The ratio of plant and equipment investment to GNP almost
doubled over the period, increasing from 7.7 per cent to around 14 per cent? Such
e x t ra o rdin ary investment growth naturally brought about an extremely rapid
i ncreas in the economy's productiveness. Between 1950 and 1960, labour produc
t i vi t y in manufacturing grew at an average annual rate of 10.8 per cent, in the private
busin ss econ o m y a t 7.5 per cent.8
W hat made it possible to sustain such rapid growth, was, as in Germany, the

Japanese economy's ability to prevent the investment boom from bringing about the
too rapid growth of costs. Over the years 1950-60, the huge growth of the demand
for labour brought about the doubling of the industrial labour force.9 Nevertheless,
even while manufacturing labour productivity accelerated over the period, wage
pressure remained minimal. Between 1952 and 1961, the real consumer wage
4
At Nissan, for example, workers had established a shop-floor system whereby each group of ten
workers elected delegates to a shop committee, and these committees assumed the authority to grant or
refuse overtime requests. 'In the summer of 1953 the union carried out strikes and go-slows in support of

a wage claim, but were locked out. The management had the financial support of the Industrial Bank of
Japan, the Employers Federation ensured that Nissan's contractors would receive alternative orders, and
its rivals guaranteed that they would not steal its markets while the firm was out of production.' Eventually,
after the union leadership was fired, the workers were cajoled into a 'second union', started by the white
collar staff who wanted to cooperate with the company. Armstrong et a!., Capitalism Since 1945, p. 132. See
also M. A. Cusumano, The Japanese Auto Industry, Cambridge, Mass. 1985, p. 148.
5
Shimada, 'Japan's Industrial Culture', pp. 272-4; S. Tokunaga, 'A Marxist Interpretation of Japanese
Industrial Relations, with Special Reference to Large Private Enterprises', in T. Shirai, ed., Co11temporan;
Industrial Relations in Japan, Tokyo 1983, pp. 314-17; Armstrong et a!., Capitalism Since 1945, pp. 92-4, 132-5.

6 See, for example, M. Kenney and R. Florida, Beyond Mass Production. The Japanese System a11d its Transfer
to the US, New York 1993, pp. 27-32.
7
Kosai, Era of High-Speed Growth, pp. 7, 9, 1 1 2; Armst·rong t al., npil:nlism since '1 945, p. 354,
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increased at an average annual rate of 4.7 per cent, the real product wage at an
average annual rate of 6.1 per cent-only

two thirds as fast as labour productivity. The

manufacturing profit share thus rose at an average annual rate of 6.6 per cent during

these years. With the output capital-ratio increasing at an average annual rate of
close to 5 per cent, the profit rate in manufacturing

tripled between

1952 and 196V0

The Institutional Foundations of the Japanese 'Miracle'
The rise of the profit rate through 1961 and-after a brief hiatus between 1961 and
1965-its further rise through 1970, goes a long way to explain the magnitude of
the boom. But the spectacular trajectory of the profit rate itself needs to be accounted
for, and is quite inexplicable in purely market terms. In view of the extraordinary
rates of capital accumulation and of the growth of the labour force over such an
extended period, upward pressure on wages might have been expected, if not to
squeeze profitability, at least to prevent profitability from much increasing. But the
profit share and output-capital ratio were able to grow continually (with only very
brief breaks) for close to two decades.
According to neoclassical economic expectations the plentiful supply of cheap
labour should have led the economy towards a labour-intensive path. But, while nur
turing major labour-intensive industries such as textiles and clothing, the Japanese
economy focused from the outset upon basic capital-intensive industries such as iron,
steel, and petro-chemicals, despite initially low efficiency and high relative costs, and,
from very early on, upon machinery. It became, moreover, almost immediately, not
merely a successful borrower of technology, but a technological innovator,
embarking upon a strongly capital- and (soon) technology- intensive trajectory. How
can this evolution be explained? The 'Japanese miracle' is explicable only in terms
of the specific political and institutional forms through which the economy devel
oped, forms whose main raison d'etre was precisely to transform the pattern of
relative prices that would otherwise have prevailed. Only by reference to these
forms can one account for the cheap capital, the reduced level of investment risk,
the high levels of information (at reduced cost), the enhanced degree of protection
from international rivals, the relative upward inflexibility of wages, and the
enhanced opportunities to invest in human capital, which were made available to
Japanese firms. And these forms alone can account for Japanese firms' exceedingly
productive, because so highly disciplined, exploitation of their extraordinary cost
advantages.
In the years immediately following World War II-marked as they were by the
implementation of de-concentration policies, inflation, a mass labour uprising, and
the recession brought on by the severely deflationary Dodge Plan-even large
manufacturing firms found themselves desperately short of capital and often on
the verge of collapse. To make matters worse, with the opening of the economy to
the world market at the end of the 1940s, the strategically pivotal heavy and chem
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profitability to generate the funds needed for technological modernization.11 All else
equal, capital should have been highly costly, and large-scale and long-term fixed
capital investment should have been extremely risky. However, because the
Japanese growth process was structured from the start by close interrelationships
among networks of interlinked manufacturers, great banks that were deeply
involved in industry, and a highly interventionist state, these problems were never
allowed to materialize.
Horizontal networks in manufacturing and the merger offinance and industry. At
the end of World War II, the US Occupation authorities formally dissolved the great
zaibatsu that had dominated the prewar economy, destroying the holding compa
nies that had formed their core and selling the shares of what had been their
constituent manufacturing firms to the general public. But in so doing, they helped
prepare the ground for the emergence of a new form of equally big-business
dominated economic structure that brought together in a new pattern the basic
elements of the old system.
The leading manufacturing firms that had formerly been subsidiaries of the zai
batsu holding companies emerged as autonomous entities, under the direction of
a new layer of professional managers, recruited from within their ranks and pos
sessing close, and critically important, ties to the firms' pivotal layers of technical
and skilled workers. Almost immediately, however, these firms began to collabo
rate with the other subsidiaries of their old zaibatsu so as to create horizontally
l i n ked industrial networks, initially on the informal basis of meetings between their
m p ny presidents. These so-called groups (or horizontal keiretsu), composed as
w r of firms that had been in the possession of the now-dissolved zaibatsu
h o i i n g ompanies, t ypical ly contained a large number of major enterprises, rept H i n g an normous range of different sorts of productive activity. Their
m mb r ser v ed to an i mportant degree as one another's customers, kept one
another abreast of their technical changes and investment plans, and committed
themselves to offering mutual aid to keep one another afloat. They thereby vastly
increased their ability to plan, to reduce risk, and to react to changes in the market
by altering their product mix, bringing in new products, and adopting new
technologies. 12
These developments were complemented by the emergence unscathed from the
Occupation of the old zaibatsu 'lead banks'. These banks were actually highly
favoured by the postwar reforms, and they quickly acquired positions at the core
of the horizontal keiretsu, providing their generally money-starved members a great
part of their investment funds in the form of loans and acquiring a significant bloc
of each of their stocks. Dependent for their own success upon the success of the
firms of their group, the banks typically found that it made sense both to s upport
12
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and supervise them, and adopted the practice of sending representatives to the
members' boards of directors to monitor the firms' activities and to provide infor
mation and advice, as well as funds.
Because the banks were so deeply involved with their manufacturer-debtors, the
latter were able to finance themselves to an unusual extent on the basis of debt
rather than equity. Because stocks standardly require higher rates of return than
loans (because of the greater risk with which they are usually associated) Japanese
manufacturers were thereby enabled to operate at lower rates of profit on total
assets (loans plus stocks) than could many of their international competitors, yet
still accumulate capital at the same rate. They could also charge lower prices than
could their competitors and make the same rate of profit on equity. Equally, because
the banks' own fate was so closely tied to that of their manufacturing debtors and
because they so closely monitored their debtors' economic activities, they found it
both possible and in their own interest to actively commit themselves, on an
informal basis, to their debtors' economic success. They were therefore well
disposed to provide large injections of funds when potentially profitable projects
suddenly emerged. They were, moreover, able and willing to come up with money
to keep their debtors strong and solvent through hard times that were not of their
own making, allowing Japanese producers to maintain investment levels, even
through recessions, that were an impossibility for most of their rivals in the West.!3
With debt playing such a big part in corporate finance, equity could assume a
different role for Japanese manufacturers than in much of the rest of the capitalist
world. By the early 1960s, many leading manufacturers, especially but not only
from the groups, had begun implementing a policy whereby they would buy one
another's stocks, with the understanding that they would both hold these over the
long run and refrain from interfering in one another's operations. The idea was to
prevent 'outsiders', possibly American investors, from purchasing shares and
thereby to secure the managers' own long-term freedom of action. Firms were
thereby relieved from the need to pay large dividends; payments to stockholders
out of profits were in fact tiny, especially in comparison with those of the average
US firm. They were thus able to invest a greater proportion of their profits than
their rivals elsewhere. They were allowed, moreover, to orient their operations to
l ong-run returns, subject only to their ability to satisfy their banker-financiers. The
arrangement whereby banks' monitoring and commitment functioned effectively
in place of the stock market gave Japanese producers further scope to charge lower
prices and accept lower short-term profit rates in the interest of increased market

share and higher profit rates in the long run. This provided a big advantage for
ja panese manufacturing in the drive for increasing shares of world exports upon
wh ich its prosperity ultimately rested.14

The Crucial Role of the State

12ven gi v n t hese powerful arrangements for mutual support within manufacturing
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what would have been the exceedingly demanding and perilous task of financing
the across the board transformation of industry on their own. The state was there
fore, from the start, obliged (and able) to assume a strategic position in shaping the
economy. Largely at the expense of workers and consumers, it provided desper
ately needed investment funds, either directly or through the banks, to Japan's
leading corporations and effectively guaranteed their continuing existence. By
making financial advances contingent on how these funds would be used, the state
was able to go far in determining the direction of the explosive process of growth
that its patronage made possible.15
During the initial epoch of Japanese manufacturing development, banks found
themselves not only incapable of sustaining on their own the enormous risks
required, but found themselves chronically short of funds. The government
stepped in, formally and informally, to fill the breach, generally with the proviso
that the money be used in ways of which the government explicitly approved.
Knowing that the government would back them up in case of emergency, banks
were thus able to stretch their lending capability through entering into a perma
nent condition of 'overloan', effectively lending more money than they possessed
to their manufacturing customers on the assumption that the Bank of Japan would
provide the funds to cover. To make up for the shortfall that remained even so,
the state established a series of new lending institutions of its own, notably the
Export-Import Bank of Japan and the Japan Development Bank. Under the Fiscal
Investment and Loan Program (FILP), the Ministry of Finance, in close collabora
tion with the Ministry of International Trade and Industry (MIT!), funnelled money
from the postal savings accounts maintained by households all over the country,
throu g h the Export-Import Bank and the Japan Development Bank, into favoured
ind ustrial and in frastructural projects. Even as late as the 1970s, the FILP supplied
n a rl y one-third of all bank loans made in Japan, and, over the postwar epoch as
a w hole, loans under FILP accounted for 15 to 20 per cent of the nation's gross
fixed-capital formation.16
The state maintained tight control of the credit market, with the goal of keeping
interest rates low for the great manufacturing corporations. To that end, during
much of the postwar epoch, it protected capital markets from foreign penetration
and directly rationed credit, preventing interest rates from reaching the levels they
would have done had the market been allowed to operate-and all agents allowed
to bid for funds. The authorities thereby ensured that the privileged few were ade
quately supplied with cheap loans, accomplishing this through their famous
'window guidance', whereby they saw to it that the great 'city' banks at the core of
the major horizontal keiretsu got most of the money and in turn lent it to their
constituent firms. By the same token, consumers were largely deprived of credit,
15
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and thereby obliged to put aside money in their bank and postal savings accounts
over many years at low interest rates before they could buy big-ticket items, espe
cially housing. The price of housing was intentionally pushed up by the government
(for instance, through zoning regulations restricting the number of floors in resi
dences) in order to force savings, further repress consumption, and thereby free up
additional funds for investment. Similarly, utilities rates discriminated against con
sumers and in favour of industrial corporations. The Japanese economy thus
secured the highest household savings rate among the advanced capitalist
economies, and the government saw to it that much of the money amassed in
savings accounts was recycled into industry. Industrial credit was therefore cheap,
and became less costly over the whole period to 1970.17
The government did not confine itself to the indirect and passive role of ensuring
adequate financial resources for industrialization. It used its power to provide
loans, tax breaks, and other favours to banks and industrial corporations as a lever
.
to influence the specific direction, as well as the level, of investment. As in
Germany, the increase in demand generated by the Korean War fortuitously pulled
the Japanese economy from the deep recession precipitated by the implementation
of the Dodge Plan. When the Korean War boom petered out, the government
stepped in to catalyze a mammoth planned modernization process directed
towards the development of heavy industry. It made huge investments in infra
structure-roads, railways, port facilities-which were carefully planned to enable
J apanese producers to get their output from their plants to ships for export as
cheaply as possible. It allowed, moreover, huge tax breaks on capital investment
accelerated depreciation and the like-and directly provided close to 40 per cent of
the loans assumed by the steel, coal, electric power, petro-chemical, cement, and
shipping industries in the course of the 1950s. The enormous advances it made to
fund-starved banks were forwarded on the condition that they would be directed
to these priority industries. Gigantic-and otherwise inconceivable-investments
in the import of machinery were thus made possible, and further facilitated by gov
ernment rationing of foreign exchange, which it largely limited to those firms that
showed themselves capable of exporting. Over the course of the decade, this pro
gramme brought major reductions in the prices for the output of basic industry,
paving the way for the emergence, especially from the later 1950s and early 1960s,
of a new phase of industrial development, marked by the rise of dynamic new 'proessing' sectors which used the outputs of heavy industry, especially the
burgeoning transportation (car) and machinery industries. The state gave powerful
s u pport to the latter through the Machinery Industry Promotion Temporary
M easures Law of 1956 and the Electronics Industry Promotion Provisional
Measures Law of 1957, under which it offered extensive loans and other forms of
subsidy to the large sector of small, under-capitalized engineering firms that sup
F I ied parts and services to the great exporting corporations at the core of the
ma n u fa t u rin g economy. To make sure all of these sectors had time to mature, the
17
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government provided an umbrella of trade protection across manufacturing,
treating virtually the whole sector, in defiance of neoclassical orthodoxy, as 'infant
industry' for an extended period, and prohibited most direct investment in Japan
by foreign multinational corporations.18
The government sought not only to stimulate the most rapid possible growth of
investment, especially in those sectors it deemed most strategic, but to control its
effects by regulating its level through the organization and sanction of investment
cartels. In so doing, it aimed to avoid the 'ruinous' price competition that tended
to result from cost-cutting and that threatened to undermine profits on the huge
fixed-capital investments required for development. The problem with cartels, of
course, is that, in the process of reducing risk and guaranteeing profits, they also
reduce the competitive pressure to improve. The government went some distance
to overcome this drawback by forcing firms to compete for the right to invest. Under
its 'administrative guidance', firms were allowed to invest only in proportion to
their share of the market. To increase their investment quotas, firms were thus
obliged to struggle to raise their market share, and-given the at least formal
absence of price competition-they were obliged to accomplish this through
making the fullest utilization of their capacity, introducing new cost-cutting tech
niques, and improving the quality of their goods, while carrying out mergers and
acquisitions. Investment skyrocketed leading to rapid improvement, with ever
greater economies of scale further facilitated by a powerful trend to industrial con
centration across manufacturing. 19
Even in th e presence of investment cartels, the market tended to become flooded
and to put d own w a rd pressure on prices. But the government made sure that over
prod u t ion au ed minimal damage by establishing recession cartels, which, by
mor firmly s t t i ng prices and quantities, allowed firms to maintain profits despite
over-sto ked ma rkets, again at the expense of consumers. Japanese big businesses
cou .ld thus have it both ways, as their leading rivals overseas could not: they were
able to lay down great quantities of fixed capital embodying the best technology at
a dizzying pace and thereby rapidly increase productivity; but they could largely
avoid the premature obsolescence and reduced profitability that might result from
their competitors' introduction of lower-cost, lower-priced goods and/or over
production in the line. They thereby increased their already enhanced ability to
maintain their levels of investment through recessions. With domestic prices arti
ficially inflated, moreover, they were enabled to more easily increase international
market share by reducing their prices on exports below what they charged on sales
at home.20
18
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I n sum, with the help of the banks and their associated networks of manufac
t u r i ng firms, the state placed giant investment funds into the hands of Japan's large
corporations, which it believed were the economic agents best equipped to carry
out the growth process, while making sure that money flowed most freely to enter
p r ises in those sectors it saw as strategic-initially heavy industry, then the

F rocessing industries. At the same time-and indispensably-it disciplined the cor

porations by obliging them to enter into intense competition for market share, both
nt home through imposing investment quotas and abroad through requiring export

1 ·'rformance as a condition for financial support. Finally, with its implicit guarantee
uga inst the business failure of the leading corporations, the state offered Japanese
capital the most secure possible environment for profit-making, thereby facilitating,

for close to two decades, what would otherwise have been the hazardous process
of investing 'in advance of the market'.

T he Slow Growth of Wages
It remains to explain why, in view of the unprecedented rates of accumulation of
capital, wages failed to increase so as to place greater pressure on profits. During
much of the 1950s, the slow growth of real wages compared to labour productivity
was, in part, due to the presence of the huge population of semi-employed labour
nnd labour of low productivity that remained in agriculture and the small business
1-1ector. As late as 1950, half the labouring population was in agriculture; self
employed people in small businesses, plus small farmers and their workers, made
u p 60.6 per cent of Japan's labour force. 21 By drawing upon this huge pool of

workers, the industrial economy could at once secure productivity gains by trans
ferring labour into manufacturing and keep wages down by keeping labour supply
up with labour demand. Even so, by the end of the 1950s, unemployment had fallen
l l > 1 per cent. Given this much pressure in the labour market, labour's share would
1-1 u rely have been higher, had it not been for the intervention of a Japanese labour
movement oriented to the needs of capital accumulation.
Japanese unions were organized on a firm-by-firm basis. This type of 'enterprise
l l n i on' structure had not prevented their functioning as powerful weapons of struggle
in workers' temporarily successful efforts of the immediate postwar years to win a
measure of control over the labour process and over hiring and firing. But manage
ment had reversed labour's gains and, by the middle to late 1950s, achieved virtually
tmchallenged hegemony on the shop floor. New, more moderate trade-union feder
n t ions had risen to prominence on the ruins of their more militant predecessors, and,
i n just a few years, Japanese unionists had transformed themselves from among the

most strike-prone to among the least strike-prone in the world.22
W i th prospects for further successful resistance so profoundly reduced, many
workers saw l i ttle choice but to hitch their fate to that of their firms, and to seek to
i m p rove th i r ondition by improving their firms' profitability. The significance of
pnt r1 r is u n ions w a s thus t ransformed. Far from taking workers out of competition
w i t h work rs i n o t h r fi rm in the same i ndustry-the basic function of standard
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process. Enterprise unions in Japan thereby came to provide the perfect institutional
framework for eliciting the collaboration of the labour force in the tumultuous
processes by which new technology was rapidly introduced and production radi
cally reorganized, allowing for the intensification of labour and increasing flexibility
in the allocation of labour on the shop floor. At the same time, employees were made
acutely conscious of the need to keep their wage demands in line with productivity
growth and the requirements of their firms' profitability.23
While the emergence of this new system of collaborative labour relations had as
its historical precondition the persistent application of great force against labour,
its relatively smooth reproduction is incomprehensible without reference to the
gains it provided the labour force, especially those sections employed in the great
manufacturing corporations. These workers accrued steady wage increases, which
were very substantial in absolute, if not in relative, terms. More significantly
perhaps, they were able to win guaranteed 'lifetime employment'-an assured job
with their firm until enforced retirement at about the age of fifty-five. Still, the great
corporations derived a great deal of benefit from 'lifetime employment', because
its obverse side, so to speak, was a system of promotion by seniority that effectively
confined employees to the same company throughout their careers by stipulating
that employees who left their firm would lose their seniority. With the likelihood
that their employees would leave thereby reduced, Japanese corporations could
safely invest in and profit from their employees' skills and education to a degree
unimaginable for the typical capitalist employer dependent upon the market in
m b i l wage labour. Because firms could not fire their employees, employers were
oblig d to t r at them as one more, very major, fixed cost, thereby acquiring a pow
erful in e nt i ve to keep investment up during the course of recessions and, in
ext r m is, to d i ve rs i fy into new lines rather than to cut back when the market would
no long r ab orb their output at former levels.
In v iew not only of the dynamism but also the stability of the accumulation
process during the first two postwar decades, the great Japanese corporations could
hardly have been much inconvenienced financially by the grant of permanent
employment. Intentionally or not, moreover, the labour movement effectively com
pensated capital for this privilege by refraining from extending its organization
beyond the 30 per cent or so of the labour force employed by the leading manufac
turing companies (union density, it will be recalled, had risen above 45 per cent
during the postwar labour upsurge, but had then fallen by a third in the wake of the
ensuing employers' offensive). Workers employed in the myriad small shops which
supplied the great corporations were left un-unionized. Corporations therefore had
an especially powerful incentive to 'contract out' production to these firms, and to
constitute and expand those vertical networks of subordinated, but nonetheless for
mally independent, suppliers (vertical keiretsu) which provided a great proportion
of their semi-finished inputs. By this means, the major companies could b oth enhance
their own profits, since their suppliers paid lower wages than th y did t hemselves,
and cushion themselves from the business cycle, sine they ould o l ig th s sup23
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1, I iers and their workers to absorb the unused capacity and the unemployment which
accompanied business downturns. While the great corporations at the core of the
· onomy thus dominated and exploited their suppliers, they also maintained very

close, long-term relationships with them, helping them to improve their technology
<1nd productive organization with the aim of making them maximally competitive
precisely so that there would be no need to replace them.24
Investment-led, Export-Oriented Growth

J a pan's rapid growth process during the 1950s and beyond was 'investment-led'
and based heavily on the home market. Demand grew rapidly as a result of the
rapid growth of investment, the sharp increase of the labour force, and the vigorous
real wage growth facilitated by the large increases of labour productivity. But
Japanese growth was also, from the start, export-oriented, indeed fundamentally
dependent upon exports. The ability to rapidly raise productivity allowed the
Japanese economy to increase its competitive advantage and its share of the world
market with respect to its leading overseas rivals in a growing range of manufac
t uring lines. But, as for the German economy, rapid export growth was for the
Japanese economy itself a basic condition for maintaining such rates of productivity
i ncrease. It was also indispensable for maintaining the high levels of capacity uti1 ization required to cover the enormous fixed costs that resulted from the economy's
fast growth of capital stock, its dependence on debt financing, and its commitment
to permanent employment.25
For the Japanese economy, as for the German, successful export growth was not
only a manifestation of its producers' ability to keep costs down, but also an arte
fact of policy. Both fiscal and monetary policy were keyed to controlling inflation
in general and promoting exports in particular. Until the mid 1960s, the Japanese
government, like Germany's, always maintained a balanced budget, eschewing any
sort of Keynesian fiscal policy, and in this way actually repressed home demand.26
Monetary policy was formulated so as to maintain the balance of payments.
Throughout the length of the long upturn, the mechanism of the Japanese business
cycle was thus driven by government action. Until the mid 1960s, each investment
boom would eventually threaten to send the balance of payments into deficit. In
response, the government would deliberately tighten the money supply so as to
engineer a recession, reducing imports and lowering pressure on export prices.
'When the recession had sufficiently redressed the payments imbalance . . . mone
t a ry policy was shifted toward ease, encouraging growth to resume at its own pace
until the need for restriction again became clear.' Domestic expansion, in particular
the growth of domestic demand, was thus subordinated to the requirements of

'I

export growth, in particular the need to control export prices, and domestic pro
d uction costs were kept in line with the requirements of international competition.
The state was of course also giving the strongest possible support to the drive to
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increase exports by subsidizing investment in export industries and providing a
high degree of protection to Japan's largely export-oriented manufacturers. 27
Japan enjoyed the lowest rate of manufacturing price increase of all the advanced
industrial economies throughout most of the two decades after 1950. The whole
sale price index for the manufacturing sector grew by a total of 1 per cent between
1955 and 1960. Japan's international competitiveness thus improved steadily and
significantly over the course of the 1950s. Manufacturing unit labour costs in Japan
remained virtually level between 1950 and 1960, while those of the US grew by
about 40 per cent and those of Germany by a little less than 20 per cent. Export
prices for Japan actually declined at an average annual rate of 1.9 per cent over that
period, while those for Germany and the US increased at average annual rates of
0.5 per cent and 2.2 per cent, respectively. Japan's exports could thus increase at an
average annual rate of 14.9 per cent between 1951 and 1960 (15 per cent between
1951 and 1965), 50 per cent faster than the growth of output. 28
The Japanese economy, like the German, took advantage of its rapid export
growth to secure otherwise unachievable productivity gains, both by securing
economies of scale in particular lines and by constructing an exceptionally large
manufacturing sector, the locus of accelerated processes of technical change that
could not have been matched in other sectors. Between 1952 and 1960, Japanese
exports as a share of GDP rose by 14 per cent. But this aggregate figure does more
to obscure than illuminate the central place of export growth in postwar Japanese
development, because it distracts attention from the fundamental role of exports in
tmderwriting the pivotal, and extraordinarily dynamic, Japanese manufacturing
sector. By 1 960, the share of manufacturing exports in manufacturing output had
grown to 28 per cent, and contributed significantly to the increase of the share of
Japa nese manufacturing output in total output from 19.5 per cent to 26.4 per cent
and of the manufacturing labour force in the total labour force from about 15 per
cent to 22 per cent during the previous decade. 29
The rapid growth of international trade during the 1950s and the 1960s was for
Japan, as for Germany, an enabling condition for export expansion. Still, like
Germany, Japan could not have increased its exports anywhere near as energetically
as it did except by appropriating an increasing share of world exports. Between 1950
and 1959, Japan doubled its share of the manufacturing exports of the twelve leading
capitalist economies, from 3.3 per cent to 6.6 per cent (and to 7.6 per cent by 1963);
in this way it accounted for no less than 75 per cent of the total increase in its export
in this period (1950-59). Had Japan merely maintained its market share, its exports
would have increased in these years by only a quarter of the amount they actually
did. Japan's was the only economy besides Germany's to substantially increase its
share of the world market over this period. The two countries' gains, taken togeth r,
accounted for almost the total loss sustained by the US and the U K .30
27
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The high degree of confidence that allowed manufacturers to unleash Japan's
extraordinary postwar wave of investment is, in the last analysis, incomprehensible
apart from their ability to virtually count on being able to invade the markets of
t heir main overseas competitors. Japanese manufacturing thus developed through
hot-housed 'excessive competition', bringing about debt-financed over-investment,
leading systematically to manufacturing over-production. The tendency to over
p roduction had a major potential for disruption because of the economy's unusually
high reliance on fixed costs-inevitable interest payments on the loans taken out to
cover the huge investments in plant and equipment and invariant wage bills for a
labour force that could not be laid off. Cartels were constructed to cope with the
tendency to over-production, but they could be only partially effective. Japanese
manufacturers therefore had no choice but to sell abroad, and it made sense to do
so as long as the prices they could secure exceeded their costs for variable capital.
The unavoidable outcome were those 'concentrated downpourings of exports' for
which the Japanese economy became famous-or infamous.31 It is hardly surprising
t hat, in pursuing this course, the Japanese economy, even more than the German,
ramped the growth potentials of its leading competitors, and, in the longer run,
ns we shall see, threatened the stability of the entire international system.
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C h a pter 7
ACCOU N T I N G F O R T H E LO N G BOOM

From the late 1940s into the mid 1960s, the advanced capitalist economies experi
enced a boom of historic proportions. But the trajectories of the US, Japanese, and
German economies in this period provide little basis for concluding that this
extraordinary spurt of growth was attributable to the emergence of new institu
tions making for the steady increase of effective demand through the welfare state,
the 'capital-labour accord', and Keynesian demand management. The increased
steadiness in the growth of demand, resulting from the permanently increased size
of the state sector in most of the advanced capitalist economies, must have helped
endow these economies with greater stability than in the past. It may also have
made for increased confidence on the part of capitalists, encouraging them to invest
and i nnovate. But i n Germany and Japan, where the most rapid growth took place,
su pply- i d e cond itions were clearly responsible for economic dynamism. In the
S, by con t rast, the economy grew slowly during the 1950s, despite the subsidy of

by publ ic d e ficits and the growth of the wage share, and its brief takeoff
first ha l f of the 1960s was made possible largely by holding down the
gr w t h of wages and increasing productivity by means of intensifying labour.
Where the autonomous growth of demand did operate powerfully to augment
investment, growth and stability, it did so, paradoxically, less within national bound
aries than across them. German and Japanese manufacturers derived much of their
dynamism by means of appropriating large segments of the fast-growing world 1
market from the US and UK, while beginning to invade the US domestic market.
This redistribution of market share-the filling of orders (demand) by German and
Japanese manufacturers that had formerly been supplied by US producers-gave a
powerful boost to their investment and output, while detracting somewhat from th
growth prospects of the US and the UK. The resulting pattern of development wa
highly uneven, but it made for a boom of historic proportions.
Even in the early to mid 1960s, the process of international competition leading
to the redistribution of export shares appeared not only inevitable, but to be w l
earned. The game's big winners had been Germany and Japan, recently econom i
basket cases, and its losers were the old wealthy hegemons, the U S a n d t h e U K ,
and then only i n relative terms. From a global standpoint, moreo ve r, the effects f
international competition in terms of the redistrib u tion of world xport s ha r w r
clearly subordinate to those adsing from the growt h of th i n t rn t i n a l d i v is i n "
of labour. It is tru t ha t impr v m 1 t. in t h r· l t i v
. t osi t i on of m n u f t u r i n
d

man d

d u r i ng th

·

1 r

> Is w l · r·• l

th t t

tt

d b»

I

nt l t ) t l

1 uf

r

ACC O U N T I N G FOR THE LONG BOOM

95

Table 7.1 . Exports of manufactures as a percentage of man ufacturing output.

1950

1913

Germany
Jopan
F ronee

31

13

40

29

33

23

45

23
10

us

18

Tolol for advanced industrial
economies (including US)
Source: Moizels, Industrial Growth and World Trade, p. 223.

l he domestic economy. Nevertheless, the increasing of competitiveness of German
n n d Japanese manufacturing exports in this period appears to have had relatively

l i t t l e direct negative effect on US production or profits for the simple reason that
goods produced abroad remained as yet to only a limited extent able to compete
i n the US market itself and because US producers as yet depended to only a small

d eg ree on overseas sales. Because the German and Japanese economies were still
Ho small relatively to that of the US, the appropriation of relatively minor shares of
l he US market could have a major positive impact on the growth of their exports
wh ile having little negative effect on US producers. Uneven development was thus
l'ven at the start of the 1960s still to a surprising extent separate development,
t r n mediated by world trade and the world division of labour.
At the start of the 1950s, reflecting the collapse of world trade in the interwar
j ll'riod, advanced capitalist countries' manufactured exports constituted just 10 per
n · n t of manufacturing output (in constant prices), about half the proportion in 1913.1
( lver the following decade, the growth of trade was quite rapid. Still, even by the
r•n rly 1960s, trade represented a very restricted part of total output, especially in the
l JS 2 As late as 1965, imports constituted a mere 3.1 per cent of the US market and
111.1 r1. ufacturing imports just 5.4 per cent. US exports at this point constituted just
"i. l per cent of GDP and manufacturing exports only 8.8 per cent of manufacturing
t >l l l put. Up to that point, Japanese and German exports were unable to much affect
I JS manufacturing profitability by forcing down the prices of goods in relation to
l l w i r costs. Prices rose just as rapidly in the manufacturing sector as in non
r n , J n u facturing in the years between 1950 and 1958, when manufacturing prof
l l r l b i l i t y fell substantially. This was the case even though the former sector produced
l l l t lst l y tradables and was therefore subject to the pressure of international compe
l i l ion, w hereas the latter sector produced mainly non-tradables and was therefore
l l iOHt l y i n v u l nerable to i t . I t was because US-based manufacturers founded their
Clyn •t
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growth to such a great extent on the US domestic market, and because their foreign
rivals were only just beginning to compete strongly in that market, that US manu
facturers' loss of world export share had so little impact on their profitability.
The fact remains that the intensification of international competition retained the
potential for undercutting profitability more directly. The same processes of tech
nical innovation leading to cost- and price-cutting that enabled some to improve
their shares of world trade could undermine the ability of others, not only to attract
investment funds, but to realize their investments at their former rates of return,
threatening profitability not only in particular economies but in the advanced
capitalist world as a whole. It would not indeed be long before just such processes
would reveal their potential for disruption, not only of the world's leading
economy, that of the US, but of the international system as a whole.

,.

PART THREE
From Boom to Down tu rn

C h a pter 8
D ESCENT I NTO C R I S I S

During the brief period between 1965 and 1973, the advanced capitalist world was
suddenly projected from boom to crisis. Profitability for the G-7 economies, taken
individually and in aggregate, fell sharply, especially in manufacturing, initiating
a long epoch of reduced rates of profit on capital stock. With some lag, investment
growth fell sharply and in secular fashion, leading to severe reductions in the
growth of output, of productivity, and of real wages, as well as sharply higher rates
of unemployment and much more severe recessions.
As I shall try to demonstrate, the onset of the long downturn across the advanced
capitalist world is comprehensible in terms of the mechanisms leading to prof
itability decline sketched earlier.1 Between 1965 and 1973, German and especially
Japanese manufacturers combined relatively advanced techniques and relatively
low wages to reduce costs sharply relative to those of their competitors; they dra
matically seized increased shares of the world market and imposed on it their
relatively reduced prices. Their competitors found themselves facing reduced prices
for their output with the same production costs as before. Some had to withdraw.
Others, to hold on to their markets, had no choice but to accept significantly reduced
profit shares, output-capital ratios, and profit rates since they could not raise prices
above costs as much as they had previously. As a result of the unplanned-for
irruption of lower-priced Japanese and German goods onto the market, US manu
facturing producers in particular turned out to have over-invested, in the sense that
they were unable to secure the established rate of return on their placements of
capital and labour. Over-capacity and over-production leading to falling aggregate
profitability in the manufacturing sector of the G-7 economies was the result.
Between 1965 and 1973, US manufacturers sustained a decline in the rate of return
on their capital stock of over 40 per cent. Because the US manufacturing capital
stock represented such a large share of the G-7 total, the G-7 economies sustained
a fall in their aggregate manufacturing profitability of about twenty-five per cent
in those same years.2 Well before the oil crisis, then, the advanced capitalist
e onomies as a whole were facing a significant problem of profitability.
Still, a fall in profitability, even a sharp one, does not necessarily create longer
term econom ic d i fficulties. Such problems emerged in this case because, in response
t t: h i r r d u d ra tes o f profi t, higher-cost-mainly US-manufacturers failed to
r >d i r
t t h i r i n v t m nts s u ffi i n t l y i n to t he r l i nes. I nstead, they sought to
I
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maintain their output and retain their markets by lowering their prices and
accepting reduced profit rates, reproducing in the process system-wide over
capacity and over-production. Because they possessed great masses of fixed capital
that was sunk, already paid for, these firms had every reason to try to retain their
place in the market so long as they could make at least the average rate of profit on
their new advances of circulating capital. This was all the more the case, given their
vast accumulation of proprietary intangible assets-most especially technical
knowledge, but also ties to suppliers and customers and the like-as well as their
ability to take on debt to make possible modernization investments and tide them
through recessions. A long economic downturn thus began because the stereo
typical process of adjustment-whereby firms suffering reduced profit rates cut
back production and move into new lines, bringing supply and demand back into
line and restoring average profitability-failed to take place.
Falling profitability was not long confined to the US economy, but soon enveloped
all of the leading capitalist economies, including Germany and Japan. In attempting
to sustain their position on the market, US producers were obliged to accept their
fixed-capital costs as given. But they had other ways to respond. They could try
themselves to improve efficiency by bringing in new techniques. They could attempt
to reduce wage growth and intensify labour. They could turn to their government
to secure currency and trade policies that would improve domestic firms' competi
tiveness by increasing their overseas competitors' relative costs. In fact, US
manufacturers achieved some success on all these fronts. They repressed labour and
the growth of wage costs to an extent that their competitors found impossible to
match. They also unleashed a major wave of investment designed to update their
pla n t and equipment. But what was ultimately most decisive, by triggering a pro
found risis of the international monetary system, the US government forced a very
major devaluation of the dollar, which sharply reduced the relative costs of US man
ufacturers at the expense of their main overseas rivals in Germany and Japan.
The international monetary crisis was itself prepared by the same processes of
over-investment resulting from uneven development and intensifying international
competition that had precipitated the initial fall in profitability in the US. Japanese
and German manufacturers based the final stages of their postwar booms in large
part on the accelerated penetration of a US home market that was rapidly expanding
in response to the precipitate rise of US federal deficits. But the unavoidable con
comitant of the stepped-up subsidy of US domestic demand, and the ongoing
repression of German and Japanese domestic demand, was the emergence of record
breaking US current account deficits and record-breaking Japanese and German
current account surpluses. The rise of such deficits and surpluses could not but pre
cipitate a fundamental revision in international exchange rates, in favour of US and
at the expense of German and Japanese competitiveness. Between 1970 and 1973, US
producers were thus able to markedly improve their international competitive posi
tion and thereby shift, to some degree, the weight of the overall international decline
of profitability in manufacturing on to their leading overseas rivals, extending the
profitability crisis to both Japan and Germany but without r
J v i ng it t h m .
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consequence than a cause of the problems of profitability, a response to the offen
sives unleashed by employers to restore their rates of return. I take as my point of
departure an empirical critique of what remains today the dominant view, that of
the supply-side theorists.

1. The United States: A Foiling Rote of Profit
The origins of the long downturn in the advanced capitalist world are to be found in
the US economy in the years after 1965. Between 1965 and 1973, the rates of profit in
the manufacturing and private business sectors fell by 40.9 per cent and 29.3 per cent,
respectively. Put another way, from the business cycle that marked the height of
the long postwar upturn, which ran from the second quarter of 1960 through to the
third quarter of 1969, to the first business cycle of the long downturn, which ran from

the fourth quarter of 1969 through to the third quarter of 1973, the average rates of
profit in the manufacturing and private business sectors fell by 31 per cent and 18.5
per cent, respectively. Profitability in the US economy thus began a downward tra
jectory that would not bottom out until the early 1980s. The fact that the profitability
decline predates 1973 is significant, because it implies that the fall in profitability
that set off the long downturn, coming as it did before the onset of the oil crisis, could
not have been caused by it. What, then, lay behind the fall in profitability?
According to advocates of the consensus, supply-side view, the fall in prof
itability was the result of the out-running by wage growth of productivity growth,
which was itself an expression of labour's enhanced market and socio-institutional
power and pressure. I will try to refute this interpretation by showing that profits
were squeezed, not so much by increased upward pressure on costs resulting from
the exercise of increased power by workers, as by increased downward pressure
on prices reflecting intensified international competition leading to over-capacity
and over-production in the market for manufactures.
In criticism of the idea that workers squeezed profits by pushing up costs, I
make three main points to prepare the ground for my own analysis. First, the
growth of real wages, a rough-and-ready indicator of workers' influence, fell not
only in the short run but in the long term-first during the period of rising prof
itability from 1958 through 1965, then during the period of falling profitability from
1965 through 1973. A fifteen-year slowdown in the growth of real wages would
seem to bespeak the opposite of increasing workers' power. Second, there is no
trend toward declining productivity growth before 1973, since the growth of man
ufacturing productivity actually increased in this period, while that of the private
business economy as a whole failed to fall. It is therefore hard to see how increased
workers' resistance and slacking on the shop floor could have brought down prof
i tability by undermining productiveness. Third, in the non-manufacturing private
business economy-the entire private business economy excluding manufac
turing-the effect of workers' upward pressure on costs to the detriment of the
profit rate coul d have manifested itself only with relation to the profit share, since
th

re w a s no d ecline whatsoever in the productivity of capital; moreover, the fall
profi t s h a r was l i m ited and t h e proportion o f that fall attributable to
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manufacturing output-capital ratio which together determined the decline in
the manufacturing profit rate can be shown to be attributable to pressure from
labo u r on wages or productivity. On the contrary. Manufacturing profitability fell
b cause producers were unable to mark up prices over costs sufficiently to main
ta i n their established rates of return. It is the central role of downward pressure on
pri s i n d etermining the fall in the US profit rate between 1965 and 1973 that cont i t u t s the point of departure for the interpretation of the onset of the long
dow n t u rn in terms of the unforeseen irruption of low-cost Japanese and German
rod u t o n to the world market and the onset of manufacturing over-capacity and
ov r- prod u t i o n that this brought about.
Woges, Labour Productivity, and the Power of Labour
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or increase profitability by raising capacity utilization and sales so as to compensate
for any accompanying increase in wage growth compared to productivity growth
than with that of his followers-cum-revisers.
Nor did workers benefit in terms of their real wages during the period of declining
unemployment, as might have been expected according to the supply-side argu
ment. In 1966, when nominal wage growth began to accelerate, workers both in
manufacturing and outside it had been watching their real wage increases steadily
shrink. During the period 1950-58, the average annual growth of real compensation
in manufacturing and in the private business economy as a whole was higher than
for any other comparable period of time after 1945, averaging 3.6 per cent and 3.1
per cent, respectively, and precipitated a major wages-productivity squeeze on
profits, especially in manufacturing. In the years 1958-65, the period in which the
US economy established its greatest postwar momentum, average annual real wage
growth nonetheless fell off markedly-by 40 per cent in manufacturing and by 12
per cent in the private business economy as a whole. A period in which profitability
soared and the growth of real compensation, especially in manufacturing, was
reduced, despite falling unemployment, thus forms the longer-term context for the
acceleration of nominal wage growth from the mid 1960s onwards.
Nor did the trend in real wage growth shift upward thereafter. From late in 1965,
under the impetus of stepped-up Vietnam War spending, inflation suddenly accel
erated, the consumer price index growing at an average annual rate of 4.8 per cent
between 1965 and 1973, compared to 1.4 per cent between 1958 and 1965 (and 1 .6
per cent for the whole period 1950-65). This acceleration of the increase in prices
more than cancelled out the increase in the growth of nominal compensation that
took place during this period. Between 1965 and 1973, while the profit rate in the
private business economy fell by a total of 29.3 per cent, the average annual growth
of real compensation declined to 2.3 per cent, compared to 2.8 per cent for the years
1950-65 (2.6 per cent for 1958-65, and 3.1 per cent for 1950-58), a fall of 19 per cent.
In the same period, while profitability dropped by a total of 40.9 per cent in the
manufacturing sector, the average annual growth of manufacturing real compen
sation fell by 34 per cent, averaging 1 .9 per cent, compared to 2.9 per cent for the
years 1950-65 (2.2 per cent for 1958-65, 3.6 per cent for 1950-58). On the face of it,
these long-term developments would seem to indicate the opposite of growing
l abour strength during the period of falling profitability. The question posed by this
data would seem rather to be why profitability could not be better maintained in
v iew of the significant limitation on real wage growth.
In fact, advocates of the supply-side approach to the long downturn in the US
have

tended to attribute the squeeze on profitability much more to a decline in

l a bour productivity growth-the onset of a 'productivity crisis'-than to an
i ncrease in real wage growth. In the words of Jeffrey Sachs, a 'rising labor share
came abo u t because productivity growth slowed without a commensurate
s lowd o w n i n rea l w a ges' .3 The authors of The Golden Age of Capitalism, as well as
n t a t i v s of the US Social Structure of Accumulation School and of the
b l . to to k ·
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red uced cost of job loss made possible by unemployment insurance to reduce the
amount of effort put forward per unit of wages, while increasing their resistance
on the shop floor. What, then, is the evidence that an increase in workers' pres
s u re l e ad i n g to a decline in the rate of productivity growth was behind the decline
i n t he rate of profit?
The experience of the manufacturing sector provides a critical test. It is not just
t h t t h is sector is economically central. It is the place where one would have

t d workers' shop floor resistance to be most in evidence, both most marked
siest to detect. Yet, annual labour productivity growth in manufacturing actul l y i n r as d during the period of profitability decline, averaging 3.3 per cent
•tw> n 1 965 and 1973, compared to 2.9 per cent between 1950 and 1965.4
Nor d i d labour productivity growth in the private business economy as a whole
f I I not i ably in the period of profitability decline. Between 1965 and 1973, it
I n r as d at an average annual rate of 2.7 per cent, compared to 2.8 per cent
b t we n 1 9 0 and 1965.5 Indeed, were one to adjust for the business cycle-to allow
for t he fa t that when the economy turns down, productivity initially falls simply
s a onsequence of businesses' failure to immediately shed labour in proportion
to t h r d uced output resulting from reduced demand-the growth of produc
t ivity i n t h private economy between 1965 and 1973 would undoubtedly be shown
to h v i 1 r ased .6
N v rt h 1 ss, the foregoing data would, in itself, be unlikely to convince advo
t !I f t h s u p p l y-s i d e approach to the long downturn. Defenders of that
Mp t l v • w o u l d respond to the data on the growth of real wages by pointing
uut th t, h n o u n t i n g for trends in profitability, what counts is not the real wage
w h l •I
•f •r!! to t h money wage expressed in terms of the bundle of consumer
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I t is, a fter a l l, the nominal wage expressed in terms of the prices of what

t h ' Y s I I , rat her than of what their workers buy, which is of concern to employers.
A d v o a t s of the supply-side perspective would point out further that whether

or not a given trend in productivity can be said to represent an increase in the
p )W r of labour cannot be determined until that trend is directly related to the
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parallel trend in the product wage-the evolution of the profit share. Finally, they
would say, it is not only through affecting the growth of labour productivity
relative to the growth of product compensation that workers can affect the profit
rate, but also through affecting the growth of the productivity of capital. To under
stand the fall in profitability that took place between 1965 and 1973, we are
therefore obliged to analyze the experience not only of the profit share, but also
of the output-capital ratio.
The Profit Shore

The Non-Manufacturing Private Business Sector. Between 1965 and 1973, the average
annual growth of the product wage in the private business economy outside of
manufacturing, at 2.75 per cent, was roughly the same as between 1950 and 1965,
at 2.65 per cent. But, the average annual growth of non-manufacturing labour
productivity fell in these years to 2.4 per cent from 2.7 per cent (to 2.3 per cent
from 2.7 per cent in net terms), and the profit share did decline, at an average
annual rate of 2 per cent, or by 15.6 per cent over the initial period of profitability
decline.
The fact remains that increased pressure on the part of labour caused hardly any
of the fall in the non-manufacturing profit share. What was mainly behind it was
increasing indirect business taxes, mainly at the state and local levels. If no adjust
ment is made for the growth of indirect business taxes, the profit share fell at an
average annual rate of just 0.7 per cent between 1965 and 1973. Put another w 'y,
even on the assumption that labour was responsible for the entire decline, rising
labour resistance would have brought about a fall in the profit share of just 5.9 per
cent in total between 1965 and 1973. Since there was, in fact, as shall be seen, no fall
in the productivity of capital in these years in the non-manufacturing private
economy, the latter represents 'the maximal negative impact of labour on prof
itability in this sector?
Manufacturing. Between 1965 and 1973, the profit share in the manufacturing
sector fell sharply at an average annual rate of 2.7 per cent, or a total of 22.9 per
cent. Nevertheless, this decline cannot support the supply-side interpretation of
the fall in profitability that took place in those years, because it cannot plausibly
be attributed to increased pressure from labour.
Although the fall in the profit share in manufacturing was thus somewhat greater
than in non-manufacturing between 1965 and 1973, the growth of unit labour costs
in manufacturing was actually very much lower than in non-manufacturing,
putting significantly less pressure on the manufacturing profit share and profit rate.8
7

As a proportion of net output, indirect business taxes were, on average, 4 per cent higher in the years

1 965-73 than they had been in 1965. State and local indirect business taxes constituted about 75 per cent of

the tota l of indirect business taxes collected in 1965 and about 83 per cent in 1973. State and local indirect

busi ness taxes doubled between 1965 and 1973, accounting for well over 90 per cent of the increase in total

US ind i rec t busi ness taxes d u ring this period, with state and local property taxes and sales taxes each
ount ing fo•· about half of th • rise. US Depa rtmen t of Commerce, Bureau of Economic Analysis, National

a

o u n ts (h n e fo rt h N lPA), Tables 3.2 and 3.3.
h1 on�IMt ncy, �djw•tm •nt i� o l ways made for indire t b u si ness taxes, unl ss oth rwise
"t t d. lndl
t buMin •K" t x M a
1 ,. 11tag•· of net m n l l f ct u rl n�1 o u l p l l t o t l ln l ly .fi•/1 N l l g h t l y bctwec11
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The average annual growth of the nominal wage was 10 per cent slower in manu
facturing than in non-manufacturing (6.4 per cent compared to 7.1 per cent) and
the average annual growth of labour productivity was 50 per cent higher (3.3 per
cent compared to 2.3 per cent), with the result that the average annual growth of
unit labour costs in non-manufacturing was 57 per cent faster than in manufac
turing-4.7 per cent compared to 3.0 per cent. Since the growth of labour costs was
so much slower in manufacturing than in non-manufacturing, how could the man
ufacturing profit share have ended up falling faster than that of non-manufacturing,
or even at all?
What accounts for the greater fall of the profit share in the manufacturing sector
than in non-manufacturing-indeed, for the entire fall of the profit share in the man
ufacturing sector-is the much lesser ability of manufacturers to increase the rate of
increase of their prices to keep up with the increase in the growth of their costs.
Between 1950 and 1965, each sector's unit labour costs and prices increased, respec
tively, at pretty close to the same average annual rates as the other's-1.91 per cent
and 1.86 per cent in manufacturing, 1.92 per cent and 1 . 73 per cent in non-manufac
turing. Because the respective rates of growth of unit labour costs and prices within
both manufacturing and non-manufacturing had been so close to one another, there
was not much change in the profit share in either sector over the period. Between
1965 and 1973, however, the growth of unit labour costs in non-manufacturing sud
denly accelerated, increasing, as just noted, at an average annual rate of 4.8 per cent,
150 per cent faster than it had in the years between 1950 and 1965. Nevertheless, the
fall in the non-manufacturing profit share was limited to 16 per cent in this period
because prices accelerated to almost as great an extent as did unit labour costs,
in rea ing at an average annual rate of 4.25 per cent, 146 per cent faster than it had
in t he year between 1950 and 1965. In sharp contrast, in manufacturing, the average
annual g rowth of unit labour costs between 1965 and 1973, at 3.0 per cent, was only
57 per cent greater than it had been between 1950 and 1965. The problem for man
ufacturers, however, was that the increase in the growth of their prices did not
remotely match even that (relatively small) increase in the growth of their costs.
Manufacturing prices grew at an average annual rate of just 2.3 per cent, 53 per cent
slower than did non-manufacturing prices, and only 24 per cent faster than they had
increased between 1950 and 1965. Had manufacturers been able to raise the rate of
growth of their prices to anything like the extent that their counterparts in non
manufacturing had, they would obviously have been able to prevent any fall in their
profit share, and might even have been able to raise it.9 An explanation as to why
manufacturers could not do this thus becomes central to explaining the fall in prof
itability in manufacturing, and I shall return to this question shortly.

Another way of making the same point is to note that the average annual growth of the manufac
9
turing real wage between 1965 and 1973, at just 1.9 per cent, failed to keep up with th growth of
manufacturing labour productivity, at 3.3 per cent, becau e the averag annual growth of onsum r prices,
at 4.4 per cent, was of the same order ofmagnitude t hat of notl-manufa turlng produ t 1 rl
. Y t, b
ause
manufacturing prod u t pd es gr w s •lowl y, th' av •t•a gc 1 1 1 1 u I g wwth of t h m n u f t urin!'� produ t
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The Output-Capital Ratio

Advocates of the supply-side approach who argue that reduced productivity
growth, brought on by workers' slacking and resistance, was one factor behind the
fall in profitability that took place between 1965 and 1973 have emphasized the need
to refer, not only to the growth of labour productivity, but also the path of the pro
d uctivity of capitaL As they point out, output-capital ratios did fall significantly
during this period. Does this development support their argument?10

Non-Manufacturing. Between 1965 and 1973, the non-manufacturing output
capital ratio fell at an average annual rate of 1.1 per cent, or a total of 8.8 per cent,
making a contribution to the overall fall in non-manufacturing profitability rather
smaller than that of the fall in the profit share. The decline in the non-manufacturing
output-capital ratio cannot, however, be taken to support the supply-side interpre
t ation, because it cannot properly be interpreted as representing a decline in
productivity growth, let alone one resulting from increased labour resistance or
slacking. If the output-capital ratio is to express capital productivity, it must be
expressed in terms of real output compared to real capital input, in terms, that is, of
constant output and capital stock prices, so as to take into account changes in rela
t i ve prices. Expressed in constant prices, the average annual decline in the
non-manufacturing output-capital ratio between 1965 and 1973 turns out to be zero.
The fall in the non-manufacturing output-capital ratio cannot, then, be understood
to have been the result of a decline in capital productivity resulting from increased
workers' resistance and slacking for the simple reason that non-manufacturing
capital productivity did not falL
Manufacturing. Between 1965 and 1973, a fall in the manufacturing nominal
output-capital ratio-at an average annual rate of 3.2 per cent, or 23.4 per cent in
lotal-contributed about the same amount as did the fall in the manufacturing profit
share to the decline in manufacturing profitability. The decline in the output-capital
ratio in manufacturing cannot, however, be taken to support the supply-side inter
pretation any more than can the fall that took place outside of manufacturing. This

is because, like the fall in the output-capital ratio in non-manufacturing, it fails to

represent a decline in capital productivity. Adjusted for prices so as to express
capital productivity, the (real) output-capital ratio in manufacturing fell barely at

, 1 1 1 between 1965 and 1973. 1 1

What then did lie behind the substantial fall in the output-capital ratio in manu

fa turing? The answer is made clear, once again, when its trajectory is compared

w i th that in non-manufacturing. Prices for capital stock in manufacturing grew more
Hlowly, though only slightly so, than in non-manufacturing, at an average annual
,.,1te of 5.2 per cent, compared to 5.6 per cent in non-manufacturing. The reason that

I he output-capital ratio in non-manufacturing nonetheless fell less than one-third as

f ust as d id that in manufacturing was that (as with respect to unit labour costs and

l he profi t hare) non-manufacturers could raise output prices 85 per cent faster. Had
111
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Table 8.1. Costs, prices, and profitability i n the US, 1 96 5-73.

(Per cent roles of change.)

Mfgr
Nmfgr

NPR
55

NPSH

RW

PW

LPY

NW

ULC

PPri

NY/NK

NY/NKreal

nkpri

-2.7

1 .9

4.0

3.3

6.4

3.1

2.3

-3.0

-2.0

2.7

2.8

2.4

7.2

4.7

4.3

-3.2
-1 .1

-0.4
0.0

5.2
5.6

1 .9
2.7

4.2

3.3

2.1

2.4

6.4
7.2

3.1

2.7

4.7

4.4

-3.4
-1 .0

-0.4
0.0

5.2
5.6

-

.

Adjusted for indirect business toxes

Mfgr.
Nmfgr

-6.0

-2.8

- 1 .7

-0.7

Not Adjusted for indirect business toxes
Source: See Appendix I on Profit Roles. Key to legend on poge xiii.

annual rate of4.25 per cent, rather than 2.3 per cent-their output-capital ratio would
have fallen less than 20 per cent as much as it did. Put another way, it was the inability
of manufacturers to raise their prices sufficiently that accounted for more than 80
per cent of the fall in their output-capital ratio. As with the manufacturing profit
share, to understand (most of) the contribution of the fall in the manufacturing
output-capital ratio to the fall in manufacturing profitability between 1965 and 1973,
it is necessary to understand why manufacturers were so much less able to mark up
over costs than were their counterparts outside manufacturing.
What Caused the Decline in Profitability?
The foregoing analysis works against the supply-side thesis, and points toward my
alternative interpretation, that the fall in profitability originated in the inability of
US manufacturers to fully realize their investments because of the increased down
ward pressure on prices that resulted from the unanticipated entry into the market
of lower-cost producers, especially from abroad. To begin to make this case, two
conclusions of the foregoing analysis must be emphasized: first, just how much
greater was the fall of profitability in manufacturing than in non-manufacturing
between 1965 and 1973; second, to just how great an extent the fall in profitability
in manufacturing was the result, not of an increase in upward pressure on costs,
but an increase in downward pressure on prices. Only in the manufacturing sector
did the fall in profitability reach crisis proportions, amounting to 40.9 per cent
between 1965 and 1973. At 23.1 per cent, the fall in the rate of profit in the non
manufacturing private sector was barely half that in manufacturing. Indeed, if no
adjustment is made for indirect business taxes, the decline in non-manufacturing
profitability is just 13.1 per cent, compared to 41.9 per cent in manufacturing. Th
declines in the profit share and the output-capital ratio that determined a ri th met i
cally the fall in manufacturing profitability did not r suit from a n in r as in ·
pressure from workers, as th s u pp ly s i d t h rist 01 t nd . h · w r , n t h
s I t f t h I w r t f in r
trary, l m t n t i r 1 t h
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Figure 8.1 . U S m a nufacturing a n d n o n - m an ufactu ring private net
profit rates, 1 94 9-200 1 .

US manufacturing
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1 985

1 990

1 995

1000

Source: See Appendix 1 on Profit Rates.

to sufficiently mark up prices over costs, accounts for almost all of the fall in man

ufacturing profitability (see p. 109, Figure 8.1).
During the years betwe�n 1965 and 1973 when profitability first fell, US manu
facturers were, in terms of their own cost effectiveness, actually performing as well
as they had over the course of the boom between 1950 and 1965: the growth of labour
productivity was up by about 10 per cent, capital productivity maintained itself, and
real wage growth continued its fall. The cause of the US manufacturers' profitability
problems was thus to be found, not in the rate of growth of their costs in absolute
terms, but the rate relative to the prices that were now being imposed on the world
market by their leading competitors. What had occurred to bring this predicament
nbout? Following the establishment of currency convertibility in the advanced cap
i talist world at the end of the 1950s, the growth of world trade accelerated, with
f ur-reaching, though contradictory, consequences for the international economy.
netween 1963 and 1973, with the volume of both world exports and world
manufacturing exports increasing 42 per cent faster than between 1953 and 1963, the
growth of exports began to outrun the growth of domestic production in a truly
rnd ical fashion. Already growing 50 per cent faster than world manufacturing output
bet ween 1953 and 1963, world manufacturing exports were suddenly increasing
, 1 l most twice as fast. Between 1960 and 1974, in the advanced capitalist economies,
t he av rage annual rate of growth of manufacturing exports was two-thirds faster
t ha n t h a t of ma n u facturing output-9.9 per cent compared to 5.9 per cent.12
P rt nd pa r I of the same development, from the early to mid 1960s, exports
till
1 roport ion of o u t p u t ( t h
xport shar ) for t h OECD as a whole, as well as for
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its component parts, was suddenly growing at twice the pace it had previously. The
export shares of the OECD as a whole, and of its European and US components,
thus grew the same amount in the eight years between 1965 and 1973 as in the
fifteen years between 1950 and 1965. The increase in the rate of growth of Japan's
export share began a bit earlier, and was even sharper (see p 1 1 1, Tables 8.2 and
8.3).
The rapid acceleration of the growth of trade from the early 1960s had a dual
effect on the economic evolution of the advanced capitalist economies. On the one
h and, it provided an additional impetus to rapid economic growth. Between 1965
and 1970, as world trade grew faster, the G-7 capitalist economies, minus the US
and Canada-that is, Germany, Japan, France, Italy, and the UK-reached the
zen.i th of their postwar boom, with manufacturing output and manufacturing
labour productivity in those five economies taken together increasing at annual
average rates of 8.0 per cent and 6.3 per cent, respectively, compared to 7.0 per
cent and 4.4 per cent, respectively, between 1955 and 1965. In the same five years,
m an u fac tu ring investment growth for those five economies accelerated sharply,
i ncreas i n g at an annual average rate of 13.2 per cent, compared to 7.9 per cent
bet ween 1955 and 1965. Behind this growth spurt lay a major improvement in
J ro f i ta bi l ity , the rate of profit in manufacturing in Germany, Japan, Italy, France,
a n I t he U K taken together increasing by 21 .4 per cent between 1965 and 1969_13
From one standpoint, then, the dramatic increase in the rate of growth of inter
n t i o n a ! t ra d e apparently had just the effect it was supposed to: in classical
f s h i o n, i t h e l ped make possible the accelerated economic expansion of the
ll i v , n ed a p i t a l i s t economies by means of the growth of the international clivi
of I bou r.
n th )ther hand, due to such precipitous growth in world trade, new pro
r!!, wl tl o 1 t w a rn i ng, began to supply radically increased fractions of the world
rk t, SU ] p la n t i ng long-ensconced incumbents. Such radical uncoordinated and
ur 1 I 1 r
l-for sh ifts could not be expected to be, and were not in fact, effected
w i t l out d i s ru ption. The relatively great concentration on home markets and the relt i v ly separate growth that characterized the postwar boom into the early 1960s
had be n paralleled by a relatively high level of diversification within regions and
nat ions. The technologically-following, later-developing, hegemonized-and fast
grow ing
conomies were thus producing bundles of goods which were quite
Hi m i la r to t h ose already being produced by the technologically-leading, earlier
d l'V c l o p i ng, hegemonic economy. It was therefore inevitable that they would
d •velop t h e i r export potential by increasing the output of such goods. As the OECD
notes, ' t he i n dustrial countries' patterns of trade and output tended to converge,
w i t h m os t countries increasing! y producing and exchanging similar commodities.'14
l n d e-d , the manufacturers of the fol low er economies had every reason to increas
l h • i r e x po r ts of goods that th ey were already producing for the domestic m a rke t,
H i n e t hey cou ld often do so at a lower cost than cou l d the earlier-developing in cum
� ents. Th n w r, low r- ost producers, ba d in th follow r r gions-no tabl y
•r·m ny nd, bov
1 1, J p n-t h u x p a n d d t h i r xp rts l rg ly b i n vad i n
I�
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Table 8.2. World exports and world output.
Annual growth rates
1 953-63
1963-73

World Exports
World Output
Exports/Output
World Mfgr. Exports
World Mfgr. Output
Mfgr. Exp./Mfgr.Out.

Ratio of annual growth rates
1963-73/1953-63

9.2%

1 3. 1 %

1 .42

6.7%

8.0%

1.19

1 .4

1 .63

1 2.7%

1 8.0%

1 .42

8.5%

9.7%

1 .1 4

1 .49

1 .86

Source: Von Der Wee, Prosperity and Upheaval, p. 260.

Table 8.3. Percentage growth of export shares of GDP (constant prices).
1965
12.4

Increase

1 965
12.4

1973

Increase

37.7

1 6.8

35.4

1 2.7
4.3

1 8.1

42.1

1 8. 1

25.6

42.9

5.1

35.0

5.1

6.9

36.0

1 950

1960

1960

1 973

4.7

5.6

5.6

7.9

1950
9.0

OECO Total
OECO Europe
us

Japan

19.0

38.0

Source: Glyn et ol., 'The Rise ond foil of the Golden Age', p. 43.

markets hitherto dominated by producers of the leader regions, especially the US,
but also the UK. This trend was, of course, already evident during the 1 950s, but
now the process was very much accelerated.
During the second half of the 1960s, the German and Japanese economies
regained their earlier vitality, after slowdowns in the first half of the 1960s. In these
years, the Japanese economy reached the peak of its postwar dynamism, achieving
unprecedented rates of investment and productivity advance and on that basis
posing a wide-ranging challenge to US manufacturing supremacy. Between 1960
and 1965, the ratio of Japanese to US average annual labour productivity growth
in

manufacturing had been about two to one (8.7 per cent to 4.4 per cent); between

1 965 and 1 973, this ratio grew to about four to one, 13.1 per cent to 3.3 per cent.

US m a n u fa t u ring's problem of increasingly slow productivity growth in
t rms was exac rba ted by the renewed outbreak of inflation after 1965,
f gov rnm nt defici ts, ac omrnodat d by loose money.
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wage growth from falling. Nevertheless, in attempting (unsuccessfully) to keep up
with the increase in the rate of growth of consumer prices brought on by govern
ment fiscal and monetary policies, workers raised the nominal wage so as to create
a rising floor on prices and thereby helped to further fuel inflation. Between 1965
and 1970, the growth of manufacturing unit labour costs in the US in dollar terms
was double that in Germany and Japan.
A comparison of cost levels in US manufacturing with those of Germany and
Japan indicates the sort of competitive pressures to which US producers were being
subjected. According to data provided by the US Bureau of Labor Statistics, by 1970
average labour productivity in German and Japanese manufacturing had only
reached 75 per cent and 50 per cent of the US level, respectively. But since
manufacturing wages in Germany and Japan were 60 per cent and 25 per cent,
respectively, of those in the US, manufacturing unit labour costs in Germany and
Japan turned out to be 80 per cent15 and less than 50 per cent those in the US.16
Representing as it does an industry-wide average, even this unit labour cost figure
understates the potency of the Japanese challenge, because the great corporations
that were responsible for the preponderance of Japanese exports had achieved much
higher than average levels of productivity. In the large, usually modem, plants
those with more than 500 employees-that produced a disproportionate share of
the country's exports, labour productivity was about 50 per cent above the average;
in the small, generally older, plants, it was about 50 per cent below the averageP
In their comparative study of the evolution of costs in the US and Japan, Jorgenson
and Kuroda were able to conclude that, 'in 1970, on the eve of the Smithsonian
Agreements . . . almost all Japanese industries were more competitive internationally than
their

US

By this we mean that they could provide products to the interna
below those available from their US competitors.' 18

counl'erparls.

tion.al rnarkel place at p rices

The sharp relative increase in US costs of production stimulated a further accel
era t ion of manufacturing investment overseas by US multinational corporations,
accentuating the already established trend. By 1965, the ratio of investment by
majority-owned foreign affiliates of US corporations in manufacturing overseas to
corporate manufacturing investment in the US had grown to 21.4 per cent, up from
11.4 per cent in 1957. By 1973, this figure had increased to 31.3 per cent.!9 In 1973
US corporations were therefore investing about one dollar abroad for every thre
15

Germany's competitive position had been signi ficantly undermined by the major revaluation of th

mark in 1969.
16
Daly, 'Japanese Manufacturing Competitiveness', pp. 35, 37, 39. These figures may exaggerate th
average manufacturing productivity gap between the US and Japan. According to the Japan Produc t i v i t
Center Report o n International Comparison o f Labor Productivity (Tokyo 1981), i n 1974 U S labour produc•
tivity was just 38 per cent higher than that in the Japan. (M. Bronfenbrenner, 'Japanese Prod u c t i v i. ty
Experience', in W. J. Baumel and K. McLennan, eds, Productivihj Growth and US Competitiveness, Oxford 1 985,
p. 71.) According to Denison and Chung, moreover, Japan achieved its labour productivity level w i t h c, plt 1

inputs (stock, equipment, and inventories) per person that were, in 1 970, 40 pe r cent or more b low t h t 111
the US. This would imply that taking into account all inputs, the J a p a nese productivity I ve l was a go d
deal closer to that of the US tha n the rela t ive labour productivity figures would ind icate. (E. P. D•nison n
W. K. Chung,

How Japan's Economy Grew So Fast : Tlte Sources of Postwar Expansion,

pp. 1 04 -7, 250, 255-7.)
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they invested in the US. There could hardly be a clearer sign of the relative cost
problem confronting manufacturing investors in the US economy at this point (see
p. 59, Figure 4.1).
As a consequence of US manufacturers' growing inability to match the costs of
their chief overseas rivals, the US experienced a crisis of trade in the later 1960s
and early 1970s. The recovery of export price competitiveness achieved by US man
ufacturers over the first half of the 1960s thus turned out to be only temporary.
Between 1965 and 1973, export prices grew at an average annual rate of 4.5 per
cent in the US, compared to 3.2 per cent in Germany (1.4 per cent between 1965
and 1969), and 2.1 per cent in Japan, with negative consequences for US producers'
competitive position. Having stabilized itself at around 24 per cent over the
years 1958-65, the US share of the manufacturing exports of the main industrial
countries fell sharply by a third, to around 18 per cent, in the short period from
1965 to 1973. 20 Simultaneously, there was a major invasion of manufactured
imports, as foreign-made steel, autos, machine tools, machinery, consumer elec
tronics, and the like quickly grabbed a significant share of the US market. Until
this point, the twentieth-century US economy had been remarkably self-enclosed,
a reflection of its superior competitiveness, as well as the costs of trans-oceanic
transport. But change came suddenly and dramatically from the mid 1960s.
Between 1965 and 1970, manufacturing imports grew at an average annual pace
of 19.1 per cent, twice as fast as during the comparable period of the 1950s when
competitiveness was also plummeting. The manufacturing import penetration
ratio, still averaging only 6.9 per cent over the years 1959-66, grew to an average
of 1 1 .9 per cent;in 1966-69 and to an average of 15.8 per cent in 1969-73.21
US manufacturers' loss of markets abroad and at home represented only the tip
of the iceberg, and provides only a partial indication of the decline in US manufac
t uring competitiveness in this era, and of the damage visited by declining
competitiveness on the economic health of US manufacturers. To the degree that
t hey avoided ceding market share, and as a condition for retaining it, US manufac
t urers had to refrain from raising prices to as great an extent in proportion to costs
as they had been accustomed to doing, with unavoidable consequences for prof
i l ability. It is the accelerated injection of lower-cost, lower-priced manu factures on to
l he world market-manifested in the rise of over-capacity and over-production on
n n i nternational scale-that therefore constitutes the key to the puzzle of the re la
t i vely slow growth of manufacturing prices in this period, and therefore to the
20

B. R.

Scott, 'US Competitiveness: Concepts, Performance, and Implications', in B. R. Scott and G.

l · . I .odge, ed., US Competitiveness in the World Economy, Cambridge, Mass. 1985, p. 27. For a close analysis
nl l h �

spectacular increase in the Japanese share of advanced industrial country trade in this period, see
A. D. Morgan, 'Export Competition and Import Substitution: The Industrial Countries 1963 to
1 ' 17 1 ', in H. A . Batchelor et a!., eds, Industrialization and the Basis for Trade, Oxford 1980, pp. 48ff. Morgan
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r suiting fall in the manufacturing rate of profit. Because its output was composed
largely of tradables, the manufacturing sector was highly exposed to intensifying
i nternational competition. In contrast, despite sustaining increases in unit labour
osts and capital costs that, taken together, were substantially higher than those in
manu facturing, the private business economy outside of manufacturing, which was
largely imm une from international competition, experienced a much more limited
f I I i n i ts profit rate because its firms could raise prices in line with much faster

gro w i n g cost s almost as easily as before.
obour Resistance ond the Onset of the Downturn
A ga in s t t h i

background, we can specify the economic significance of action by

I b )\. I f i n t he years o f declining profitability between 1965 and 1973. A quite major

eru p t ion of labour militancy did take place. But that outbreak should be understood
m u h more as an indirect effect of the fall in profitability than as a cause. It repre
s nt d an a ttempt on the part of an organized labour movement, already in retreat,
to r verse its decline and counter an ongoing employers' offensive. That offensive,
w h i l d a t ing back to the last years of the 1950s, increased in intensity from the mid
] 960s, t o ompensate for the fall in profitability.
' m pl yers had initiated their assault in order to hold down wages and to

il reas shop-floor discipline in aid of rationalization so as to both reverse the
w g !l· J rc d u t iv i t y squeeze on profits that had overtaken the manufacturing sector
1 t l ' p>r i od le a d i n g into the recession of 1957-58, and to respond to the simulta
n •ouM riM • of i n t rn a tiona l competition. Even during the subsequent period of
F rov l t � o p •titiven ss, US manufacturers had faced unrelenting price pres
" 1
1
br1 d . By t he m id 1960s, they were therefore seeking to reduce wage
� o w l l •v •1 f 1 rt l r t ha n the 40 per cent it had already been brought down in the
yrnri'l bl'lw • •n 1 958 and 1 965 (compared to 1950-58), while attempting to further
nhw out p 1 t � ·•r hour by increasing the pace of work. Apparently reflecting the
M f u ·d -u p, t he industrial accident rate was, on average, almost 20 per cent higher
b •tw •en 1 965 and 1970 than between 1960 and 1965. 22
To prevent workers from interfering in their campaign to cut costs, employers

i 1 t ns i f i e d their resistance to unionization. From the early 1950s up to 1965,

c1 p layers had consistently and voluntarily accepted about 42 per cent of all
p •t i t ions

to hold union representation elections; but, from that point on, their will

i t g n ess to accept such petitions dropped precipitously. The proportion of petitions

vol u n ta r i l y a c cepted fell to 26.5 per cent by 1970 and 16.3 per cent by 1973.
M ea n w h i le, there was a remarkable increase in employers' illegal efforts to inter
fere with union organizing . Between 1965 and 1973, the number of charges against
l'm p l o y e rs which involved firing workers for tmion activity rose by 50 per cent, the
n u mber of workers awarded back-pay or reinstated to their jobs after having been
l l lq.;ally fired al most tripled, and the number of all unfair labour practices charge
llKO i ns t mployers doubled (see p . 64, Figure 4.2).23
Por a n xt nd d p riod, th highly b u r au rat i z d offi ial 1 bou .r 1 ad r h i s
pot'trn • n t of ornm ,. •, Hl�toricn/ Stnl/�1/cs uf lh� U11/1<•d Stnlt·�. p. '1 82.
I n • In
n h m Su
MM II N l. R B I� pr � nlnllon l!l tlon�·.
b r nd W, N. '< ok , '1'h I
m 1 , 'Why Ar 11 11111 JJ rln14 l'umly I n NLRil
illdll�l r/nl l{vln/ltllt�. vol. xll, W l n t r I �K:l, Pf. 2....1; 11
'
ltc>pr��C'I I l i on mc>ri U11M l', I' · ��.
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failed to respond to the employers' growing pressure. While profitability soared
during the first half of the 1960s, they accepted with barely a murmur both the major
reduction in the growth of compensation in manufacturing and the employers'
moves to rationalize production, as official strikes fell to postwar lows. Whereas the
loss of total work time resulting from stoppages had averaged 0.23 per cent during
the years 1950-58, it averaged 0.16 per cent during the years 1958-65. Whereas the
proportion of the labour force involved in work stoppages had averaged 4.44 per
cent during the years 1950-58, it averaged 2.63 per cent during the years 1958-65.
Rank and file unionists were thus left to face the employers largely on their own. As
one knowledgeable observer summed up a widely held opinion at the time, 'the
trend here at the moment is quite clear. Unions have lost much of their vitality and
forward motion; they are playing an essentially conservative role in the plant com
munity, seeking to preserve what they have rather than make gains. Management,
on the other hand, is on the offensive and has acquired a new sense of sureness in
dealing with industrial relations.'24
In the absence of a response from above, rank-and-file resistance seems to have
begun to stiffen from the onset of the employers' 'hard line' at the end of the 1950s.
Between 1960 and 1966, workers resorted to wildcat strikes increasingly frequently,
the percentage of strikes during the term of the agreement rising from 22 per cent
of all strikes in 1960 (the first year of reporting) to 36.5 per cent in 1966. They also
increasingly voted down contracts negotiated by their leaders, with the percentage
of rejections growing steadily and increasing by more than 60 per cent between
1964 and 1967, and leading industrial unions like the machinists, the auto workers,
and l ongshore especially affected.25 At the same time, to try to secure a more mili
tant and effective leadership, rank and filers supported a series of successful
campaigns to replace insufficiently militant local officers, as well as long-entrenched
top union bureaucrats, notably David MacDonald in steel, James Carey in electrical
and, later, Tony Boyle in coal.26
To maintain control, the official union leaderships had to act and, beginning in
1966 and 1967, they organized a major wave of strikes. In the years 1966-73, the
percentage of total work time lost due to work stoppages grew to 0.23, compared
to 0.18 for the years 1958-66. Meanwhile, the proportion of the employed labour
force annually involved in work stoppages grew to an average of 3.6 per cent, almost
a third higher than the average of 2.6 per cent for 1958-66. These figures did
represent a major increase in labour resistance, but the magnitude of the revolt
should not be overstated. Although more workers in terms of absolute numbers

24 G. Strauss, 'The Shifting Power Balance in the Plant', Industrial Relations, vol. i, May 1962, pp. 94-5.
25 J. Barbash, 'The Causes of Rank-and-File Unrest', in J. Seidman, ed., Trade Union Government and
Collective Bargaining, New York 1970, pp. 41, 45, 51-3; W. E. Simkin, 'Refusals to Ratify Contracts', Industrial
and Labor Relations Review, vol. xxi, July 1968, p. 520. There are no statistics on unofficial strikes per se, so
data on stri kes during the period of the contract-not the same thing, but hopefully a decent surrogate-
are used to stand for them.
26 S. We i r, 'USA: The Labor Revolt', International Socialist Journal, vol. iv, nos. 20-21, April-June 1967.
In the single ye r 1 963, more than one-t hird of the top officials in United Auto Worker Union (UAW) auto
J 'f<' Ju tlon lc aiR w re vot •d o u t of offi •. N. Li hl·enstein, 'Th Treaty of Detroit: Old Before its Time',
un publl�h<• I p p •r· pr M 111ud at th • Am r·l an I ll�lorl ol A�sociotion Annual orwcntion, january '1995.
I w!Mh to th n N IM 111 l.ld l011Ml In for Jlow ln�o� m<' to 1 1 k,, r•of�•·••n '' lc> l·hiH 1 1 •r In
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Figure 8.2. U S strike a ctivity, 1 940-80.
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1 vol v 'd i n strikes in this period than at any other time in the postwar

bot h of t h p ro1 or tion of days lost through strikes and the propor
llnn tf l 1 " I l o 1 for
n n u a l l y involved in strikes-not to mention economic
ll lmt-11 m I l l 1 y ltf t h is p riod fell notably short of that of the late 1940s through
11 11 1 · I Y�011 (�< • ' . 1 1 6, F ig u re 8.2).
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growth plummet to near zero. Still, while union workers began to do much better
in relative terms than did their non-union counterparts, they were able to do no
more than maintain their real wage growth at the level of the later 1960s, at which
point it had fallen substantially compared to the 1950s and early 1960s.28 In the
absence of pressure from labour, real wage growth would certainly have fallen
significantly faster than it did, and the fall in profitability would have been corre
spondingly reduced. But to argue that increased labour resistance prevented a
better adjustment by capital to the decline in profitability is a long way from seeing
it as at the root of that decline.
2. The Boom's Final Phase in Japan

The reduction of relative costs and prices on the part of Japanese and German
and perhaps other overseas-producers that was responsible for so much of the fall
in the rate of profit in US manufacturing between 1965 and 1973 determined a reduc
tion in the aggregate rate of return in manufacturing for the G-7 economies taken
together of the order of 25 per cent. The fall in profitability initially experienced by
less cost-effective US producers was therefore an expression of the rise of over
capacity and over-production for the advanced capitalist economies considered
in aggregate. Even so, the same renewed dynamism in German and Japanese
manufacturing that put downward pressure on US and aggregate G-7 manufac
turing profitability initially brought increased profit rates to Japanese and German
manufacturing. (See p. 142, Figure 9.1.)
Towards the end of 1965, at virtually the exact moment at which the onset of the
profitability crisis in the US began to initiate the long downturn on a world scale,
the Japanese economy took off, transcending a brief deceleration during the years
1961-65, and in particular its most serious postwar recession up to that point in
1964-65. The fifty-seven month boom that ran from the autumn of 1965 to the summer
of 1970 represents the zenith of the spectacular expansion enjoyed by the Japanese
economy throughout the postwar boom. During these years, GNP grew at an average
annual rate of 14 per cent, while manufacturing output increased at an average
annual rate of 15.8 per cent. These figures were impressive even by the extraordi
nary standards already set by the Japanese economy between 1950 and 1961.29
As before, unprecedentedly high rates of investment drove the economy
forward. Between 1965 and 1970 investment in new plant and equipment in the
private business economy grew at an average annual rate of 21.1 per cent, just about
matching the rate obtaining between 1955 and 1961.30 This extraordinary rate of
investment growth was motivated by high, and increasing, rates of profit, which
were themselves an expression of the economy's extraordinary capacity to secure,
with the growth of investment, unusually high rates of productivity advance com
bined with relatively low wage growth. Between 1965 and 1970, the Japanese
growth paradigm was operating at its peak effectiveness.
l f ever conditions seemed ripe for wages to squeeze profits in the manner envi-
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sioned by the supply-side theorists, they seemed so in Japan in the later 1960s. The
Japanese economy had reached full employment by the end of the 1950s. Having
dropped to an average of just 1.3 per cent during the years 1960-65, the tmemploy
ment rate fell even further between 1965 and 1970. The ratio of job openings to
applicants, at 0.64:1 in 1965, rose to 1:1 in 1967 and escalated to 1.41 : 1 in 1970, making
for truly hyper-full employment.31 Workers naturally won major wage gains, with
real wages growing between 1965 and 1970 at the very high average annual rates
of 8.6 per cent and 6.2 per cent in manufacturing and the private business economy,
respectively, and product wages increasing at average annual rates of 11.1 per cent
and 7.6 per cent, respectively. These rates of wage growth turned out, however, to
manifest the continued subordination of Japanese workers to the requirements of

capita l accumulation.
The Japanese economy had no trouble accommodating such high rates of wage
growth because the parallel rates of productivity growth were even higher. Between
1 965 and 1970, the average annual rates of labour productivity growth in manufac
turing and the private business economy, were 12.5 per cent and 10.75 per cent,
respectively. The profit share thus rose during this period 9.6 per cent in manufac
turing and a spectacular 31.3 per cent in the private business sector. At the same
t i me, the output-capital ratio also rose a little, growing annually, on average, by 0.5
per cent and 1.9 per cent in manufacturing and the private business economy,
r spectively. Far from falling in an epoch of super-full employment, the rates of
profit i n manufacturing and the private business economy rose more than 20 per
ent and 66.5 per cent respectively (see p. 7, Figure 0.3 and p. 8, Figure 0.4).
A major structural transformation of Japanese industry, taking place during the

decad or so before 1973, lay behind the enormous productivity gains achieved in
t h is ra. H av i ng focused during the previous decade on raw-material processing
ind ust ries (prominently including steel, petro-chemicals, cement, and electricity
genera t ion) Japanese manufacturing came to concentrate on 'machinery industries'

(broad ly defined to include transportation, electrical machinery, and all other types
of machinery equipment), which made use of the raw-material processing indus
t ri s' outputs 32 In so doing, it achieved much of its productivity growth by way of
the fuller application of technological advances first implemented during the pre
vious decade. The later 1950s and early 1960s had witnessed a major technological
revolution-the initial introduction of new consumer durables such as televisions
and electric refrigerators, new producer durables such as silicon, steel plates, and
polyethylene, and new methods of production such as thermal-electric power
plants, strip mills, and transfer machines. Over the second half of the 1960s, record
rates of productivity increase could thus be achieved by increasing the proportion
of the technologically advanced sectors within the economy, by rationalizing
already implemented technical gains, by improving plant layout and quality
control, and, especially, through economies of scale.33
The rapid growth of investment could bring such extraordinary gains i n labour
1 58.
I mol, 'Jop n'• hanging lr1du•t rln l Structur . - , 1 '1 '· 47.�:l.
:l:l 'Th cuntrollh11J f tur l i n '<111111 k jlfl w t h uv r th yu�r• l llb�-70 1 w • 11 P lnl r ·thm Jof 1 1 1 i lol
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productivity because it embodied such rapid technical progress. It could embody
such rapid technical progress because it occurred in the context of such accelerated
internationalization. Between 1965 and 1970, Japanese exports grew at an average
annual rate of 17.2 per cent. Such rapid export growth was obviously made pos
sible by the high rate of productivity increase, but it was also a critical condition for
that productivity increase. The acceleration of export growth thus made possible
both the major economies of scale achieved in this era, and the especially rapid
expansion of those manufacturing lines that were enjoying the fastest productivity
growth.
Fast-growing Japanese exports were made possible in part by the unusually
rapid growth of world trade. But, had Japanese producers had to depend solely on
the growth of the market, they could not have increased exports at anything like
the rate they did. As in the previous period, they thus continued to rely for most
of their gains in overseas sales on grabbing an ever larger share of the world market.
Between 1963 and 1967, Japan doubled its exports, and doubled them again between
1967 and 1971 . It did so by spectacularly increasing its share of the manufacturing
exports of the twelve leading capitalist economies from 7.6 per cent to 13.0 per cent
(at current prices). Over the period 1963-71, no less than 54 per cent of Japan's total
gain in exports derived from the increase in its share of the world market, com
pared to only 46 per cent made possible through the growth of the market itself.
Since, in this same period, the US share of advanced-country manufacturing exports
fell from 20.8 per cent to 17.0 per cent, while the UK share fell from 15.4 per cent to
10.9 per cent, and since no other national economy beside Japan's very significantly
increased or decreased its share, it can be concluded that virtually the entirety of
the Japanese gain was made at the direct expense of the US and UK.34
Japanese exports hit particularly hard in the US domestic market. Between 1964
and 1971, Japanese exports to the US quadrupled in value, with the share of exports
to the US in total Japanese exports growing from 27.6 per cent to 31.2 per cent.
Japanese manufacturing exports as a share of total US manufacturing imports thus
grew rapidly from 17 per cent to just under 25 per cent. The intensification of
Japanese pressure on US markets came mostly from the transport equipment and
machinery industries, which were also developing most rapidly at home, with inter
mediate metals and intermediate chemicals also figuring prominently.
The Japanese economy succeeded in so dramatically increasing its market share
at the expense of the US in this period by virtue of its ability to hold down costs.
In this respect it widened its lead in spectacular fashion over the second half of the
1960s, holding the rate of growth of unit labour costs and of export prices to
one-half and one-fourth, respectively, that of the US economy. The growth of federal
budget deficits leading to inflation in the US in this period made this development
that much more pronounced. The combination of the growth of demand in and the
decline in competitiveness of the US economy between 1965 and 1970 was thus a
fundamental condition for the Japanese boom. By the same token, the downward
311
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price pressure exerted b y Japanese producers o n U S manufacturing output prices

p l a yed a central role in the squeeze on US manufacturing profitability that set off
the i n ternational crisis.

3. The Boom's Final Phase in Germany
Du ring the second half of the 1960s, Germany's manufacturing economy followed
pa t h ra t h e r analogous to Japan's, though in far less spectacular fashion. After a

I f- I

a d e of reduced dynamism between 1960 and 1965, German economic

u t hori t i s, in col laboration with employers and labour, implemented a series of

1 o l i i · s designed to contain production costs, especially in relative international
nd t hese bad the desired effect.

t •rr R,

I n 1 966-67, th e Bundesbank consciously engineered a slowdown with the
'Xi l i i t p u rpose of reducing the inflationary trend that had resulted from a period

of u n usu a l l y expansionary fiscal policy. Manufacturing firms had, of course,
dy been experiencing

lr

an

extended period of declining profitability, though

f ro m v ry h i gh levels. The outcome was the first serious recession of the postwar
po h-the first year of negative growth-and it turned out to constitute something
t u rn i n g point.35

of

Tn a s rious effort to reverse the negative trend in profitability, firms ruthlessly
I

u

pa i t y in accord with changes in demand and rapidly introduced new

I gy, w h i l e push i ng hard to reduce wage costs. As part of this broad process

1

1f

n l i zl t i

t

nb

11 nt 11, WI I

M

H

WI

v I

)

1

I

l H

k • H l h • •x p e ted non-contractual bonuses and company benefits.

•.

:In

1

f

'Il l It • t h

I

fi r ms shed labour to a much greater extent than in previous reces-

tlon nd p rfo n nance appraisal. In some plants, moreover, they held back

y llw

wl

111 1

ftt
Ml

1

m,

g '' •r l l y i n tensi fying labour, they also introduced new systems for

•

on
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were much aided in this by the new trend toward rising costs and prices in the US.
Between 1965 and 1969, exports grew at an average annual rate of 10 per cent, two
thirds faster than between 1960 and 1965. German manufacturers were thus able to
regain the share of advanced-country manufacturing exports that they had lost
between 1961 and 1965.38 By 1969 the manufacturing rate of profit had made a very
partial recovery, rising by 7.5 per cent over its level of 1965.
For Germany, then, as for Japan and the other European G-7 economies, the final
stage of the postwar boom paralleled the onset of the profitability crisis in the US.
The transition to international economic downturn can thus be said to have begun,
somewhat paradoxically, at a point when most of the advanced capitalist world
was in full expansion, at the height of its postwar dynamism.
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Having fallen precipitously during the later 1950s, the US current account balance,
swelled by the rapidly rising merchandise trade surplus, had reversed itself over
the following half-decade, and reached a peak of $5.8 billion in 1964. Still, the facts
that the US failed to recover any of the international market share that it had lost
in the 1 950s and that US manufacturing corporations continued to direct an ever
increasing portion of their total investment to production overseas, showed that the
US economy had secured no really decisive self-transformation. Even by mid
decade, the US economy began to experience, in intensified form, much the same
set of domestic and international problems that had plagued it in the later 1950s.
From the start of the 1960s, US policy makers adopted a series of increasingly
comprehensive measures aimed at slowing down the accelerating outflow of capital
to prepare for a programme of Keynesian stimulus to restore economic dynamism
in the wake of the economy's stagnation during the later 1950s.1 They were, no
doubt, less reluctant than they might otherwise have been to restrict the activities
of US international bankers and multinational corporations in view of the rise,
beginning in the late 1950s, of the essentially unregulated Eurodollar market, which
US authorities had decided

not to control. Through the Eurodollar market, despite

increased domestic capital controls, US banks were largely enabled to continue their
foreign lending from their overseas bases, and US multinational corporations
enabled to meet both their borrowing and investment needs throughout the period. 2
The fact remains that, between 1960 and 1964, even in the face of the growing con
trols on the outflow of capital from the US, the increase in the net export of long-term
capital outran the increase in the current account surplus, with the result that the
basic balance of payments stayed negative. From 1965 its fall accelerated, as the
trade balance began once again to decline while net overseas investment kept
rising.3 Already in early 1965, well before any major step-up in government
spending, a new run on the dollar in response to news of the decline in the trade
surplus manifested the failure of US domestic manufacturing to have overcome its
problems in competing and in attracting investment funds, and signalled the
economy's entry into a new era of economic instability.
During the second half of the 1 960s, US manufacturers experienced, as has been
seen, major falls in competitiveness and profitability, which could not but seriously
undermine US economic dynamism. In this context, when, to keep the economy
moving, the government stepped up what was already a substantial stimulus pro
gramme, it was bound to call forth accelerated price increases and invite growing
international imbalances. Faced as they were with declining rates of profit, and thus

The government's measures to restrict overseas investment included 'Operation Twist', which
involved keeping short-term interest rates relatively high to attract short-term capital from overseas but
long-term rates relatively low to stimulate investment spending and relieve unemployment; the Interest
Equalization Tax which was designed to discourage portfolio investment abroad by imposing a tax on
pur hases of foreign securities by US residents; and the Voluntary Foreign Credit Restraint Program and
t he Fore ig n Direct Investment Program, which, respectively, imposed ceilings on loans to foreigners by
US fi n a n ial instituti n and restricted the availability of funds from US non-financial corporations,
notably rn u l t i na t ional < Wpor t i< li1N, to t h ir overseas affiliates. Argy, Postwar Intemational Money Crisis,
p p. 9- 40.
2
1\. 1 1 •11 •In r, Stntt·- n111/ I ltv NVVIIIPriJt'll<"<' of" C :/olmf rlnanc<'. rmm 8retto11 Woods to tile 1 990s, l t ha a 1 994·,
11 · 114 1 .
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reduced surpluses and a deteriorating business climate, U S manufacturers
naturally responded to any given increase in demand with relatively lower rates of
growth of output and investment than previously, as, for example in the period of
rising profitability between 1961 and 1965. The increased demand that resulted from
rising government deficits was thus predictably unable to stimulate a correspon
ding increase in domestic supply, and called forth instead more rapidly rising prices
and imports. The results were devastating for the US international position and the
d ollar, and led inevitably to remedial deflationary policies that could not but bring
on recession. It was a go-stop progression that would repeat itself with numbing

regu l arity over the next fifteen years.4

In 1964, and again in 1965, the Johnson administration, backed by Congress, had
i m plemented major tax cuts-originally planned by the Kennedy administration

even though the economy had already begun to grow quite rapidly in 1962 and
1 963. The stage was therefore set for economic over-heating when Johnson refused
to propose a tax increase to pay for sharply rising expenditure on the Vietnam War

because he feared that Congress would exploit the opening to cut his Great Society
programmes. In late 1965, the Federal Reserve stepped into the breach, raising the
discount rate and tightening up the supply of credit. By mid 1966 a credit crunch
had begun to materialize which threatened to precipitate a cyclical downturn. But

t he Fed eased up once again to prevent recession and, as military spending
ont i n u d to rise rapidly, it pursued an accommodating, highly expansionary mon

fin

etary p ol i c y u n til the last quarter of 1967. In January and August 1967, Johnson
l ly d i d propose first a 6 per cent, then a 10 per cent, tax surcharge to slow the

onomy dow n but, despite the powerful stimuli already in place and increasing

i n f l t i on ry 1 ress u res, Congress failed to enact it. By the end of the year, the Fed

w R

on

e

aga i n ha ving to worry about inflation, but it failed to tighten credit for

t h i ngs t u rned out. In spring 1968, the government finally did pass the tax surcharge
fear it would bring d own the very shaky British pound-a futile consideration, as

(a

ase of too little, too late since it seems to have had little effect in depressing

o n s t un pti on demand) and the Fed raised interest rates. But by this time a major

crisis was maturi ng 5

At almost exactly the same moment that the US economy was avoiding a
cyclical downturn but also fuelling inflation by means of increased federal deficits
a n d easy money, both the German and Japanese economies were experiencing
serious recessions-Germany in 1966-67 and Japan in 1965. These cyclical down

t u rns s harply slowed the growth of costs and prices in both countries. With

co m peti tiveness thus improved, both economies immediately entered into
:l y n a m ic, export-led booms, which brought record-breaking current account sur

p l u ses (especially at the expense of an increasingly inflation-bound US economy)

a n d , u l ti m ately, the massive increase in imported inflationary pressure (especially
from the US).

During the first half of the 1960s, consumer prices .in the US ha d not risen faster

t ha n 1 . 7 per cen t in any year. But w i th th
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Table 9.1 . The US trade balance with Germany, J a pa n , and the worl d .
67

68

-0.8

-0.3

- 1 .2

-0.1

-0.3

- 1 .0

0.2

-0.9

-0.6

-2.2

4.9

3.8

3.8

0.6

1 963

64

65

66

Japan

0.3

0.2

-0.5

Germany

0.6

0.4

0.3

Japan & Germany

0.9

0.6

World

5.2

6.8

Current Account

4.4

2.6

3.0

5.4

6.8

70

71

72

73

-1 .6

-1 .4

-3.3

-3.9

-1.3

-0.5

-0.4

-0.8

-1 .4

-

-2.1

- 1 .8

-4.1

-5.3

-2.9

0.6

2.6

-2.3

-6.4

0.9

-1 .4

-5.8

2.3

69

0.4

0.6

2.3

1 .6

Sources: Kosoi, The Era of High-Speed Growth, p. 1 77; Liesner, One Hundred Years of Economic Statistics, p. 1 04, Tobie US. 1 5; ERP 1 983,
p. 76, Tobie B-1 0 1 .

Vietnam War from the second half of 1965, they suddenly doubled t o 3.4 per cent
in 1966. Following the appearance in 1967 and 1968 of the largest federal deficits
since the Korean War, inflation accelerated further, reaching 4.2 per cent and 5.4
per cent in 1968 and 1969. In parallel manner, beginning in 1965, US trade balances
with Japan and Germany-quite healthy and positive from 1960 through 1964fell rapidly. In 1966, the trade deficit with Germany and Japan combined reached
close to $1 billion; by 1968 and 1969 it exceeded $2 billion; and in 1971 and 1972, as
the trade crisis hit its nadir, it grew to (what at that point were considered) the
colossal levels of $4.1 billion and $5.3 billion respectively (see Table 9.1).
The decline of the combined trade balance with Germany and Japan was the
dynamic factor determining the collapse of the overall US trade balance. Between
1960 and 1964, merchandise imports had increased by 27 per cent, exports by 29.7
per cent; between 1964 and 1971, imports grew by 144 per cent; exports by 66.5 per
cent. By 1966, the trade balance had already declined by close to 50 per cent with
respect to its 1964 peak; by 1968 and 1969, undercut by the accelerating inflation, it
had fallen to new postwar lows and, at $635 and $607 million, respectively, was
heading toward disappearance. In 1971, the US experienced its first trade d eficit of
the twentieth century. The merchandise trade balance went into the red by $2.72
billion in 1971 and by $6.99 billion in 1972-down by a spectacular $13.7 billion in
the eight years from 1964. Meanwhile, the trade balance in manufactured goods fell
to zero in 1971 and to $2 billion in deficit in 1972. These merchandise trade deficits
were far too large to be counterbalanced by surpluses on trade in services and
returns on foreign investment and in 1971 and 1972 the balance on current account

a lso went negative, by $1.4 billion and $5.8 billion.
As US external balances fell and those of Germany and Japan rose, the money
ma rket inevitably placed renewed downward pressure on the dollar and upward

pressure on the mark and the yen. In early 1968, after having undermined the
pound-d s p i t
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parties a t $35 per ounce, thereby
system on a purely dollar basis.6

ending dollar convertibility and putting the

But the matter did not end there. As Germany's international competitiveness
improved, its current account balance took off once again, rising spectacularly from
DM1.7 billion in 1966 to DM13.2 billion in 1968. With the currency implicitly
strengthened, speculative inflows, emanating largely from the eurodollar market
reached record proportions, leading to pressures to revalue the mark quite analo
gous to those of the end of the 1950s. Dollars thus poured into the country in search
of marks, massively swelling the money supply. Hardly had the economy emerged
from recession, than it began, bit by bit, to experience imported inflation. By autumn
1968, the Bundesbank had decided to advocate a revaluation. The German govern

ment put off taking this step for another year, but ultimately could not avoid it.
Following a new wave of speculation in September 1 969, the government raised the
value of the mark by 9.3 per cent in late October 1969, posing an immediate problem
for the continued growth of German exports and, in turn, for the extension of the
German boom.7
In Japan, too, the rapid growth of the current account surplus from 1968 and
1969 attracted a huge influx of dollars, the beginning of imported inflationary pres

sure, and a growing demand for yen revaluation. Unlike the Germans, however,
the Japanese sought to avoid at all cost the revaluation of their currency, inviting a
wave of inflation that would eventually dwarf that of Germany.
The US government made one last attempt to turn the tide. In the latter part of

1 968, the John son administration finally began to combine fiscal austerity and tight

money, with the goals of preventing further prices rises and of heading off renewed
international monetary instability. From early 1 969, the newly elected Nixon admin
istration extended the 10 per cent tax surcharge initiated in mid 1968, reduced the
in vestment tax credit, and cut federal spending, while the Fed maintained a tight
rein on credit. With US interest rates continuing high, international monetary
turmoil briefly subsided, as short-term money poured back into dollars. Meanwhile,
a credit crunch developed, leading to the recession of 1 970, and the first full year
of negative growth since 1958.8
Nevertheless, the combined economic and political costs of sustaining a serious
anti-inflationary policy quickly proved unacceptable to the Nixon administration,
especially in the wake of an alarming fall in the stock market and a lengthening
string of business failures highlighted by the collapse of the Penn Central Railroad .

Well before the defeat of the Republicans in the congressional elections o f
November 1970, and a s high interest rates threatened t o choke off the recovery,
government turned once again to fiscal stimulus and the Fed accommodated

the
w i th

6
Calleo, Imperious Economy, pp. 56-7. The US maintained a formal, hypothetical commitment to pay
out gold at the official price to central banks, thereby constituting the so-cal led two-tiered system . But t h is
pledge had already been emptied of substance by the combination of US power and economic wea kn ss.
'America's hegemony over its al l ies was no longer t·o b mo k•d by the private marke t . Gold was cff ' t l v•ly
demonetized. The world was on a le fa to dol l a r st:andar 1 . '
7
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a policy of easy credit. As Nixon was to put it several months later, 'We are all
Keynesians now.' Even under the pressures of declining competitiveness, rising
prices, and the deterioration of the US balances of trade and payments, the Nixon
administration thus showed itself unwilling to take remedial action. By its refusal
to act, it signalled to its trading partners that it would take no responsibility for the
export of inflation; countries wishing to avoid the flooding in of dollars and the
resulting rise of domestic prices should revalue their currencies. Currency revalu
ations by the US's trading rivals, as Nixon of course understood, would improve
US competitiveness, raise profitability on US exports, and reduce the pressure from
imports on the US economy.
Once the US authorities had turned toward macroeconomic expansion in mid
1970, the international monetary order was as good as dead. In Germany, the
respite provided by the revaluation of the mark in autumn 1969-as well as by
temporarily high interest rates and recession in the US-turned out to be very brief.
In response to the continued increase of inflationary pressures, the Bundesbank pro
gressively tightened credit from March 1969, taking the discount rate to the record
level of 7.5 per cent in March 1 970. It also began a two-year tightening of fiscal policy.
In Japan, where no revaluation took place despite the fast-rising current account
surplus, the authorities also restricted the money supply and raised interest rates to
try to contain prices. But, when interest rates fell in the US while they remained high
or were increased in Germany, in Europe more generally, and in Japan, short-term
speculative money fled the dollar, and the US overall payments deficit (short and
long term together) exploded to $10 billion in 1970 and $30 billion in 1971. World
reserves in these two years thus rose by no less than 18 per cent and 32 per cent,
respectively, laying the foundations for uncontrollable international inflation. By
1 971, the US's gold reserves represented less than a quarter of its official liabilities.
In 1971, as the US federal deficit reached its highest level of the postwar epoch up
to that point, the US trade deficit hit a twentieth-century record.9
The pressures for a reordering of international rates of exchange had now
become unbearable. The Bundesbank had raised the discount rate with the purpose
of cooling down the economy, but from the point that the US had begun to loosen,
money had flooded into Germany in search of marks to exploit the interest-rate
differential, and inflation continued to soar. This is exactly what had happened in
1 960, but it now occurred on a much greater scale. The US was exporting inflation
with a vengeance-it increased in Germany from 3.8 per cent in 1970 to 5.2 per cent
i n 1971-and by May 1971, the German government, along with the Dutch, saw no
choice but to allow their currencies to float upward. The Swiss and Austrians

revalued their currencies. The US government seemed to be getting its wish.
Speculative dollars now, however, flowed into France and Belgium, where they
were converted to gold, and US gold reserves fell towards the symbolically critical

$ l0 billion mark. Japan, under huge pressure from the US to revalue in the face of
t rade and current account surpluses that in 1970-71 smashed all previous records,
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suspended the convertibility o f dollars into gold and imposed a 10 per cent sur
charge on imports, while, not coincidentally, introducing new fiscal stimuli into the
economy in the form of an increased investment tax credit, the repeal of excise taxes
on cars and trucks, and personal income tax reductions. This was an open declara
tion of war on the US's economic rivals and an implicit demand that they revalue
their currencies. In December 1971, the signing of the Smithsonian Agreement
brought a devaluation of the dollar by 7.89 per cent against gold and the revalua
tion of other currencies against the dollar, the mark by a total of 13.5 per cent and
the yen by a total of 16.88 per cent.10
The new international monetary dispensation, which continued to feature fixed
exchange rates, failed to stabilize itself and lasted little more than a year. It was
well-known that the Smithsonian rates had only emerged after hard bargaining,
that the US had maintained that larger changes in exchange rates would be needed
to restore equilibrium, and that key US officials regarded the new parities as only
provisional. Already in February and March 1972, the dollar was again in trouble
and the US government and its partners had to bail it out by means of currency
purchases. But with a presidential election coming up in the autumn, the Nixon
administration placed renewed pressure on the dollar by enacting still another
round of stimulus. The ensuing budget deficit accommodated by easy credit helped
bring a tripling of the previous record trade deficit in 1972 and, with it, a new round
of capital flight from the dollar. By the end of 1972, mainly as a consequence of the
rocketing US balance of payments deficits, world reserves had doubled their total
of 1969, increasing as much in the intervening three years as in all previous cen
turi.es of recorded history.11 With Germany and Japan accumulating dollars at rates

that made i t impossible to control liquidity and inflation, the Smithsonian parities
were not long for this world.12
Prices were now ready to go through the roof. Nixon's wage-price controls had
briefly restrained inflation. But in January 1 973, these controls were unexpectedly
lifted, and the annual rate of increase of consumer prices exploded from 3.9 per
cent in the last quarter of 1972 to 6.2 per cent in the first quarter of 1973. By February
1973, the acceleration of inflation in the US had detonated a new foreign-exchange
crisis, and the US and its allies quickly agreed to a further devaluation of the dollar
of 10 per cent. Even so, the US authorities made clear that they were in no way
committed to support the new parities or, by implication, even to the maintenance
of a fixed-rate regime, almost inviting further instability . Between January and
March 1973, DM27.8 billion flooded into Germany, and after a brief attempt to
defend the new parities, the advanced capitalist countries formally abandoned the
fixed-rate system of exchange, resorting to the float.B During 1 973, the mark was
revalued by 20.4 per cent against the dollar, making for an extraordinary total of
appreciation of the German currency against the dollar between 1969 and 1973 of
10 Giersch et al., Fading Miracle, pp. 1 78-9; Eckste in , Great Recession, p. 4 1 ; a l leo, .Imperious Economy,
pp. 60-2; T. Uchino, Japan's Postwar Economy, Tokyo 1 983, pp. 1 79-86.
11 R. Triffin, 'The International Rol and Fate of th Dollar', Foreign Affnit·s, vol . l v i i , W i r 1 ter· '1 978/ 1979,
pp. 270-1 .
'12 B. T w, Tlw t:volut inu of tlw lulr·r·u,rllonul Moul'lury Sy� l•'llr, 1 94!i · 1 9H I , J .or 1 do1 1 WH2, pp. 1 6 1 -2.
·1 � A r'llY• l 'o�trunr lu ll'l'llllilollltl Muu�.V Cr/"1�, P I' · M-lli Lkk"l�l n, c;rvrll Nr•r·v�"loll, p. 4:li Ud1lno, /Oflllll'�
l'rrmrmr 111'11110/II,V, pp. IV2-IIi llarM<'h, '/'It� 1'11111111/ Mlrrwl�, pp. 1 1\I�HO.
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50 per cent. The yen was revalued a further 12 per cent in 1973, making for a total
appreciation since December 1971 of 28.2 per cent.
In the space of a few short years, the US manufacturing sector secured by dollar
devaluation the kind of turnaround in relative costs that it had been unable to
achieve by way of productivity growth and wage restraint, even when it was per
forming at its postwar best during the first half of the 1960s. This gain did not, of
course, come without a cost: dollar devaluation meant an increase in the price of
imports and thus a decline in living standards, but reducing relative wages in aid
of improving competitiveness was obviously its purpose. Between 1970 and 1973,
unit labour costs in manufacturing (expressed in dollars) grew at an average annual
rate of 0.6 per cent in the US, compared to 17.6 per cent in Germany and 19 per cent
in Japan. Over the same period, US relative unit labour costs in manufacturing fell
on average by 9.9 per cent per year.14 The average annual growth of US export
prices between 1971 and 1973, at 9.5 per cent, could therefore achieve rough equality
with those of Japan, at 9 per cent, and Germany, at 8.7 per cent-after having grown
at double Germany's and at close to five times the rate of Japan's between 1965 and
1970.
The reductions in US relative costs made possible by the devaluation of the dollar,
along with the gains in capacity utilization secured with the recovery from recession,
had a galvanizing effect on the US economy. After having averaged -2.8 per cent per
annum between 1966 and 1971, investment growth in manufacturing suddenly hit
9.7 per cent and 14.7 per cent in 1972 and 1973 respectively. Between 1970 and 1973,
labour productivity growth in manufacturing also increased impressively, at an
average annual rate of 5.2 per cent (5.3 per cent net), and outran the average annual
growth of product compensation, at 4.5 per cent for these years. In the same period,
capital productivity also slightly increased. Manufacturing profitability, which had
dropped precipitately, by 50 per cent between 1965 and 1970, ceased to fall and
staged something of a comeback, increasing by 20 per cent in the subsequent three
years, leaving the total decline between 1965 and 1973 at 40.9 per cent. Meanwhile,
by 1 973, the US trade balance, on a downward trajectory from the mid 1 960s until
1 972, was suddenly restored to surplus, as merchandise exports hit an all-time high.

The outcome of the international monetary crisis, set off by intensi fy i n g i n terna

tional competition leading to declining profitability and rising externa l defic i ts i n

the US, was thus a partial recovery of US competitiveness, leading to som e wh a t
improved profitability and international balances. The impact, however, o n the
German and Japanese economies of the revaluations of the mark and yen that
marked the disintegration of the Bretton Woods system was just the opposite-and
they now began to shoulder the burden of the world crisis of profitability.

2. The Crisis of the German Economy, 1 969-73
From 1 969, profitability in the German economy, especially its manufacturing sector,

de J i ned

sharply, continuing the pattern whereby German manufacturing

1 rofita b i l i ty m i rrored tha t of the US butin reverse-rising through much of the 1950s

In common ltt'I'''' <'Y hy l't• f ·r�•wr to l h • tr d<'-WCI)Ihted nver�gc of th �wont '''" I •o l i ng
I um 1 tltor"' ' nit I out' 'o"I M In M 11U[ l' t u rl•1jl, hhlu•lr nd In t h • Who I� l!mnomy',
J :u rOJI�tlll J :,·ouoiii,V1 1 " · l l , M .r•·h 1 11M2, 'I ' hiP I I .
14

HX J ··��� •d

lt1t m l ion

THE ECONOMICS OF GLOBAL T U R B U L E N C E

1 30

while i t fell in the US, falling from the latter part o f the 1950s through the mid 1960s
while it was recovering in the US, and then rising again between 1965 and 1969 as
US profitability plunged. The decline in German manufacturing profitability in the
years immediately before the onset of the oil embargo represented, in important
respects, a continuation, and a serious worsening, of the decline in German manu
facturing profitability of the late 1950s and early 1960s. Like the earlier decline, it
was largely an irrepressible by-product of Germany's particular form of export
oriented pattern of development as well as the intensification of international
competition. Germany's descent into crisis at the end of the 1960s was thus the
consequence both of the vertiginous rise of the mark and of the simultaneous and
closely related exacerbation of international over-capacity and over-production in
manufacturing. Between 1969 and 1973, the German economy thus joined the whole
of the advanced capitalist world in entering the long downturn, driven by the inter
national profitability crisis in manufacturing.
Manufacturing profitability had fallen by 12 per cent in 1961 and at an average
annual rate of 5.3 per cent between 1961 and 1965, before recovering at an average
annual rate of 2.6 per cent between 1965 and 1969. Between 1969 and 1973, it fell
again, at an average annual rate of 8.35 per cent, or by 30 per cent in total. At the
same time, profitability in the private business economy as a whole fell at an average
annua l rate of 5.1 per cent.
A rising demand for labour no doubt conditioned the squeeze on profitability,

t ha n i t had been in the early 1960s. Following the large-scale introduction of

b u t annot be said to have caused it, since the labour market had actually become
Joo

r

nd nts on a long-term basis, the labour force was never again as fully employed
.
i t h d been at t h e start of the decade.15 But the fact remains that increased labour

i m. m. i gr nt workers in 1 966-67, and the policy decision to integrate them and their
fill

m i l i tl: m y d i d in these years express the growing organized power of German
worl ers, and did bring serious downward pressure to bear on the profit rate.

Bet ween 1969 and 1973, the manufacturing real wage increased at an average annual
rate of 6.6 per cent, compared to 4.9 per cent between 1965 and 1969, and 5.7 per
cent between 1960 and 1965. Average annual labour productivity growth in man
u facturing fell to 3.9 per cent, compared to about 5.2 per cent for the years 1960-69.
During the mid 1960s, following the Social Democrats' entry into the Grand
Coalition and the government's adoption of a voluntary incomes policy and wage
price guidelines, the unions had continued to accommodate the requirements of
capital accumulation, deliberately adopting a policy of restraint in the hope of
enabling the economy to firmly re-enter a solid path of growth following the sever
recession of 1 966-67. But wage growth dropped below and profitabili ty

Tn

rose above even the levels recommended by the semi-official Council of Experts . 1 6
autumn 1969, a series of major wildcat strikes, emanating not from the official

arlin, 'Profitability i n West Germany', pp. 340-·1 .
'The main impa t that might be a cribed to [th in om s poli y and wage-pri c guid lines that a
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unions but from the rank and file, shook German industry-employers and union
bureaucracy alike. The unions were thus obliged to try to make up for the losses
sustained by their members during the previous period as a consequence of their
concessions to the employers, as well as to protest the intensification of work intro
duced after the cyclical downturn of 1966-67. In this they were highly successful.
Whereas during the period from January through August 1969, wage gains had
fallen within the 6.0-7.1 range, from September through December they reached
the 8.5 per cent-12.1 per cent range, smashing the guidelines set at 5.5-6.5 per cent.
To regain control, union officialdom henceforth adopted a more aggressive bar
gaining stance, securing an especially large real wage increase in 1970.17
The rise of worker militancy and the so-called 'wage explosion' was thus a

compensatory reaction

to the previous 'profit explosion'. As Hennings puts it, 'The

profit explosion generated high wage demands.'18 In the end, the average annual
growth of the manufacturing real wage over the two periods taken together
between 1965 and 1973-was thus, at 5.7 per cent, almost exactly the same as the
5.6 per cent registered between 1960 and 1965, while the average annual growth of
manufacturing labour productivity, at 4.7 per cent, was only slightly lower than the
4.9 per cent registered between 1960-65.
Given domestic factors alone, the resulting fall in profitability would have
been minor. This is evident from the fact that, although the average annual
growth of unit labour costs between 1969 and 1973 in the private sector outside
manufacturing was, at 9.4 per cent, actually higher than that in manufacturing, at
8.0 per cent, the non-manufacturing sector was able to avoid a serious decline in its
profit rate because it was able to raise its prices at an average annual rate of 8.5 per
cent, compared to just 5.8 per cent in manufacturing. Between 1969 and 1973, there
fore, the average annual decline of the non-manufacturing profit share was just
2.05 per cent, that of the profit rate 2.3 per cent, for a total of 9.1 per cent over the
four years. The fall in the manufacturing profit rate in this period was, by contrast,
30 per cent. It was only because the profit rate decline in manufacturing was more
than three times as great as in non-manufacturing that there was, in these years, a
significant decline in the profit rate in the private business economy as a wh ole, of
about 20 per cent.

It was an increase in relative costs in international terms that d e ter m i n ed that

German manufacturing profitability would, by 1973, fall significantly below not only

i ts level of 1969, but also that of 1965. Throughout the long boom, Germany had, of
course, based its economic growth on the rapid increase of exports. It had done so
by restraining the growth of domestic costs by political and socio-economic means,
and by exploiting its historic comparative advantage in the production of capital
goods, chemicals, and the like at a time in which international demand for these
p rod u cts was rapidly rising. Between 1960 and 1973, exports grew at an average
a n n ual rate of 7.5 per cent, while domestic absorption grew only half as rapidly, at
n n a ve ra ge annual rate of 3.6 per cent.'9 But, as repeatedly stressed, the fact that the

Ce rman economy's abi l i ty to export was so dependent upon the repression of
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domestic demand t o keep costs down meant that trade and current account sur
pluses were, in the medium run, an inevitable by-product of export dynamism
-and, sooner or later, a barrier to it. This structural limitation of export-oriented
German development, in combination with the growing threat posed by Germany's
overseas competitors, had already proved an impediment to German growth in the
late 1950s and early 1960s, and declining German competitiveness had been heavily
responsible for declining manufacturing profitability in that period. The same syn

d rome manifested itself once again in the tumultuous economic environment of the
late 1 960s and early 1970s.
The reduction in the growth of costs following the government's deflationary
measures and the recession of 1966-67 had made possible, as we have seen, a new
boom in exports, an associated rise of external surpluses, an implicit strengthening

of th e currency, speculative upward pressure on the mark, and ultimately a
revaluation of the currency by 9.3 per cent. But the revaluation of autumn 1969
could not stabilize the international monetary order, for it could not prevent the
intensification of the same trends that had brought it about. Between March 1969
and December 1971, although the German current account fell, the combination of
US loosening to stimulate growth and German tightening to control inflation pro

i ntolerable pressure

du ed

on currencies that forced first the float and ultimately

th

further 1 6 per cent revaluation of the mark that came with the Smithsonian

f JJ

part, bringing about the final collapse of Bretton Woods and still another round

Ag r >m nt of December 1971. Of course, the Smithsonian Agreement itself soon
>f r •v·� l u t ion i n February-March 1973. All told, between 1969 and 1973, the effec

tlv •

>I"

t ra d -w i g h te d exchange rate of the mark increased at an average annual

I' l • >f 6. 1 p r ent.
J1

··d w i t h such a sizeable increase in the mark's value, German manufacturers,

v i l y d "pe nde nt as they were upon exports, were obliged to choose between two
n 1t s. W re they to attempt to maintain their profit rates by accepting higher rel
t i v prices, th ey could not but sustain declining export growth and declining shares
I

•

o f t he world market. Were they to try to maintain their export growth by holding

down their prices, they could not but sustain declining profit rates.
In fact,

as Carlin has demonstrated, German manufacturers took the latter route.

Bet ween 1 969 and 1973, Germany's relative unit labour costs grew at the very large

ov ra ge annual rate of 6.1 per cent, a development entirely attributable to the
in

r

'aS d v a l ue (effective exchange rate) of the mark. Nevertheless, German exporters

h ·1 · 1 down t he i ncrease of their export prices in terms of marks to an average annual

l't tl' of on l y 3.7 1 er cent. Even though the revaluation of the mark imposed a further
1Wt'l't1)1,l' nnnual effectiv e increase in their selling price of 6.1 per cent, they were thus
nl It• l t l

kt:cp t he se l l i n g price of their goods competitive, as world export prices were

11 ' l'l'!ll'l i ng i n t hese

years at an average annual rate of 9.1 per cent. German manufacshare of world exports
1111 I world manufacturing exports between 1 969 and 1 973, although i t should be noted
t in t, b • u t h growth of world t rad was a i r ady s l owi ng, t h av rag annual
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Table 9.2. Costs, prices, and profitability in Germany, 1 969-73.

(Percentage rates of change.)

Mfgr
Non-mfgr

NPR

NPSh

-8.4
-2.3

PW

LPy

-7.7

5.9

3.5

1 2.0

-2.1

3.7

2.9

1 2.5

NW

PPri

NYINK

NYINK
real

NKPri

8.0

5.8

-0.8

-0.8

5.7

9.4

8.5

-0.3

-2.6

6.6

ULC

Sources: See Appendix I on Profit Roles. Key to legend on poge xiii.

German producers, to retain their markets, were thus obliged to refrain from
raising their prices in marks in accord with increased costs, and even so had to
accept declining export growth. But holding down prices in the face of rising costs
had an inevitable result: while protecting in the short term its capacity to export
and thus its main engine of growth, the German manufacturing sector could not
but sustain a major decline in its rate of profit on capital stock, and thus a profound
blow to its longer-term prospects for growth.21 In the non-manufacturing sector,
because the (relatively restricted) fall in profitability represented only a short-term
out-running of labour productivity by product wage growth, there was no reason
to expect it to precipitate irresolvable longer-term problems. Adjustment to the fall
in the profit share could-and did-take place through the subsequent restraint of
wage growth. But in manufacturing, because the fall in profitability represented
not so much a local problem of rising wages relative to productivity, as a system
wide problem of over-capacity and over-production resulting from intensified
international competition, the road to recovery was far less direct, and would turn
out to be very much more difficult to negotiate.

3. The Crisis of the Japanese Economy, 1 970-73
After

1970, profitability in Japanese manufacturing-and in the economy

in general-turned down, suddenly and sharply. In so doing, it continued to track
the evolution of profitability in German manufacturing, while mirroring in reverse
that of the US, as it had done throughout the postwar era. Japanese profitability
thus tripled over the course of the 1950s (through 1961), fell back temporarily during
the first half of the 1960s, then exploded upward from 1965 to 1970. In Japan, the
culminating rise in profitability over the second half of the 1960s was far more spec
tacular than that in Germany, bringing the profit rate to its highest level for the
postwar period, and was made possible by a much more powerful explosion of
exports. The Japanese export boom, like the German, was fed by the US government's
fiscal and monetary expansion-and the Japanese government's ongoing fiscal and
monetary moderation-and brought about enormous current account surpluses.
L i ke

the German

p i a ed i rr sist ibl

upw

x pa nsion,

therefore, it ultimately proved self-undermining, as it
on t he yen. With th e fall of the dollar and the

rd pr ss u r
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revaluation o f the yen over the years 1971-73, the Japanese manufacturing economy
lost much of its cost advantage in the world market, suffered a substantial fall in prof
itability, and sustained a definitive reduction in its potential for growth.
The fall in the profit rate and the descent into crisis of the Japanese economy
took place in two stages. The first downward step in profitability occurred during
1970-71, and resulted from the petering out of the massive wave of investment
undertaken by Japanese industry in the second half of the 1960s, the Japanese gov
ernment's sharply deflationary measures of 1969-70, and Nixon's 10 per cent import
surcharge and de facto move to devalue the dollar in August 1971. The second
downward step in profitability took place over the subsequent two years, 1972 and
1973. Beginning in 1971, the government applied a massive monetary and fiscal
stimulus designed to counteract the shock to business confidence that had
followed the revaluation of the yen, to raise domestic demand so as to compensate
for the sudden fall in exports, and, above all, to force the value of the yen back down
so as to revive export dynamism. But this policy ended in failure. In the face of the
intransigent pursuit of expansion, inflation, and international deficits by

US policy-makers, the stoking of demand was unable to bring down the yen. Nor,
alternatively, could the subsidy to demand precipitate the very difficult, if not
impossible, domestic structural adjustment that was required to maintain the
economy's momentum: specifically, the substitution for the loss of opportunities to
p rofit from sales overseas by the creation of opportunities to profit from sales at

home, through the creation of a domestic market that could grow dynamically with

only l i mi ted help from exports. The result was runaway inflation and ultimately a
fu rt he r squeeze on profits.

Step 1 . Deflation and Contraction
Aft r a bri.ef slowdown in the early 1960s, Japanese real exports had, from 1964 or
on e aga i n begun to grow at annual rates of close to 20 per cent. Even so, as late

so,

as 1 967, the Japanese trade surplus stood at only $800 million dollars, no threat to

i n te rn a t i onal stability. But, as US federal deficits suddenly leapt higher, US externa l

ba la nces abruptly deteriorated and Japanese external balances exploded upward.
For Japan, as for Germany, the years 1968-69, when the US economy sustained
accelerating inflation and an accompanying fall in the trade balance, seem to hav
ma rked the turning point. In 1968, the Japanese trade surplus tripled, reaching $2.5

bi l l ion, and a veraged $3.75 billion in 1969 and 1970. Japanese foreign currency
r·s rves which, at around $2 billion, had changed little from 1961 to 1968, reach d

$4 .4 b i l l i o n at the end of 1970 and $7.6 billion in June 197J . 22
The sharp increases in the trade and the current accow1t surpluses introd uc d,
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Tobie 9.3. The Japanese trade surplus ($ b i llions).

1961

62

63

64

65

66

67

68

69

70

71

72

73

-0.1

0.5

0.0

1 .0

1 .9

2.2

0.8

2.5

3.6

3.9

7.7

8.9

3.7

Sources: Kosai, The Era of High-Speed Growth, p. 1 77; Uchino, Japan's Postwar Economy, p. 1 74.

ndopted a series of cosmetic trade-liberalization measures to quiet foreign critics.
At the same time, to quell inflation in a fashion that would make possible the con
t i nuation of export-oriented growth, it implemented a policy of tight credit.
The turn to deflationary policy in 1 969-70 proved remarkably successful in its
own narrow terms, for the economy immediately turned down and the growth of
prices for manufactures and exports came to a halt by the end of 1970.23 Its ultimate
i mpact, however, was precisely the opposite of that intended by the authorities. In
'1 971, the Japanese trade surplus broke all records: its global total doubled, reaching
$7.7 billion and accounting for more than 75 per cent of the total trade surplus
accrued by the OECD countries taken together; in manufactures it reached $17.1
b i l lion; and with the US, it grew by almost two-and-a-half times.24 By cooling down
t he Japanese economy at the very moment at which the US was heating up, the
Japanese authorities had thus brought the simmering international monetary crisis
to a boil, creating unstoppable pressures for yen revaluation/ dollar devaluation.

Next came Richard Nixon's New Economic Policy, and, with it, the effective end of
t he 'era of high-speed growth'.
The 'Nixon Shock' occurred on 1 5 August 1971. Before the month was out, it
had precipitated the float of yen and the worst stock-market crash in Japanese
h istory, deepening and extending the recession which, having begun in the middle
of 1 970, lasted until the end of 1 971. In 1971, the growth of manufacturing output

;1nd of GDP fell drastically from average annual rates, respectively, of 15.8 per cent
, 1 n d 12.3 per cent for the period 1965-70 to 6.2 per cent and 4.7 per cent, respec1 i vely. Behind the recession was a spectacular collapse of investment which, after
h a v i n g grown at an average annual rate of well over 20 per cent in both manufac
t u ri ng and the private business economy between 1965 and 1 970, actually fell in

1 97 1 by 1 0 per cent in manufacturing and by 3 . 1 per cent in the private business

l' o n o my. Capacity utilization fell by about 6 per cent in manufacturing and half
t hn t i n the private business economy. In the space of this one year, the rate of profit

decl i ned in manufacturing by 16 per cent and in the private business economy by

22 per ce nt.

The ause of the fall in the rate of profit during 1971 was not, as in the supply

Hide s t o ry, an autonomous acceleration of wages or slowdown of productivity, but

J l l i l ' obv iously a fal l in demand. The latter may have had its origins in an exhaus
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was not indefinitely sustainable and i t seems t o have begun t o falter in 1970, in
much the same manner as its equally impressive predecessor of the second half of
the 1950s had in 1961. In any case, the government's tightening of credit in 1969-70
intentionally reduced the growth of demand, which was further slowed by the
Nixon Shock with its import surcharge on US imports and by yen revaluation.
Reduced demand brought down profitability in both manufacturing and the private
business economy as a whole by causing major falls in both the profit share and the
output-capital ratio, as well as capacity utilization.
A sharp decline in measured productivity growth was the main source of the
decline in the profit share. But this formal reduction in productivity increase rep
resented no decline in the efficiency of production. It was rather an artefact of the
reduced growth of demand. Japanese business was committed to avoiding layoffs
unless absolutely necessary. Despite the sharp slowdown in growth and the accom
panying fall in capacity utilization that took place during the 1971 recession,
unemployment therefore failed to increase. Labour productivity fell because there
was no downward adjustment of labour inputs in keeping with the reduction in
output. That no autonomous downward trend in labour productivity growth was
behind the Japanese economy's slipping into crisis is confirmed by the fact that,
after having increased at average annual rates of 13.4 per cent and 10.7 per cent in
manufacturing and in the private business economy, respectively, over the years
1965-70 (and by 11 per cent and 12 per cent in these sectors, respectively, in 1 970),
labour productivity suddenly plunged to 5.3 per cent and 3.9 per cent, respectively,
in the recession year of 1971, but immediately returned to 1 1 per cent and 9.4 per
cent in manufacturing and the private business economy, respectively, in 1972.
The growth of nominal and real wages in 1971 was actually slightly lower in both
manufacturing and the private business economy than it had been in the previous
several years. Nevertheless, in both sectors, increased product wage growth was suf
ficiently high to squeeze profits because in 1971 firms in manufacturing and the
private business sector could raise their product prices at average annual rates of
just 0 per cent and 2.6 per cent respectively, whereas they had been able to raise them
at average annual rates of 3.55 per cent and 4.7 per cent respectively, between 1965
and 1970. Wage growth brought down profitability because, due to the fall in
demand, manufacturers could not mark up over costs to the degree they had previ
ously.
The final factor depressing profitability in 1971 was a reduction in the output

ca p i tal ra t i o, which fell by 5.7 per cent and 1 1 .6 per cent in manufacturing and the
privat

busi ness economy respectively-after having performed impressively in

bot h se t ors b et w en 1 965 and 1970. Reduced demand was still again the main

·l l ' tl' n n i n i ng fa t or. If t he manu facturing output-capital ratio is adjusted for capacity

u t i I iz l l ion, t l
lep 2.

'

r •gistered fa l l is virtually eliminated.
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question is why.

What discouraged economic revival was mainly the narrowing of Japanese
export prospects, resulting from the revaluation of the yen, as well as the dramatic
reduction in the growth of world demand and world trade that was part and parcel

of the generalized slowdown of growth of the advanced capitalist economies. In

the years 1972 and 1973, the average annual growth of exports (in yen terms) was
4.6 per cent, a reduction of almost three-quarters from the average annual increase

of 17.2 per cent between 1 965-70 and clear-cut evidence of the suddenly transformed
conditions facing Japanese producers. When the government's record-breaking
stimulus programme of these years failed to restore the economy's dynamism by
shifting its foundations to the domestic market, there could be little doubt that an
historic turning point had been reached for the Japanese economy.
As early as autumn 1970, the government had begun to back off from its restric

I

r

tive monetary policy, because manufacturing and export price inflation had been
just about brought under control. During 1971, the government had eased up
further to counter the unexpectedly severe slowdown, sharply increasing the

supply of credit while taking fiscal policy in a stimulative direction. In the wake of

the Nixon Shock, meanwhile, the state had sought to prevent businesses from suf
fering losses from dollar devaluation by buying up an enormous quantity of dollars
at the old exchange rate for several weeks in August before going to the float.
Finally, with export prospects so profoundly reduced by the yen revaluation of

'I
,I

December 1971, the government unleashed a monetary and fiscal stimulus of his
toric and (some would say) foolhardy proportions. The 1972 budget called for
spending increases that amounted to 22 per cent (and the supplementary budget
approved later in the year added expenditures amounting to a further 1 .4 per cent
of GNP). The money supply, having already grown by a stunning 24.3 per cent in
1971, increased by 24.7 per cent in 1972.25

In embarking on its inflationary course, the government had several ends in

mind. Because of the enormous investment in fixed capital made by Japanese pro
ducers during the second half of the 1960s, much of it debt-financed, a really serious
recession threatened huge realization problems and devastating losses. The gov
ernment hoped to preclude these effects by substituting its own expenditures for
.lost export demand. Because the initial yen revaluation had failed to dissipate
Japan's large current account surplus, international pressure mounted to force the
yen up further. Rather than accede to this pressure, the government sought through
subsidizing demand to suck in more imports, correct the current account balance,
and force the yen back down.
By the end of 1972, the historically unprecedented government stimulus had
failed to restore the economy's momentum. The growth of manufacturing output
for 1972, at 10.6 per cent, was still at only 60 per cent of the average for 1965-70,
while the growth of output for the economy as a whole (real GDP), at 8.2 per cent,
was not much better. Investment growth fell another 7.2 per cent, making for a total

r d uction of 1 8 per cen t over two years, and capacity utilization failed to recover,
A k lu r1d l•h , 'PIMC I, Mm t ry, nnd H I t�d l 'n l i lc•', p. 2�0. Jopan'• 1 972 budget a i led for
1 1 d i11M hwr� M " t h t w rt 21!-�() p�r r-111 nv�1· t lw nri Kin�l hudp,l'l• for I IJ7 1 ""d w t 1kh ""'"" ' *'" 1 1 1 Hi
p r l'"l11 n( (1N P.
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and by some measures fell further. I n December 1972, the OECD

Economic Outlook

d scribed business investment as weak, referred to sizeable over-capacity, and

ha racterized the growth of GNP during 1972 as 'insufficient to reduce the margin

of slack'.26 Manufacturing profitability fell another 4 per cent in 1972 beyond the
1 6 per cent it had fallen in 1971.
Th re had been at best a partial recovery because the government-generated

s u bs i dy to demand had been unable to compensate for the collapse of exports. In

1 72, xport growth in nominal terms had fallen to 4.1 per cent, down from the 16
nt increase in 1971, which was pretty close to the average for the previous

p r
fiv

y a rs. Profits were squeezed by much increased product wage growth, com-

i n d w i th somewhat reduced productivity growth, along with a further reduced

o u t p ut-capita l ratio--developments which were themselves reflective of increased
omp t i tive pressure on prices, as well as the further fall in investment growth and

s t i l l reduced level of capacity utilization.

tl

M oney wage growth in manufacturing in 1972 returned to the average annual
v 1 achieved between 1965 and 1970-15 per cent-and turned out to be a major
fa t o r fo rcing down profits. But a 15 per cent increase in the nominal wage in 1972

w u l d have meant no increased pressure on profitability had it not represented a
ro u t wage increase of 14 per cent, up 40 per cent from the 10.1 per cent average
m

u I i n r as in the product wage which that same nominal wage figure had rep

r '!I nt

d u ri ng the years between 1965 and 1970. It was the reduction in the rate

1f g1'< w t h of m n u facturing output prices that brought the increase in product wage

wth . I n ·1 72, t he manufacturing output price deflator rose by a scant 0.9 per
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u rt r its average rate of increase between 1965 and 1970, and the

n !11 11nt h rd to fi nd.
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i a t ion of the yen, Japanese manufacturers suddenly faced inten

• t i t io n

a t i ona!

from abroad. In 1972, unit labour costs in manufacturing in terms

u rrency rose by just 1.1 per cent, but in terms of a trade-weighted

y by no less than 1 1 .8 per cent,27 and in terms of the dollar by a stunning
n t . Li ke their German counterparts in the same period, Japanese manu

20..

fa t u rers had lwo possible responses to their reduced competitiveness: to maintain

t he p rofi tab i l i ty of their exports by keeping prices up and accepting the resulting

r- •d u l ion in export sales; or, to maintain the level of their export growth and their

.

n

f

h, r · of i n ternational export markets by keeping price increases down and
pt i ng t:he i mp l ied fall in profitability. Like their German counterparts, Japanes

•xport >rs ge n e ra l l y chose the second route. In an effort to maintain exports in th
1 l'

of t l , r>v a l u a tion, Japanese manufacturers limited their export price increas

i n d o l l a r terms to only 8 pe r cent, which required a
in y ·'I t rm of

reduction

in their export pric s

per cen t , c o m pared to an average annual increase of almost 2 p r

•nt over t h e pr v ious fi v e years. Gi ven that man u fact u ri n g exports made up abo u t
'
�() F ' I •nt of ma n u fac t u r ing o u t p u t , th sharp i ncrease i n costs of Japan se pr •
d u t i o1 i1 i1 t · n t i ona I t nns was v id e n t l y b h i nd t he que z on p r i s , t hu s on
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nd p ro f i ts.2H · • v n o , J a p n s u tai 1 1 d ,

mu rk-u p

27

'U11

1111. I I , M
2H

nnd lohl, ' 1 '1•

l I .nbnur

'n•t•

h J IIH2, p. 1 011.

r u-

I,

In

Mnn

•t

s n t

1·y, nd R Ia! d l'olkl •o ' , I'· 201, n. <I (qunl 1· on).
11 l n · l uMtry " · I 11 I I � Wholv 1.\c' 1101 1y ' , t:ll l'll/11'1111

M 1 ufAcl urh

ml Ht IJ.!ud I, ' J I'

11 Mt

n t f I I in

th Wurld lkn1 um y ', 1'1' ·

0 1 , 420.

L:c'<lllllllly,

THE C R I S I S S PREADS

1 39

export growth.
Labour productivity growth in 1 972 was 10.8 per cent, which was insufficient to
counteract the huge product wage increase and was still noticeably below the
average annual labour productivity increase of 13.4 per cent between 1965 and
1970. 29 Nevertheless, in terms of the increase in actual efficiency of production that
it denoted, the labour productivity performance of 1972 may have been at least as
good as that of the second half of the 1960s. It was achieved despite the fact that,
while capacity utilization remained at its low 1971 level, the jobs open to jobs
wanted ratio actually rose to 1 .4/1, while the unemployment rate grew only very
slightly (from 1 .2 per cent to 1 .4 per cent), as employers continued largely to refrain
from layoffs. In other words, employers honoured their commitment to retain
labour, despite their inability to make full use of .it.
In early 1973, following the new explosion of prices in the US which finally
brought down Bretton Woods, the yen was allowed to float and by March had
increased its value against the dollar by a further 8 per cent. By July 1973, the yen
was worth 280/$, a total revaluation of 22 per cent for the two years since the Nixon
Shock.30
At the beginning of 1973, with the economy's recovery still to be secured and
the yen's value still to be stabilized, the Japanese authorities extended their stim
ulus programme, providing for even greater annual expenditures than in 1972. But
the outcome was not what they had intended. The accretion of foreign currency
that was the inevitable concomitant of sharply increasing current account sur
pluses since the later 1960s had already been placing strong upward pressure on
prices. Liquidity had also been increased by the huge influx of foreign exchange
in the run up to the yen revaluation. To this was added the gigantic private bor
rowings that were stimulated by much-lowered interest rates. A huge inflationary
surge, beginning in autumn 1972 with manufacturing output prices and spreading
to consumer and export prices by the end of the year, could not be avoided. In
1973, the consumer price index and the wholesale price index grew by 1 1 . 8 per
cent and 22.6 per cent respectively, up from 4.6 per cent and 3.2 per cent respec
tively in 1972.31
The most immediate manifestation of the runaway inflation was the explosion
of land prices, a trend exacerbated by rising speculative investment, itself encour
aged by lenders' increasing ability to borrow by making use of increasingly valuable
land as collateral. The stock-market boom had a similar dynamic. Both were facil
i tated by plummeting real interest rates, as nominal rates which had already been
forced down by government action were at first unable to keep up with inflation.
With interest rates down and prices rising uncontrollably, some corporations were
p laced in an extraordinarily favourable position. Through purchases and delayed
sa l es, but also by way of a certain amount of productive investment, they could
t.:xploit yawning gaps that had temporarily opened up between costs and prices.32
Nevertheless, even inflation-based capital gains could not restore the health of
29
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J apanese producers. Manufacturing investment did increase sharply, b y 19.4 per
cent in 1973, and it was accompanied by a further increase in annual manufacturing
output growth to 13.8 per cent (almost comparable to the annual average during
1 965-70 boom), although also by a falling back of GDP growth to 7.5 per cent.

th

t i l l , the level of manufacturing investment growth remained below what it had
n in 1 970. It was therefore inadequate to bring about either increases in produc

b

t i v n ss compared to product wage increases or to stimulate gains in capacity
u t i lization su fficient to raise profitability.
U nder the impact of the enormous stimulus, the economy overheated and the

r t i o of jobs wanted to jobs open reached 1.9:1

in November

1973. With inflation

o u t of ontrol, workers in manufacturing won nominal wage increases of 21.3 per
ent i n 1 973. Nevertheless, the rise in manufacturing prices cancelled out much of
negative effect of wage growth on profitability. At 10.3 per cent, product wage

th

g rowth in 1973 was actually around 25 per cent less than it had been in 1972. But
t h is was not enough of a reduction to allow for any increase in profitability since
growth of labour productivity was 9.1 per cent. Because capacity utilization,

th

t h ough still not fully recovered, did increase by 4 per cent and because the output

c a p i ta l ratio did grow slightly, manufacturing profitability did not drop
sig n i fica nt l y further, but, on the other hand, it failed even slightly to improve.33

T n , urn, b t ween 1970 and 1973, there was something of the appearance, but little
f th

r a l i t y, of a wages-productivity squeeze on profits caused by tight labour

k t

nd t h

power of labour. The achievement of full and hyper-full employ

not

1sed Japan's economic problems. Between 1965 and 1 970, the jobs

I • to jobs waJ t d ratio had gone well above unity, but both profit shares and

t«.!H I a d ris n impressively in manufacturing and actually skyrocketed in
onomy as a whole. Neither an acceleration of nominal wage

II

� o w t h nor a p ro b l e m of productivity growth had brought the squeeze on profits
m

t u ring b t ween 1970 and 1973. Manufacturers had sustained a fall in

11 u fa

prof i tabi l i t y be a use they were unable to mark up over costs as they had in the past.

M rk- u ps h a d fa l l en in 1971 as a consequence of the government's contractionary
roe onomic policy, which had issued in recession and reduced demand aero

t h , board; they had failed to sufficiently recover in 1972 and 1973 as a result of th

of Japanese relative costs in manufacturing in international terms brought on

ris

by t h e sharp revaluation of the yen.
I t is t rue that, following the recession of 1971, in the business economy as a
w ho l -·, u n l i ke in manufacturing, the growth of the nominal wage was sufficien t t

t r l n )l; abou t a sq ueeze on pro fi ts, despite producers' relative immunity from i n t

r·

nnt iono l ompet i t ion. Bu t such rapid money wage growth is itself incomprehens ibl

o po rt from tl e profo u n d l y stepped up pressure on the labour market caused by t h

histo1·i a l ly u n pr

den ted s u b s i d y to demand. And the latter can i tseH be u r d r·

Ht ood o n l y as a res p o nse to an already ongoing crisi , set off not by h igh t n i n
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demand for Japanese goods, that explains its unprecedented stimulus programme,
and the latter that explains the subsequent overheating and (very temporary) out
running by wage growth of productivity growth outside manufacturing.34
Even those large nominal wage increases could most probably have been
accommodated, as had the wage explosion that had followed the analogous (if less
extreme) anti-recessionary measures in 1965, if the stimulus had been more suc
cessful in raising capacity utilization or in bringing about the growth of investment.
That the stimulus failed was not due to the appearance of difficulties in either raising
productivity or in holding down wage demands, but of the general depression of
investment prospects that had come with the sharply deteriorated international
situation. Had the Japanese economy not had to face yen revaluation and the
slowing of the growth of the world market-not, of course, a realistic counter
factual-it would have accommodated the growth of wages and maintained its
established growth trajectory.

4. The Deepening Crisis: A Summary
To sum up my argument on the onset of the long downturn, in both its negative
and positive aspects: between 1965 and 1973, aggregate manufacturing profitability
in the G-7 economies declined by about 25.5 per cent. Considering the US, Japanese,
and German cases, there is little evidential basis for the supply-side argument that
the increased power of and pressure from labour leading to the outrunning of pro
ductivity growth by wage growth was responsible for this fall. This conclusion can
be extended to cover the G-7 economies taken together. From the middle 1960s
through the early 1970s, for the G-7 economies in aggregate, the average annual
growth of the product wage, at about 5.45 per cent, barely exceeded that of labour
productivity, at about 5.15 per cent, while the average annual growth of capital pro
ductivity (the real output-capital ratio) was about -0.2 per cent. Since labour did not
therefore bring down either the profit share or the output-capital ratio to any sig
nificant degree, it can hardly have brought down the profit rate.
Rather, aside from the increased growth of the costs of raw materials, the fall in
G-7 aggregate profitability in manufacturing was determined entirely by a fall in the
nominal output-capital ratio. Since what lay behind that fall was the inability of
output prices to keep up with the growth of capital stock prices, it seems reasonable
to advance the hypothesis that what caused a good part of the decline was, once
again-as in the cases of the US, Japan, and Germany, taken individually-the
inability of manufacturers to mark up sufficiently over costs due to international
manufacturing over-capacity and over-production. That proposition is given further
credence by the fact that, between 1965 and 1973 aggregate profitability in the G-7
economies outside of manufacturing fell by only about 19 per cent--compared to
25.5 per cent in G-7 manufacturing-despite the fact that unit costs of production

yen revaluation and, by extension, the "Nixon shock" resulted in enormous losses for Japan, not
private industry but also in terms of their influence in distorting the
, • f fici nt managem nt of fi�cal Md monetary policy.' Uchino, Japan's Postwar Economy, p. 188.
:15 r, w t he p1·evlou§ t wo pnrHKl't l p h�. , l y n ct a l . , 'Th Rise and Fal l of the Golden Age', p. 80, Tables 2.7
M · I 2.'12. The rotu of p < fll I n U-7 1 1 !11·111 n u fnct urln jl; was e t J·apolated from t he rat· • of profit· in G-7
111
nuf t t ll' l nll 11d ;.7 p lv l• bu•lt1•••• UNIIIM l lw ( ;.7 fl�' \ l�" " l'itnl Htn k ( on,tn n t ) of coch H<'C l ( ) r ""
w�l)!h t• . Arm•1 rn1111 vt 1 ., C'tl/11/tlll•m /tim ·, I U4.�, II I
1'1 '"" IIH, Tnhi�N A I , A2, M, Alt.
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Figure 9.1 . G-7 ma nufacturing and non-manufacturing p rivate net

profit rates, 1 9 52-90.
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em to have risen considerably faster outside manufacturing than within it.35
By 1 973, the advanced capitalist world had, in a sense, come full circle. The

r assiv

inj

t ion of low-cost Japanese, as well as German, manufactures into the

wol"ld m a r ket d u ri ng the second half of the 1960s had precipitated international
lV

n d

•r-

odv

1

b •, ring

th

i ty and over-production, forcing down manufacturing profitability in the
capital ist economies taken in aggregate, with US producers initially
br u n t of the fall. Nevertheless, the very form in which that crisis had

d v lop d -c ha racter ized by Japanese and German expansion at the direct expense
of US mru1ufacturing, leading to German and Japanese external surpluses and US

ext rna I defici ts-had forced dramatic revaluations of the yen and mark against the
d o l l a r that soon brought about a major realignment of relative costs. Since there was

r, t her li ttle movement out of manufacturing to other lines, the underlying system

w i d e 1 rob .! em remained the same-an over-supply of manufacturing capacity and

o u t 1 u t res u l t i n g in downward pressure on product prices that lowered the rate of

t he m ov e m e n t of currencies, it was now Japanese, as well as German, producers

rL•t u rn on ca pita l stock. But, with the realignment of relative costs that came with

onomy had t: h u s fai led to recov er between 1 969 and 1 973, but the effects
now becom e more evenl y proportioned in internat iona.l ter ms

who ht1 I to sacrifice their rates of return i f they wished to maintain their sales. The
world
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PART FO UR
Th e Long Down turn

C h a pter 1 0
WHY T H E LO N G DOWNT U R N ? AN OVE RVI EW

The advanced capitalist world entered into crisis well before the end o f 1973,
experiencing falling profitability, especially in manufacturing, and increased rates
of inflation. The oil crisis of 1974-75 could not therefore have been the original
source of its economic difficulties. It did, however, exacerbate them. The cost of oil
rose everywhere, although with uneven effects-very great in oil-dependent Japan,
relatively mild in the oil-rich US and in fiscally disciplined Germany. Since wages
and technology did not immediately adjust to the rise in energy costs, rates of profit
fell further, and inflation accelerated. At this point, governments had little choice
but to put on the brakes, raising interest rates and limiting the supply of credit. A
sharp deflation thus followed immediately upon the inflationary crisis, bringing
about another step down in profitability and the greatest recession since the
Depression of the 1930s.
But that was only the beginning. During the next two decades, neither manu
facturing nor private business profitability in the US, Germany, Japan, or in the G-7
economies in aggregate surpassed the level to which it had fallen by 1973, let alone
recovered the peak level it had reached during the boom; investment growth fell
sharply with the reduction in profitability, especially in manufacturing; and the
capitalist world experienced a long economic downturn that continues to this day .I

Between 1973 and 1990, the manufacturing gross capital stock of the G-7 economies
in aggregate grew at an average annual rate 35 per cent below that between 1950
and 1973, and for the years between 1980 and 1990, 50 per cent below.2 With the
capital stock growing so slowly, the growth of labour productivity naturally fel l off
in tandem: between 1 973 and 1990, the average annual growth of labour produc
tivity in manufacturing for the G-7 economies taken together was about 30 per cent
below what it had been between 1950 and 1973-and the drop-off was more like
50 per cent for the whole economy.3 Given the reductions in productivity growth
and profitability, real wage growth was bound to be constrained and fell far more
rapidly than did output per person. With the growth of both investment demand,
especially in manufacturing, and consumer demand so much reduced-as an
expression of the slowdown of the growth of the capital stock and of the growth of
1
For a comprehensive account of the quantitative dimensions of the long downturn, see Armstrong
l't al., 'The reat Slowdown', in Cn,dalislll Since 1 945, pp. 233-61 . See also below, p. 240, Table 13.1.
2 A l'l' nst rong t al., Cnpltn/1�,, Sinn• 'f 9t15, p. 356, Table AS.
OE 0, Hl61oP/cnl Slriil-1/t ·� t9MI .'l.'i, l't1 1'l" 1 997, pp. 53 , Tables 3.7, 3. 1 0; AGH for '.1 950s. The fall .in
3
n 1 nuf ct url11g produ t vtty llriiWiil M I PI' 1 '17�, fl'l>m w h l i t had bee • ' d u l'inll t he ycMH '1 960-73, w. " more
t h�n 40 p r c 11l.
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wages-the growth o f output had to fall too; a s i t did, the manufacturing sector
shed much labour, and unemployment increased precipitously. Between 1973 and
1995, the unemployment rate in the G-7 economies averaged 6.5 per cent, more than
double the average of 3.1 per cent for the years 1960-73.4 With output and demand
suppressed, the growth of international trade had to fall as well: between 1973 and
1990, the average annual growth of world trade was just 3.9 per cent, compared to
7.1 per cent between 1950 and 1973.5 Meanwhile, the advanced capitalist world was
subjected to a series of cyclical downturns substantially deeper and longer than any
it had experienced since the 1930s.

1. Success and Failure of the Employers' Offensive
There was, from the start, one force, one trend, which tended to bring about the
restoration of profitability and thereby recovery. As was entirely predictable,
employers throughout the advanced capitalist world, backed up by their govern
ments, sought to offset the fall in profitability at the expense of workers. Almost
everywhere, employers attacked unions, in some instances-most notably the US
profoundly crippling them. Almost everywhere, they also assaulted bastions of
workers' strength on the shop floor, seeking to revise traditional work rules and

speed up production. To reduce indirect labour costs, as well as to soften up labour
resistance, governments across the advanced capitalist world launched severe
a 1st rity drives-tight credit to drive up unemployment and reduced social serv
R to weak n w ork ers' safety net. At least in appearance, moreover, employers
l'cn l i:t. ·d t h • i r goal to a significant degree, achieving an ever greater shift in the
·
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any a t te mpt to explain the long downturn. For if ever-intensifying
1 l t� on wo rk i ng-c l a s s economic and political organizations, in the context of

g about

1 d g row i n g un e mp l oymen t, did profoundly weaken labour resistance and

de isive reductions in the growth of workers' private and social wage,

w h y ·1 id profi tability fail to recover and the long downturn continue? The foregoing

i��ue is pa rtic u la r ly acute for advocates of the supply-side approach. If employers

d i d succeed in reasserting their power over workers, it would follow from the
s u p p l y-si d e thesis that they should also have restored the conditions for successfu l

apital accumulation.
theory?

Does the fact that they failed to accomplish this contradict

the

To this question, advocates of the supply-side approach have replied, in essenc ,
t h a t th e a ppearance of a definitive shift in the balance of class forces in favour of
a p i ta )

was just that, an appearance. The long downturn continued because labo u r
a l to p a y too high a pri ce for what turned out to b e a Pyrrh ic vi cto ry .
Emp loyers, w i th the help of their governments' tight-money and a usterity poli i s,
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welfare costs. Had governments stimulated the economy to bring down unemploy
ment, employers would have found themselves having to pay for direct and indirect
wage increases at the levels that got them into trouble in the first place. In the
formulation of the Social Structure of Accumulation school, because the trade-off
between increased capacity utilization and sales, on the one hand, and increased
labour costs, on the other, did not improve; whatever was gained from the subsidy
of demand in terms of an increase in profitability would have been more than coun
terbalanced by what was lost from the outrunning of productivity growth by wage
growth. In the formulation of mainstream macroeconomics, because the NAIRU
(the non-accelerating inflation rate of unemployment) did not fall, whatever could
be gained from a stimulus to demand in increased output and employment would
have been more than offset by the return of wage-driven inflation to unacceptable
levels.6
The consensus of economists, from Right to Left, has therefore been that, just as
it set off the long downturn, labour's institutionally based power perpetuated it by
standing in the way of the proper functioning of the labour market. Either unions
succeeded, by directly preventing the growing masses of non-union or unemployed
'outsiders' from affecting the wage bargain; or, the level of welfare state support
allowed the unemployed to refrain from entering the labour market at an insuffi
ciently reduced wage; or a combination of both. They thereby prevented wage
growth from falling to its 'equilibrium' rate, as was indicated by the apparent rise,
across the advanced capitalist world during the 1970s and 1980s, of 'wage gaps'
that is, of the wage share adjusted to what its level would have been at full
employment.
Now, as is universally acknowledged, wage gaps are notoriously hard to
measure, and calculations thereof have been highly controversiaP But, even if it
could be successfully shown that labour's share of the product, however measured,
increased over the period, it seems exceedingly difficult to see how this could be
attributed to the perpetuation of workers' power.
The notion that capital failed to reassert its hegemony during the 1970s and 1980s
flies in the face of common knowledge, especially of the US, where, by every
standard measure, labour's power plummeted catastrophically during these years,
or of Japan, where workers' efforts to assist capital to respond to the fal l in prof
itability by means of restraining real wage growth and increasing productivity are
almost legendary. In those cases, it strains credulity to assert that workers' power
and pressure prevented the recovery of profitability over the course of two decades.
Yet, in both these places, the profitability crisis continued, at least into the 1990s.
Still, the really fundamental point is that, in the wake of the generalized fall in
profitability between 1965 and 1973, labour was obliged to, and did, adjust its returns
downward, not slowly and continuously, but sharply, virtually instantaneously, and
ever increasingly, just as it was supposed to have done. Having averaged nearly
4.4 per cent per annum in the years 1968-73, the growth of hourly real wages in
6
Bowl s, Ot'don, nd Wcis�kopf, ' Bu si ness Ascendancy and Economic Impasse', Journal of Economic
rerspectives, vol. l l l, WlntPr i llHY, I '· 1 1 '1 , '1'1 8, and passim; P. Krugman, 'Slow Growth in Europe: onceptual
IMH\. II.�l'l', In R. z. L wr•n ., nd ', I " Hl"' H I I t't,l-', cd!'l, Barriers io 'E.IIrOpenn
rowlh, A Trnnsal'lantic View,
WnMhlngtun, DC 1987, p , 117�114.
7 s�u, f 1r uxa p l ,
a an, 'llluw llrnwlh n !IumpP', 1 , (12-,1.
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Table 1 0. 1 . The g rowth o f real social expenditures.

(Average annual per cent change.)

us

Germany
Japan
G-7

1960-75

1 975-80

1 980-85

6.5
4.8
8.5
7.6

2.0
2.0
8.2
4.2

2.7
0.7
3.2
2.6

Sources: OECD, Social Expenditure 1 960-89, Paris 1 985, p. 28; OECD, The Future of Social Protection, Poris 1 988, p. 1 1 .

Table 1 0.2. The growth of real government fin a l consumption expenditures.

(Average annual per cent change.)

us

Japan
Germany
G-7

1 960-73

1973-79

1979-89

1989-95

2.3
5.9
4.5
3.2

1 .7
4.9
3.0
2.4

2.5
2.7
1 .3
2.2

0.1
2.0
1 .8
0.9

Source: OECO, Historical Statistics 1 960-95, p. 61. The G-7 and US figures for lhe 1 980s ore inflated by the huge increase in U S military
spending in thot decade.

manufacturing in the G-7 economies taken together averaged only 1.4 per cent per
annum in the years 1973-79 and 0.5 per cent per annum in the years 1979-89.8 Having
averaged about 5.5 per cent per annum in the years 1960-73 and about the sam
amount between 1965 and 1973, manufacturing product wage growth in the G-7
economies taken together averaged only 2.7 per cent per annum between 1973 and
1979.9 Having averaged 7.6 per cent per annum between 1960 and 1975, the growth
of real social expenditures in the G-7 economies averaged only 4.2 per cent p r
annum in the years between 1975 and 1981, and about 2.6 per cent per annum for
the 1980s. Having averaged 3.2 per cent per annum between 1960 and 1973, th
growth of real government final consumption expenditure averaged only 2.4 p r
cent per annum between 1973 and 1979 and 2.2 per cent between 1979 and 1 989.
In light of these immediate, very substantial reductions in private and soci a l wag
growth which took place from 1973 and which continued through the 1 980s-an
into the 1990s-it seems question begging to locate the source of the long dow n
turn's perpetuation in an ongoing squeeze by labour on profits. On t h o n t ra ry, to
p1 i n d i wh '
explain why the downturn has b n so x t n led , w h t m ust b
M
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t he advanced capitalist economies were suddenly unable to accommodate real wage
growth, product wage growth, social spending growth, and state spending growth
that was, respectively, less than one-quarter, less than one-half, less than one-half,
and about two-thirds what it had been during the boom.
The supply-side theorists do have an explanation for the sharply reduced
capacity of the advanced capitalist economies to accommodate increases in returns
to labour over the course of the 1970s and 1980s. They account for it in much the
same terms as they do the long downturn's origins-as a function of a major reduc
tion in the underlying rate of growth of labour productivity below even the reduced
rate of growth of product wages. It was the intensification of the productivity crisis,
from this standpoint, that is the ultimate source of the long downturn's extension
through the 1970s, 1980s, and beyond.
There can be no doubt that a sharp fall in productivity growth after 1973 made
a recovery of profitability significantly more difficult, but the question is, how can
the advocates of the supply-side approach explain this? It is hard to see how it can
be covered by their fundamental thesis of 'labour inflexibility', or the failure of the
power of labour to decline sufficiently. This is, in the first instance, because there
is little evidence that pressure from labour brought down productivity growth
sufficiently to squeeze profitability even in the period when profitability first fell
between 1965 and 1973, when militancy and assertiveness on the part of labour
were palpably on the upswing. Having been insufficient to do so in that period of
high boom and cresting workers' struggle, could pressure from labour really have
increased sufficiently to have done so in the subsequent period of apparently
accelerating labour retreat?
Workers' resistance and slacking could not have caused much decline in labour
productivity growth in the years when profitability first fell (before 1973) for the
simple reason that, during that period-despite an undeniable growth in labour
militancy and assertiveness-labour productivity growth, at least in manufac
turing, failed to drop. In the US, manufacturing labour productivity growth was
maintained during the initial period of profitability decline (1965-73) a n d in J p n
it also failed to fall (once the decline in capacity utilization a n d t h r t n t i n f
labour in the face of that decline is taken into account).10 Nor, in i t h r of t h '" oun·
tries can labour productivity growth be shown, a l l els q u I, to h v • b •n
insufficiently high to keep up with workers' u p w a rd pr ssu r · 01 w g �H. h t h
G-7 economies taken together, hourly labour prod u c t i v i t y g row t h in a1 u fa t uring
maintained itself at a steady rate through the height of th boom and i n t o t he p riod
of profitability drop-off, increasing at the average annual rates of 5.4 per cent in the
early 1960s, 4.7 per cent in the later 1960s, and 5.6 per cent in the early 1970s (through
1 973).11 As has been emphasized, moreover, it was high enough to match the accom
panying increase in product wage growth for the G-7 economies in aggregate and
t hereby to prevent any aggregate G-7 wages-productivity squeeze on the profit
sha re before 1973. Yet by the time that manufacturing labour productivity growth
did fa 11-and it fell by almost half, to an average annual rate of 3.0 per cent, between
·
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1973-79-the level of labour resistance was well past its peak.U The fall in manu
facturing labour productivity after 1973 was discontinuous and precipitous: but
was there really a corresponding increase in resistance from labour-or even a
maintenance of existing pressure-to account for it?
What makes the supply-side interpretation's inability to account for the sharp,
discontinuous decline in productivity growth in the years after 1973 in terms of
workers' power and resistance so very problematic is precisely the fact that the pro
ductivity growth decline took place at the very same time that individual and social
wages were falling so dramatically. Since direct (and indirect) wage costs to
employers were so sharply reduced in the period after 1973, the profit share could
obviously have been significantly higher than it actually was had the rate of produc
tivity growth been maintained at anything like the level which prevailed between
1960 and 1973. Indeed, had a wages-productivity squeeze driven by the power of
labour actually been at the root of the profitability problem in the period 1965-73,
the sharp reduction in wage growth after 1973, in combination with the failure of
the power and resistance of labour to increase, should have prepared the ground for
a solution. With wage growth so reduced after 1973, the way was open for employers
to sharply raise their profit shares and profit rates by maintaining productivity
growth at even close to the same level as before 1973. Since they had prevented pro
ductivity growth from falling for the thirteen-year period right up to 1973, it is hard
to see why they should suddenly have been unable to do so in the immediately suc
ceeding period, had they been willing to keep up former levels of investment growth.
That they failed to maintain their former levels of investment growth would seem
to indicate that something other than the power and pressure of labour was behind
not only the initial fall in profitability, but also the failure of profitability to recover,
and would therefore appear extremely damaging for the supply-side interpretation.
Beca use there turns out in fact to be such a close temporal correlation between
the sharp and discontinuous decline in labour productivity growth which took
place after 1973 and the correspondingly sharp and discontinuous decline in
the growth of investment, it is difficult to believe that the latter was not largely
responsible for the former.13 Just as average annual manufacturing productivity
growth for the G-7 economies taken together fell by 42 per cent, from about 5.2 per
cent to 3.0 per cent between 1960-73 and 1973-79, over the same interval the average
annual growth of gross capital stock for these economies fell by 35 per cent, from
5.5 per cent per annum to 3.6 per cent per annum. While average annual manufac
turing labour productivity growth for these economies failed to recover but also
failed to fall further during the years 1979-89, during the same interval, the average
annual growth of the gross capital stock for these economies also failed to make a
comeback and even fell somewhat furtherJ4 In a similar manner, in both Germany
Ibid.
A version of the supply-side account which has recently become prominent abjures the explanat i on
of the fall in productivity primarily in terms of the increased power of labour, and seeks to account for i t in
terms of a putative exhaustion of technological potential, asso .iated with the d · p l et d opportuni t i s for
catch-up. There are, however, fundamental prob l ems w i th su h a vi w. Th se a•·e dis usse I below, s
pp. 241-49.
14
Armstrong t a l ., Cnpila/i 111 Sine.• '1 945, pp. 2 9, 2<1: 1 ; ;1 n l I ., 'Th RIM
nd I' II or tl • :old on Afl<'',
p. 80, Ta b le 2. 1 2; .lyn, 'Th osts f St b llty', 1 , H . I t IM t 1.1 t l t· U 1 " K!lf'ti!O t fllolllr M COI1<'<' I !lf<' I
·I I of ompl xlt
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Table 1 0.3. Labour productivity as against manufacturing capital/labour ratio.

(Average onnuol per cent chonge.)
Japan

Germany
K/L

LPy

K/L

LPy

1 960-73

6.2

1 0.9

1 0.0

1 973-79

3.7

4.8
3.5

7.5

4.3

1 979-90

1 .5

1 .8

4.2

3.2

Sources: OECO, Historical Statistics 1960-1 995, 1 995, p. 54, Tobie 3.10; AGH. Key to legend on page xiii.

and Japan, the decline in the average annual growth of manufacturing labour pro
ductivity closely traced the simultaneous fall in the growth of capital with respect
to labour inputs (the capital-labour ratio), as can be seen in Table 10.3 above.15
Since the decline in the growth of the capital stock was largely determined by
the ongoing problem of reduced profitability, which was not itself explicable in
terms of an outrunning by wage growth of productivity growth resulting from the
power and pressure of labour, the fall in productivity growth must be seen as a result,
not a cause, of the economic downturn. While the sharp fall in productivity growth
no doubt helped to perpetuate and exacerbate the fall of profitability, it was itself
a consequence of that fall.
Finally, and perhaps most tellingly from the standpoint of this text, the
advanced capitalist economies did, in one important respect, make a more or less
immediate-although partial adjustment to the fall in profitability, despite the
sharp reduction in productivity growth. The manufacturing sectors of the G-7
economies taken in aggregate, as well as individually, having already been hit by
sharp reductions in their profitability between 1965 and 1973, could not prevent a
further major fall in profitability over the course of the 1970s, despite the imme
diate, steep, fall in manufacturing real and product wage growth that took place
i n those years. But, symptomatically, the private business economies outside of
manufacturing, were able to respond fairly successfully to the (less severe) fall-off
in profitability that they had suffered before 1973, warding off all but very minor
further falls in profitability during the 1970s precisely by holding down real and
product wage growth. They thereby succeeded in stabilizing themselves in a way
t he manufacturing sector could not. Equally significant, after 1973, in the manu
r, , t u ring sector, the growth of output, the labour force, and the capital stock fell
d rastically and increasingly, clear evidence of the over-capacity and over-produc
l iPn that had gripped that sector and led to falling profitability. But in the
non-manufacturing sector, the growth of output, of the labour force, and perhaps
mo · t crucial, of the capital stock maintained themselves for the most part at or
1bove t heir pre-1 973 r t s t hrough o u t the whole period of the long downturn, as
t h t ' to r av id
t h ' 1/ 'r- ap ity and over-production that prevailed in man-

I • r-

ul nn

I more

1 52

THE E C O NOMICS OF GLOBAL TURBU L E N C E

ufacturing, and responded to improving profitability.
The diverging trajectories of the manufacturing and non-manufacturing profit
rates and, in tum, of the growth rates of manufacturing and non-manufacturing
output, labour force, and capital stock before and after 1973 reflected what I have
argued to be the fundamental source of the long-term systemic crisis of prof
itability-downward pressure on prices resulting mainly from over-capacity and
over-production in manufacturing, itself deriving from the intensification of inter
national competition. Because the non-manufacturing private economy was largely
immune from the intensification of international competition, it had, up to a point,
a fairly clear-cut path to recovery. This sector was seriously held back by the secular
fall in the growth of demand for its output that resulted from the slowed growth
of the manufacturing sector. But, over time, it could go at least a good distance
toward securing its own recovery simply by holding down wage growth. Because,
in contrast, the source of the profitability decline in manufacturing was for the most
part systemic over-capacity and over-production, the reduction of wage growth
could offer at best a partial solution. For there to be a full recovery of the manufac
turing profit rate, not only had the growth of output, the labour force, and the capital
stock to slow to a crawl over an extended period, exerting in the process a strongly
depressing effect on the growth of demand for the economy as a whole; in addi
tion, much of the redundant, higher-cost, less profitable capital stock, output, and
labour force that was the expression of manufacturing over-capacity and over-pro
duction had somehow to be eliminated, opening the way to much increased
instability.
In the G-7 economies taken in aggregate, then, sharp declines in productivity
growth hit both the manufacturing and non-manufacturing sectors after 1973: but,
w hereas the manufacturing profit share for the G-7 economies in aggregate fell by
a fu r th er 14.5 per cent between 1973 and 1978, then made up more than half that
loss by the end of the 1980s, the non-manufacturing profit share for the G-7
economies failed to fall at all between 1973 and 1979, then increased to a point 8
per cent above its level of 1973 by the end 1980s. The G-7 manufacturing profit rate
was hard hit in the deep international recession of 1974-5, fell by a total of 25 per
cent between 1973 and 1978, and did not improve appreciably during the 1980s
despite the profound reduction of employers' direct and indirect wage costs. But,
in contrast, the non-manufacturing profit rate, dipping only slightly in the oil crisis
recession, declined by only 4 per cent in total between 1973 and 1978, and had,
by the later 1980s, actually risen slightly above its 1973 level, precisely by virtue f
the profound reduction of employers' direct and indirect wage costs. (See p. 142,
Figure 9.1.)
The divergent trajectories of the manufacturing and non-manufacturing p r fit
rates and profit shares were reflected in the divergent rates of increase of output
and inputs in these sectors. Between 1960 and 1973, in the G-7 economies tak n ln
aggregate, the average annual rate of growth of output i n man u fact uri ng, at 6.4 p r
cent, was substantially higher than in serv ices, at 5.2 per e n t . B u t , w i t h t h ap
ance of ma nu fa ct u ri ng over-cap i t y and v r-prod u t ion in t h 1 t 1 60s
th •
ea rl y 1 970s, t h s t r nds w r sud nl , h r I r •v ··r d,
grow t h f u t pu t in n n f turlt g ·>I I
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actually increased to 6.5 per cent between 1973 and 1979, before falling back to 3.0
per cent between 1979 and 1989_16 Similarly, between 1960 and 1973, in the G-7
economies taken in aggregate, the average annual growth of the capital stock was
about
20 per cent higher in manufacturing, at 5.5 per cent, than in non-manufacturing, at
4.5 per cent. But, between 1973 and 1979, and between 1979 and 1990, the average
annual growth of the manufacturing capital stock fell to 3.8 per cent and 3.25 per
cent, respectively, while that of the non-manufacturing sector rose above it to 4.5
per cent and 4.3 per cent, respectively. Virtually all of the decline in the rate ofgrowth
of the capital stock for the G-7 economies in aggregate after 1973 was thus the result of
the reduction that took place in manufacturingP
As shall be seen, the same pattern that obtained in the G-7 economies taken
together also largely held good in the US, German, and Japanese economies taken
individually. Had the performance of the manufacturing sector after 1973 compared
to its performance before that date been remotely as good in relative terms as that
of the non-manufacturing sector, the long downturn would have been very mild
indeed. Because the performance of the manufacturing sector after 1973 could not
stabilize itself, unless and until there was a profound reallocation of its productive
power, the downturn turned out to be long and difficult to resolve.
To conclude in the simplest terms, the employers' offensive, which was pro
voked by the fall in profitability from 1965 through 1973, was very powerful and
very successful in its own terms. Indeed, it appears to have brought a surprising
level of stability to the non-manufacturing sector of the advanced capitalist
economies from 1973 onwards, despite the fall in demand for that sector's goods
which resulted from the stagnation of the manufacturing sector. But the employers'
offensive had limited ability to bring the long downturn to a conclusion because
the source of the profitability problem was not, at root, a maldistribution of power
or income in favour of labour, but rather the continuation of that same failure of
adjustment to over-capacity and over-production in the manufacturing sector that
was responsible for its onset.
2. Why Did Over-Capacity and Over-Production Persist?

Nevertheless, my invocation of an ostensibly continuing, long-term fai l ure o f
adjustment to over-capacity and over-production in manufacturing to expla in the
persistence of the downturn would seem to raise problems and paradoxes as for
midable as those confronting the supply-side argument. I have, of course, explained
the initial descent into crisis as resulting from the failure of the decline in prof
i tability, precipitated by the over-capacity and over-production that resulted from
t he intensification of international competition from around 1965, to set off the stan
dard processes of adjustment. Incumbent high-cost manufacturers, first in the US,
16
OECD, Historical Statistics 1960-95, p. 52, Tables 3.5 and 3.6. The growth of the labour force followed
I he sa me pa l:l:ern. Whereas the avera ge annual growth of employment in manufacturing in the G-7 economies
( · I I sharply fr m 1 .3 per cent between 1960 and 1973 to 0.3 per cent between 1 973 and 1979, and to minus
1 .2 pe r
nt bet w · 11 ] 979 and 1989, that f r servi s rema ined pretty stable, a t 2.4 per cent between 1960
1111 · 1 '1 \17. , 2.6 p •1·
nl· b tw .• n '197
nd 1 979, 01 d 2.2 pc1· •nt b •t we •n 1979 and 1989. OE D, 1- lislarica/
Sltlll�tlr� 1960 95, pp. :12-. , T bl � 1 . ' 1 0 nd 1.'1 1
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then in Japan and Germany, maintained production in their lines, despite the
reduced rates of return on their total (sunk) capital stock, because they could still
make a satisfactory rate of return on their circulating capital. But, even if this account
were correct, and this mechanism of maladjustment actually did explain the initial
phase of long downturn of the advanced capitalist economies, a question would
still immediately impose itself: how could that same mechanism explain the down
turn's perpetuation? That mechanism ostensibly began to operate in the period
when profitability first fell, from the mid to late 1960s through the early to mid
1970s; but the downturn continued long after that point. Firms might very well have
continued producing at a lower than average rate of profit on their capital stock,
while profiting on their circulating capital, for a limited period of time. But eventu
ally, most would presumably have either seen their fixed capital wear out, or
discovered better opportunities to profit in other lines, or have gone out of busi
ness. In these ways, the original problem of over-capacity and over-production
should have been resolved. It is one thing, in other words, to explain a 'medium
term ' profitability decline in terms of the aforementioned maladjustment mecha
nism, but quite another to account for a downturn lasting more than two decades.
Why, then, did the crisis persist beyond the point that could be explained
by the initial failure of adjustment? It did so, I would argue, because the further
st rat g i es individual capitalists found it best to adopt to restore their own profits,
l i k t h i ni t i a l ones, continued to bring about an insufficiency o f exit and too
mu I n t ry, exacerbating the initial problem of manufacturing over-capacity and
ov r-prod u t ion.
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of this widespread attempt to maintain the growth of output in over-subscribed
manufacturing lines was an exacerbation of the very tendency to over-capacity and
over-production that had set off the downturn in the first place.
Firms stuck to their lines not only because of the incentive provided by their
intangible assets, but because of the barriers against their entering new lines. With
the growth of profits-and thus of investment and wages-suppressed, aggregate
demand grew more slowly. The rapid increases in discretionary income that had
hitherto facilitated the easy reallocation of means of production into new industries
through most of the postwar epoch thus came to an end, and alternative lines
yielding adequate rates of return became correspondingly scarce. The problem was
made all the more formidable because it had a major structural aspect. A dispro
portionate part of the fall in demand resulted from the disproportionately large
slowdown in growth of the manufacturing sector. Obliged to confront a new pattern
of economic needs, firms faced greater difficulties in discovering just where the
slower growing demand was to be found, or, indeed created, a problem made much
more onerous by their reduced capacity to fund research and development.18
For the German and Japanese and many other economies, the problem of elim
inating redundant productive forces from over-subscribed manufacturing lines
was made all the more difficult to the degree that this entailed transferring means
of production into the service sector. On average, levels and rates of productivity
growth in manufacturing lines were significantly higher than in services. So if a
reallocation of investment from manufacturing into services was to be undertaken
with no loss of profitability, reductions in wage levels and wage growth would
tend to be required. But employers in Germany and Japan, and elsewhere, found
it no easy task either to further reduce wage growth in services or to increase the
disparity in wages received by manufacturing and service workers in an era in
which returns to labour were already being slowed very substantially. In fact, in
Germany wage dispersion (wage inequality) actually declined in the 1970s and
1980s. One therefore witnesses in both economies (as in the US) a striking shift into
finance, insurance, and real estate, where productivity and profitability were evi
dently on the rise, but difficulties of profitable entry into service-sector lines where
productivity was low, such as retail trade and hotel and restaurants. By contrast,
in the US, where wage inequality grew very strikingly, employers were able to take
advantage of historically unprecedented downward flexibility not only of real
wage growth, but of real wage levels, and, in this important respect, ultimately
found the path to adjustment-the recovery of profitability and the reduction of
unemployment-€asier than most of their counterparts throughout the advanced
capitalist world.

18

Note also: 'On the one hand, stagnation and shrinkage in some traditional growth industries have

been apparent since 1973/1974 and have destroyed a great number of jobs. On the other hand, not enough

new activities have emerged to meet the job demands of all the labour force participants . . . Transitional
hang s of the output and input structure [thus) contribute to current employment
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Increased Entry: The Rise of East Asia

While the struggle of manufacturers in the leading capitalist economies to hold their
places within over-subscribed world manufacturing markets, combined with their
difficulty in finding suitable alternatives, perpetuated the problem of over-capacity
and over-production from the exit side, the challenge by new producers, especially
those based in East Asia, exacerbated the problem from the entry side. Like their
Japanese predecessors, manufacturers in Korea, Taiwan, Singapore, and Hong
Kong-and later Southeast Asia-combined cheap but relatively skilled labour with
relatively advanced techniques, often under the auspices of Japanese-style state
intervention and Japanese-style structures of bank-manufacturing, inter-firm, and
capital-labour relations to secure even more rapid rates of growth of manufacturing
exports than had the Japanese and to seize comparable shares of the world market
in a similar length of time.
Like Japan in the postwar epoch, these economies premised their development
on the destruction (or absence) of landlordism, as well as on preventing the
emergence of an autonomous class of financiers. The East Asian states were there
fore freed to foster, much as had their Japanese predecessors, the development of
an export-oriented manufacturing capitalism, and to do so, like Japan, on the basis
of institutional arrangements that made for the closest links between financiers and
manufacturers and among manufacturers. Operating through government-owned
or government-dominated banks, as well as on the basis of government-owned
giant firms and/ or great private corporations organized in conglomerates, the East
Asian states, like the Japanese, saw to the provision of cheap investment funds,
either through overseeing highly regulated lending from Western and Japanese
banks or through encouraging high rates of domestic savings, or both. They mean
while went to great lengths to socialize the risks entailed by huge fixed-capital
investments, offering a high degree of protection to nascent manufacturers through
quotas, tariffs, subsidies, and limitations on direct foreign investment, giving
special support to industries with the capacity for high rates of productivity growth
and for whose products the income elasticity of demand was high. On the other
hand, again as in Japan, they made access to their multiple forms of assistance con
ditional on firms' performance, demanding that they subject themselves to the
price-cost discipline of the world market through exporting. The export-depend
ence of the East Asian statist 'organized capitalisms' reached extraordinary
proportions and was one of the central foundations of their ability so rapidly to
raise productivity, for it allowed them to nurture large manufacturing sector ,
where the best opportunities to raise productivity were to be found. Finally, th
East Asian states made sure not only to provide public goods at high levels
infrastructure, education of workers and technicians, and research and dev e l o p·
ment-but also to deliver, through a combination of rep ressi on and material ga i ns,
relatively 'cooperative' labour forces. Unheard of rates of ca p i ta l accu m u l a t ion,
growth of output ( specia l l y i n ma n u factu r i ng) , a n d t hn l ogi al ad v a n
ensued, which mad poss ibl t h s i z i ng o f h uge shares o f t h worl.d mark t f r
xp rts.19
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Even by the years 1965-1973, the East Asian economies were making a palpable
impact on the advanced capitalist world, and probably contributed not insignifi
cantly to the initial rise of international over-capacity and over-production in
manufacturing. Between 1963 and 1973, the share of exports from the East Asian
'Gang of Four' in total US imports quadrupled, rising from 1.6 per cent to 6.7 per
cent, and in total German imports doubled, increasing from 0.9 per cent to 2.2 per
cent.2° Over the course of the long downturn, these economies would expand their
share of world exports to a greater extent than had the Japanese during the long
boom, and would thereby make a substantial contribution to the international
problem of over-capacity and over-production in manufacturing that the Japanese
had helped bring into being.
3. The Growth of Debt

It was, however, one thing for firms to refrain from exiting increasingly over-sub
scribed manufacturing lines, and to show themselves willing to sustain, on average,
further reduced profitability even as other firms were entering; it was quite another
for them to be able to follow such a course over an extended period and still survive.
The system might, in other words, fail to adjust by means of the smooth realloca
tion of resources across lines; but, to the extent it did so fail, it invited rising business
failures and serious crisis. As the average rate of profit, especially in manufacturing,
declined sharply across the G-7 economies between 1965 and 1973, and further
between 1973 and 1979, an ever greater proportion of firms found themselves on
the brink of bankruptcy, vulnerable to the sort of shock that generally catalyzes
cyclical downturns or even depressions. Economic instability thus became the order
of the day, with a full-fledged crash a real possibility, as the economy grew ever
more susceptible to the sort of domino effect that results from multiple bankrupt
cies bringing about large scale defaults on debts. In 1974-5, 1979-82, and in the early
1990s, the advanced capitalist world did indeed sustain a series of recessions more
severe than any since the 1930s, after each of which the level of unemployment was
generally higher and the rate of growth of output lower than following the pre
vious ones. Had it not been for the unprecedented expansion of both public and
private debt in response to these recessions, the world economy cou ld not easil y
have avoided a depression. Yet, the same expansion of credit that ensur d a
modicum of stability also held back recovery. For, by cutting recessions short-a nd
more generally making possible the survival of those high-cost, low-profit firms
that perpetuated over-capacity and over-production and prevented the average rate
of profit from recovering-the subsidy to demand through Keynesian debt
creation prolonged the downturn. Keynesianism made the downturn both milder
a n d longer.
Staving Off Depression
I n the .late

1 960s and early 1970s, Keynesian deficit spending accommodated by
loos money had be n the initial response to the onset of crisis. Keynesian subsi
d i s to d ma nd wer , mor over, largely responsible for bailing the world economy
ssion of 1 974-75 a n d k ping it turning over through the
t u t of t h
·
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remainder of the decade. The turn to monetarism at the end of the 1970s-as a
response to the ever worsening stagflation that accompanied the implementation
of Keynesianism-was, it is true, supposed to put an end to the subsidy of demand,
and government authorities in Germany and Japan, as well as in most of the other
advanced capitalist countries, did make a more or less permanent commitment to
tight money and fiscal austerity. The fact remains that the dual process of debt defla
tion and industrial shakeout that was detonated in 1979 by the introduction of
unprecedentedly restricted credit by Paul Volcker in the US and Margaret Thatcher
in the UK, turned out to be indiscriminate in impact and uncontrollable in extent,
with the result that the large-scale subsidy of demand could not, in the end, be dis
continued. In 1981-82, as business failures and unemployment hit levels unmatched
since the Great Depression, the US Federal Reserve eased its draconian monetary
regime, and the Reagan administration undertook the greatest programme of
Keynesian pump priming that the world had ever seen. Through its record budget
deficits, the US federal government massively raised demand so as to bail out yet
again not just the US, but also the Japanese and German, economies from the reces
sion of 1979-82 and to keep the whole system turning over during the 1980s. In
addition, by making it clear that it would intervene decisively to counteract any
liquidity crisis that might threaten to precipitate depression, as for example at the
time of the stock-market crash of 1987, it helped reduce risk and thus maintain
favourable conditions for the expansion of private borrowing. Both corporations,
strapped for funds as a result of reduced profits, and consumers, in need of money
to offset radically reduced wage growth, could and did sharply increase their
borrowing. It was the unprecedented growth of debt of all types-government, cor
porate, and consumer-which kept up employment and capacity utilization and
ultimately secured stability throughout most of the length of the downturn.
Preventing a Shakeout and Slowing Recovery

But while the growth of debt, both public and private, was helping to stave off
depression, it was also slowing down that recovery of profitability which was the
fundamental condition for economic revitalization. What the advanced capitalist
economies needed to found a new boom was a rollback of that redundant manu
facturing capacity and output which had resulted from the intensification of
international competition and which had been made all the greater by debt cre
ation-specifically the elimination of that great ledge of high-cost, low-profit mean
of production which stood in the way of the recovery of the aggregate rate of profit
in manufacturing. The series of severe recessions that occurred from the end of th
1960s through the early 1990s constituted the world economy's main instrument
for accomplishing this task, and they certainly did much to wipe out redundant
productive capacity. But the increased demand created by rising debt tended to ut
short the processes of destruction unleashed by recession, to pave the way for
greater entry, especially from East Asia, and to soften the impact of com pe t i t i n .
Higher-cost/lower-profit firms were thus able to long occupy onomi po i t i n
that could, in the abstract, eventually have b n a ss u m d by mor
higher-profit, and mor dynami n t rpri . But all w i ng th I .
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serious but nonetheless limited recessions, into outright depression. Simply put,
the precondition for restoring the system to health was a debt-deflation, leading to
what Marx called 'a slaughtering of capital values'. But since the only systematic
way to achieve this was through deeper and longer recession or perhaps depres
sion, the only real alternative was continuing debt expansion, which contributed
both to stagnation and financial instability.
Stimulating Inflation

While the successive rounds of Keynesian stimulus, and the growth of debt that
these facilitated, staved off depression, they also exacerbated inflation, at least
through the end of the 1970s. Because the rate ofprofit on capital stock had been reduced,
especially in over-subscribed manufacturing, firms were, on average, left with
reduced surpluses available for investment. Put another way, assuming that the
dispersion of profit rates remained constant, with profitability reduced, many more
firms found themselves impoverished or barely on the edge of survival, with little
or nothing in the way of funds for capital accumulation. In this situation, firms were,
as a rule, less able than previously, when the rate of profit was higher, to meet the
rising demand created by Keynesian fiscal deficits and the private loans that those
deficits facilitated with increased supply; they could invest less, thus raise produc
tivity less, and therefore raise output less. By the same token, firms were generally
more obliged than previously to meet that rising demand by simply purchasing
labour power and making greater use of existing capacity. Indeed, for those firms
that were just saved from going out of business by Keynesian deficits, the growth
of demand could do little more than allow survival, making possible little or no
increases in output at all. The outcome was that any given stimulus to demand
tended, all else being equal, to bring about relatively smaller increases in supply
than hitherto, and, correlatively, greater increases in price ('less bang for the buck').
Put another way, firms raised prices rather than output relatively more than they
had previously when profitability was higher. Keynesian increases in demand
ould not, then, restore the economy's dynamism because the fundamental problem
was not that of realizing high potential profits through greater investment and
employment of unused capacity and unemployed workers; it was, instead, over
capacity and over-production in manufacturing which brought abou t falling
profitability in that sector by making for prices that were too low in relation to costs.
I ncreases in aggregate demand did not then tend to cause inflation by bringing
about tighter labour markets leading to higher wage costs and, as a result, higher
prices, as in the supply-side story. They did so, rather, because, while failing to
evoke greater supply and lower costs by stimulating greater investment and growth
of productivity and output, they made it possible to raise prices.
4. The Deepening Downturn

the end of the 1970s, easy credit, and Keynesianism in particular, gave rise to its
posite. Throughout the advanced capitalist world, monetarism became the order
nf t h day, v e n if its impact was somewhat diluted by massive deficit spending in
l h · US. v r t h course of the 1 980s and through the 1990s, governments steadily
d t h gro w t h of t h i r
ndin
ought i n reasingly to b a l a n th ir budg ts,
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Ever more restrictive macroeconomic policy was supposed to restore prof
itability and thereby the economy's dynamism by undoing the inertial effects of
Keynesian debt creation by flushing from the system redundant, high-cost means
of production, and by reducing direct and indirect wage costs via higher unem
ployment. Nevertheless, like Keynesianism, while accomplishing part of what it
set out to do, monetarism ultimately proved inadequate, largely because it oper
ated only through changing the level of aggregate demand, when the fundamental
problem was over-capacity and over-production in a particular sector, manufac
turing, resulting from the misallocation of means of production among economic
lines. To the extent that major restrictions on the availability of credit were seri
ously undertaken, they tended to prove counterproductive, as the sudden, sharp
reductions of aggregate demand that they provoked struck over-stocked and
under-stocked lines indiscriminately and brought down both well-functioning and
ill-functioning firms without distinction. The reduction of aggregate demand also
caused problems by making the reallocation of means of production into new lines
that much more difficult. In a sense, the problem with monetarism as a solution to
the problem of international over-capacity and over-production in manufacturing
was the opposite of that with Keynesianism. Keynesianism, by subsidizing aggre
gate demand, slowed exit from over-supplied lines, but it did create a more
favourable environment for the necessarily risky and costly entry into new ones;
monetarism, by cutting back aggregate demand, did force a more rapid exit from
over-supplied lines, but it created a less favourable environment for entry into
new ones.
Against a background of increasing demand for loans and declining rates of
saving, monetarist policies depressed growth prospects by making for exceedingly
high real interest rates on a quasi-permanent basis. The call for loans grew discon
tinuously and rapidly from the start of the 1980s, mainly as result of the record
deficit spending by the Reagan administration, but also the steady rise of govern
ment debt in Europe, which grew by about 25 per cent as a proportion of GDP
between 1980 and 1986, as a function of the sharp rise of unemployment and of
expenditures related to it.21 The demand for credit was also pushed up by the
growth of private borrowing by straitened workers attempting to keep consump
tion up in the face of stagnant wages, by capitalists seeking leverage for mergers
and acquisitions, and by profit-starved firms seeking funds to invest. At the same
moment, the supply of credit was restricted as a consequence of a sharp decline in
corporate retained earnings and a major fall in the personal savings rate in the US
and throughout most of the advanced capitalist world,22 as well as the Federal
Reserve's refusal to accommodate increased deficit spending by easing up on the
money supply. The Fed was, it should be said, probably limited in its ability to
loosen credit, because it had to maintain high interest rates and to keep the dollar
from falling to make possible the borrowing from abroad that was needed to cover
T. Helbling and R. Wescott, 'The Global Real Interest Rate', TMF Staff Stud ies, eptember· 1 995; .
'A Mountain of Reasons to Redu e Public Debt', Tire lrrdependent (London), 9 0 tob r 1 99". I wish
to thank Robin Blackburn for calling my attent ion to th latl r arti I '·
22
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the fiscal deficit. During the 1980s, real interest rates thus skyrocketed from their
1970s levels to reach historic highs for periods of comparable length-especially in
the US, where the change from what were essentially negative rates in the previous
decade was most severe.23
Because the turn to more or less permanent macroeconomic restrictiveness at the
aggregate level was limited in its capacity to alleviate the over-capacity and over
production that was focused on the manufacturing sector of the international
economy, it could not significantly raise profitability. As a result, the surge of invest
ment that was supposed to follow from the slowdown in the growth of costs never
appeared. On the contrary. In the context of still reduced profitability and exceed
ingly high real interest rates, the growth of investment in over-supplied
manufacturing plummeted, and the growth of investment outside of manufacturing
failed to compensate. The reduced growth of investment demand was thus added
to the dampened growth of consumer demand that followed from the slowed
growth of wages, as well as the more sluggish growth of government demand that
came with the cuts in state expenditures, to make for the diminished growth of
aggregate demand and, by the same token, of output. The advanced capitalist
economies of the 1980s and 1990s, weighed down by the deceleration of economy
wide purchasing power that resulted from reduced profitability, were even less
vital-grew significantly more slowly-than in the 1970s.
As the economies of the advanced capitalist world lost steam over the course of
the 1980s, uneven development proved, in certain respects, self-limiting. But, far
from helping to resolve the underlying problem of over-production and over
capacity in manufacturing, the achievement of more even development exacerbated
it. This was because the relative revival of the US economy which had the effect of
evening out development-though only within the traditional core of world
economy-was largely secured through a limiting of the growth of the US market
and, ultimately, the world market.
The forms of development taken by both the Japanese and German economies
in the postwar epoch featured the restriction of the growth of domestic demand in
the interest of export growth. The dynamism of both economies was thu u l t i m atel y
dependent upon the growth of the world market and, as stressed, pred icated spe
cially upon their ability to appropriate growing shares of that market. The qu ite cl iff rent
form of development assumed by the US economy proved for this reason to be t he
perfect-and indispensable-complement to those of Japan and Germany, for it
instantiated both relatively slow-growing productivity and ever greater reliance on
the Keynesian subsidy to demand through federal deficits in the interest of domestic
(and international) stability. The US offered to Germany and especially Japan, not
only a huge, but also an easily permeable, market.
Nevertheless, the operation of this symbiosis tended, as has been stressed, to
undermine the conditions for its own perpetuation. First, the export-oriented
growth of the German and Japanese economies in combination with the domesti
a l ly oriented production and foreign direct investment of the US economy
h ighl ighted by ubsidy to demand and slow growth of productiveness-issued in
2�

/1 .

nu�•lt•r

11 ·1 W . Mn , ' I�� l i nt r "' fl lrM In HIKhiOH I uunll'ic"'· R•·vi�tn lntmwzinnoll' lli Scienz•·
-11, 1 u. , IW , ••P rl lly pp. �2�- .10.

l:colllltllll'lw " 'CIIItnwrdn/1, vnl.

I l

1 62

T H E E C O NOMICS OF GLOBAL TURBULE N C E

ever greater US external deficits and Japanese and German external surpluses.
These deficits and surpluses brought about the devaluation of the dollar and thus
the decline of US purchasing power. Moreover, while German and Japanese living
standards tended to rise with their currencies, so also did German and Japanese
production costs, leading to declining competitiveness. Second, especially under
the stress of intensified overseas competition, US firms were obliged to push ever
more fiercely to reduce wage growth. As they did, the growth of the US market
was further slowed. Third, eventually US budget deficits had to be reduced, for,
given the reduced profitability of US manufacturing, they could provide only
limited stimulus to investment and growth, and tended to keep real interest rates
up. The increase of US demand was thereby reduced still more. But with the US
market providing a declining stimulus to world demand because of the devalua
tion of the dollar, reduced wage growth, and falling federal deficits, the Japanese
and German economies saw their growth prospects doubly undermined: whereas
they had derived their dynamism from increasing competitiveness and fast
growing productivity in the context of rapidly expanding markets for
manufactures, they were obliged to confront not only rising relative costs and
slower-growing markets for manufactures, but also the limitations on the potential
growth of productivity in their non-manufacturing sectors.
Throughout the 1970s, despite the falling value of the dollar, rising US deficits
continued to subsidize the German and Japanese manufacturing economies. Both
Germany and Japan found it increasingly difficult to export profitably, suffered
downward pressure on manufacturing profit rates, and engaged in much increased
foreign direct investment. US producers slightly improved their performance,
making noticeable gains in export growth and sharply reducing the growth of their
foreign direct investment. But, especially in the face of domestic inflation and the
refusal of their chief overseas rivals to yield export share despite reduced prof
itability, they were unable to create the conditions for restoring manufacturing
profitability and dynamism.
During the first half of the 1980s, on the basis of Reagan's record federal deficits,
along with the skyrocketing dollar that resulted from the accompanying high
interest rates, the German and Japanese economies secured further, if meagre,
extensions of the same sort of export-led growth that they had experienced in the
1970s. Over the same period, in some contrast, the US economy, thrust into crisis
by Volcker's extreme monetary tightening and then the high dollar, began a major
process of self-transformation. Largely by ridding itself of a great mass of high
cost, low-profit plant and equipment and labour (downsizing), a very much
slimmed-down manufacturing sector began to improve its productivity sharply
and, in the long run, to make a comeback. By achieving in these years an histori
cally unprecedented repression of wage growth, US capital was also able to make
profitable a large-scale transition into low-productivity services that their rivals in
Germany and Japan found difficult to duplicate. Perhaps most spectacular of all,
the US financial sector underwent an accelerated expansion-both domestica lly and
internationally-benefiting massively from an a rray of tat p li i d s i gn d t
.
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began to achieve major gains in competitiveness and, especially as the 1990s pro
gressed, significant improvement in their profitability. Nevertheless, since the US
rise in competitiveness came by means of dollar devaluation (especially against the
yen and the mark), the reduction of wage growth in relative (and absolute) terms,
and government macroeconomic austerity, its effect on the evolution of the
advanced capitalist economies was not only to undermine the growth prospects of
Germany and Japan, but to further depress the already slowed growth of demand
system-wide. In the absence of a major investment boom in the US (or anywhere
else), improvements in relative costs which allowed US producers to maintain or
increase their export shares were experienced by their overseas rivals as a loss of
markets. This was obviously a zero-sum game.
But what made matters decisively worse for the system as a whole, was the US's
definitive turn in 1993 to fiscal austerity, not just monetary tightness, with the ascen
dancy of Clinton. This removed what had been perhaps the most important
remaining counter-tendency to the contractionary trend unleashed with the turn
to monetarism-the ongoing experiment by Reagan and Bush in military
Keynesianism for the rich. Much of the world had been progressively restricting
the growth of domestic demand through the repression of wage growth and increas
ingly tight fiscal and monetary policy through the 1980s in the interest of reducing
costs and raising profitability. But when the US, too, turned to budget balancing,
international disinflationary tendencies were increased qualitatively. In response,
most economies had little choice but to radically step up their dependence on man
ufacturing exports, but this only exacerbated already intensifying international
competitive pressures.
By the midpoint of the 1990s, a certain recovery of the US economy had there
fore been purchased at the cost of exacerbating international stagnation. Neither
Europe nor Japan had definitely transcended their early 1990s recessions.
International over-capacity and over-production had been made even more threat
ening through the shrinkage of market growth and the resulting intensification of
downward pressure on profits by slow-growing, or even falling, prices of tradable
goods. It is true that an investment boom was finally beginning to materia lize in
the US in response to the creeping growth of profitability. But whether i t wou ld be
great enough and sufficiently long-lasting to pull the world economy definitively
from its doldrums remained an open question.

Cha pter 1 1
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To surmount the deep recession of 1974-75, set off by runaway inflation and the
consequent recourse to tight credit, and to keep the world economy turning over
throughout the remainder of the 1970s, the governments of the advanced capitalist
countries, led by the US, incurred steadily greater budget deficits, accommodated
by easy money. Nevertheless, by the end of the decade, the advanced capitalist
economies had returned to much the same point at which they had started it,
although to get there they took a rather different route than previously.
During the second half of the 1960s, the entry of lower-cost German and
J apanese producers and the subsequent failure of higher-cost US producers to
1 av their lines, had brought about over-production and over-capacity and a
f l l i n g rate of profit on an international scale, focused on the manufacturing sector.
Lik w is , over the course of the 1970s, over-production and over-capacity was
p 'l"P t u a te d and exacerbated, when a counter-offensive by US-based capital,
d >sign >d to bri n g about lower costs of production and re-establish profitability,
'0 1 1 't i t iveness, and the hegemonic position of US production, was met by the
refusal of higher-cost German and Japanese-as well as higher-cost US-manu
fl.'! t u r rs to retire from the field, despite their own reduced profitability. This large
s a le fai lure to exit was made possible in the last analysis by Keynesian deficits
wh i h allowed for the parallel growth of private debt, but also by the willingness
a n d the ability of manufacturers, especially in Germany and Japan, to accept ever
lower rates of profit.
Because profitability failed to recover, the subsidy to demand that kept the
s ystem turning over could not but bring about the same succession of developments
as i n the late 1960s and early 1970s: the build-up of increasing numbers of high
cost, low-profit firms that in the absence of the subsidy would have gone under; a
red uction in the growth of output that could be obtained by any given increase in
demand due to firms' reduced access to surpluses and correspondingly reduced
nbi l i t y to invest; the corresponding acceleration of inflation, as any given increas
in demand brought a smaller response in terms of supply than previously when
pro f i t rates were higher; rising interest rates and tight credi t po l i c i es to combat
i n flation; and, ultimately, a new cyclical dow n tu rn . Anoth r rou n d of the sam
sort of go-and-stop cycle that bad issu d i n t h r
sions of 1 970- 1 and 1 974-5 t hus
u l m i nat d i n t h r >ssion of 1 979-82 a n d t st i fi d to t h p rsist n
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1 . The US Economy in the 1 970s
Ensuring Demand

In response to the onset of the Great Depression of the 1930s and the accompanying
federal budget deficits, the Republican Hoover administration had sought to reduce
spending to balance the budget. But, in response to the oil crisis recession of 1974-75,
the Republican Ford administration, following the precedent set by the Republican
Nixon administration, effected the largest tax reduction in US history, imple
menting the first in a series of stimulus packages that were adopted annually by
the US federal government through the remainder of the decade.1 During the second
half of the 1970s, the Ford and Carter administrations incurred deficits, which, as
a percentage of GDP, rose to triple the level of the later 1960s. They thereby sig
nalled to the private economy that they would do whatever was necessary to
prevent the economy from falling into depression and helped to create the condi
tions for a parallel increase of borrowing in the private sector. Between 1975 and
1979, public and private annual borrowing taken together reached record levels,
averaging 19.2 per cent of GDP, almost double that for the Vietnam years between
1965 and 1970, and provided the foundations for a brief period of stability and
growth.2
US Manufacturing's Counter-Offensive
Beginning about 1971, rather than cede the field in the face of sharply intensified
international competition, US manufacturers, strongly supported by the state,
launched a sustained counter-attack. Already by the end of 1973, they had achieved
significant gains in competitiveness by means of a major devaluation of the dollar,
by preventing real wage gains as large as those secured by German and Japanese
workers, and by the elevation of productivity growth in manufacturing, at least for
a few years. During the oil crisis of 1974-75, US producers were able to further
improve their position, since their dependence on imported oil was much smaller
than that of their main competitors. In the years that followed, they were able to
make even greater gains through launching new assaults on labour domestically
and on their main manufacturing rivals internationally.
Reducing Labour Costs

Having suffered progressive decline under the accelerating attacks of capital from
the end of the 1950s, the trade-union movement, under pressure from its rank and
file, had launched a major comeback in the late 1960s and early 1970s. But, with
the oil embargo recession, which brought unemployment to 8.5 per cent in 1975,
firms were able to bring this upsurge to an end, opening the way to a further
Imperious Economy, pp. 139-45.
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dramatic reduction in the growth of labour costs, both direct and indirect.
During the latter part of the 1970s, employers virtually ceased to accept without
resistance petitions from their workforce for union representation elections filed
under the National Labor Relations Act. As late as 1965 they had acceded to 42
per cent of such petitions, but that figure had already fallen to 16 per cent by 1973,
and it dropped further to 8 per cent by 1978. The number of illegal actions com
mitted by management against workers in the course of union organizing drives ..
also continued to increase: between 1973 and 1979, charges against employers for
unfair labour practices rose by 60 per cent, the number of workers awarded back
pay or ordered reinstated to their jobs as a result of employers' illegal actions
increased by about two-thirds, and the number of illegal firings for union activity
rose by about 50 per cent. Whereas unions had won 60.4 per cent and 56.4 per
cent of union representation elections in the periods 1960-65 and 1965-73, respec
tively, they won just 48.3 per cent of union representation elections between 1973
and 1979. In the same period, union density fell precipitously, in the private sector
from 27 per cent to under 22 per cent, in manufacturing from 38.8 per cent to 32.1
per cent (in 1980). Strike action also fell off noticeably in these years, with the per
centage of work time lost to strikes decreasing by almost a quarter compared to
1966-73.3 (See p. 64, Figure 4.2 and p. 116, Figure 8.2.)
As worker resistance waned and the political influence of the labour movement
collapsed, employers secured remarkable reductions in the growth of their labour
costs. Between 1973 and 1979, the growth of real compensation decelerated sharply,
averaging 1 per cent per annum in manufacturing and 0.4 per cent per annum in
the non-manufacturing private business sector, compared to 1.9 per cent per annum
and 2.6 per cent per annum respectively for 1965-73, and 2.9 per cent per annum
and 2.8 per cent per annum respectively for 1950-65. The growth of real social
expenditures simultaneously plummeted, averaging just 2 per cent per annum
between 1 975 and 1980, compared to 6.2 per cent per annum between 1960 and
.
1975.4
The Further-Weakening Dollar and the Falling Cost of Credit

US manufacturers also gained at the direct expense of their international rival .
With the collapse of the short-lived Smithsonian regime in February-March 197 ,
the US had made clear its preference for floating rates and opposition to any retur
to a fixed-rate system, however flexible. Under the new regime, with . the dolla
continuing as the key currency, US governments were left free to pursue the polit•
ically preferable option of keeping the economy moving through rising feder 1
deficits and could finance the rising trade and current account deficits that woul
inevitably ensue, simply by increasing the supply of money. In fact, as Nixon h d,
3
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Ford and Carter actually invited what turned out to be the record current account
deficits that resulted from their record federal budget deficits because the former
i nevitably brought down the dollar's value and improved US export competitive
ness. During the oil crisis recession, the US had run current account surpluses,
which reached 1 . 1 per cent of GDP in 1975. But with the further turn to
Keynesianism, external deficits came back with a vengeance, the current account
deficit reaching $14.5 billion and $15.4 billion, respectively, in 1977 and 1978, about
0.7 per cent of GDP, and about three times the level of 1972.
The rise of external deficits, accompanied as they were by the parallel growth of
Japanese and German surpluses, did put heavy downward pressure on the dollar.
Between 1975 and 1979, the dollar fell by 26 per cent and 27 per cent against the
yen and mark respectively, with the result that manufacturing wages in Japan and
Germany, expressed in dollars, grew in this period almost twice as fast as in the
US, increasing at annual rates of 16.4 per cent and 17.1 per cent respectively, com
pared to 9.3 per cent in the US. The average annual rate of growth of manufacturing
unit labour costs in dollar terms in the US was, similarly, only half that in Japan
and Germany-5.9 per cent in the US, compared to 11.2 per cent in Japan and 11.4
per cent in Germany.
In addition to reduced real wage growth and improved relative costs in inter
national terms, US producers were able to benefit from a sharp reduction in the real
cost of borrowing. The fall in the cost of credit was the intended effect of the
government's policy of easy money. It was amplified by the sudden increase in the
i nternational supply of loanable funds resulting from the recycling of petrodollars
from the oil-exporting states of the Middle East as well as the declining demand for
redit from the now slower-growing advanced capitalist world. For the years
1 973-79, real interest rates fell below zero, averaging -0.1 per cent, compared to 2.5
per cent for 1960-73, and allowed manufacturers to sharply increase the degree to
which they financed investment on the basis of debt at minimal cost. During most
of the postwar period, manufacturers had barely relied on debt to finance produc
tion: between 1950 and 1965, interest payments had constituted a mere 1 per cent
of profits, although net interest as a percentage of profits had jumped to 1 1 per cent
between 1965 and 1973, as profitability fell sharply. Between 1973 and 1 979, w i th
profits down and the cost of credit reduced, that figure increased by another one
t hird to 15 per cent.
The Growth of Investment, Output, and Productivity

l�ncouraged by these improvements in their cost position, US manufacturers made
n concerted effort to maintain or even raise investment in aid of increased output
; J nd productivity growth, even in the face of reduced profitability. Between 1973
, 1 nd 1 979, to help increase investment out of profits, manufacturing corporate man
il�ers reduced annual dividend payments as a proportion of profits to just 16 per
cent, compared to 26 per cent for 1950-73. In so doing, they helped allow the man
u fa turing sector to increase its investment in these years at an average annual rate
am rat as between 1950 and 1 973, when it was 5.8 per
of 5.6 p r
t
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and 1979, manufacturing output rose at the average annual rate of 7.2 per cent,
about the same rate as during the high boom years of 1958-65. In the same period,
following a disastrous drop-off during the oil crisis recession, manufacturing labour
productivity grew at the average annual rate of 2.6 per cent, not all that far below
the average annual increase of 3.0 per cent for 1950-73 (especially considering that
the figure for 1979 was in the negative, due to the onset of the new recession).
The improvement in US relative costs made possible quite respectable export
growth in the face of the slowdown of the growth of world trade. During the years
1 973-79, US exports increased at the average annual pace of 5.8 per cent. This figure
was only a bit higher than the 5.3 per cent achieved between 1965 and 1971, but,
si nce world trade grew in this period at only half the rate of the later 1960s and
early 1970s, it must be seen to represent a significant improvement. It was achieved
through a very major increase in US dependence on world trade, with exports
increasing as a proportion of GDP by 35 per cent, manufacturing exports as a
proportion of manufacturing output by almost 50 per cent.
Just as increasing US competitiveness made for a significant improvement in the
US capacity to export, it dramatically reduced the incentive to invest overseas. By
1 970-73, as a reflection of secularly declining US competitiveness, US manufac
tu ring corporations were investing almost 30 per cent as much abroad as they were
a t h ome, up from 1 1 per cent in 1957. But by the second half of the 1970s (1975-79),
t ha t figu re had fallen back to just 21 per cent.6
Nevertheless, the fact remains that by the eve of the second oil crisis in 1979,
spit th not insignificant reductions in input costs and the decent performance
f i n v s t m n t , prod uctivity, exports, and growth, there was little sign that the US
' nomy was on i ts way to revival, mainly because profitability in the manufac
t u ring s tor had fal len further. Outside of manufacturing, capital's ability to stamp
out w ge g rowth stabilized the profit rate. The average annual growth of product
compensation was thus reduced by 75 per cent to just 0.7 per cent between 1973
and 1 979-from 2.8 per cent between 1965 and 1973-with the result that the
average level of the profit share between 1975 and 1979 rose 15 per cent above its
level i n 1973. In those four years, therefore, the rate of profit outside manufacturing
was, on average, 8 per cent above that in 1973, with the result that profitability in
the private business economy as a whole was able to maintain itself at slightly above
i ts 1 973 level, despite the further drop-off in profitability that took place in
man u factu ring. In manufacturing, profitability fell during the oil crisis of 1974-75
by n further 25 per cent or so from its level in 1973, when it was already more than
40 � cr ent below i ts peak level of 1965. Between 1975 and 1979, profitability i n
111111 u fnct u ri n g rem a in ed, on average, perhaps 15 per cent above its level at th e
bo l l o m of t he o i l crisis, but by 1978 was still about 12 per cent below its 1973 level.
;,
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In 1979, as the economy re-entered recession, manufacturing profitability fell back
to its levels of the first oil crisis on its way to even more debilitating lows (see p. 7,
Figure 0.3).
Why had the apparently positive combination of cost improvement and subsidy
to demand failed to yield better results in terms of manufacturing profitability? The
answer would seem to lie, largely if not wholly, in the paradoxical persistence of
over-capacity and over-production in the manufacturing sector in the face of
reduced profitability, a phenomenon to which the Keynesian subsidy to demand
contributed mightily. The expansion of manufacturing which took place during
the 1970s thus encompassed the output not only of that segment of firms that had
improved their productiveness in aid of better profits, but also that segment of
firms that had failed to reduce costs. Firms with high costs and/ or low produc
tivity growth stayed in business, despite their low profit rates, by virtue of the
unprecedented level of deficit spending, as well as ultra-low interest rates. The
large-scale failure of exit of low-profit firms was not, moreover, confined to the
US; it was an international phenomenon. US expansionary policy was critical there
fore not only in keeping the economy of the US turning over during the 1970s, but
in providing indispensable demand for export-dependent firms in Germany and
Japan too. Meanwhile, the striking ability of manufacturers in both Germany and
Japan to attract support from financiers and stay in business, despite their much
reduced profitability, only exacerbated the systemic problem of manufacturing
over-capacity and over-production.
The Failure of Exit

Despite reduced profitability, relatively few manufacturing firms appear to have
reduced their means of production or transferred them out of over-supplied man
ufacturing lines or gone out of business. During the period 1973-79, manufacturing
output as a percentage of total private business output stayed level, and manufac
turing investment as a percentage of total private investment actually grew by
about 10 per cent. But what may be most telling--especially in light of the major
fall-off in profitability, which must have sharply raised the proportion o f firms on
the edge of bankruptcy-is the fact that, far from increasing, as m ight hav b n
expected, the annual rate of business failure sharply declined, averaging 20 p r n t
less between 1973 and 1979 than between 1960 and 1973.7 That the proport ion
which survived actually increased seems inexplicable apart from the record stim
ulus to demand. By contributing to the economy's stability during the 1970s,
through keeping in business large numbers of low-profit firms, . Keynesianism
helped to perpetuate the economy's underlying lack of dynamism by preventing
greater increases in the growth of productivity and prices, and thus, of course, of
profitability.
When the US federal government began to incur ever greater deficits from 1975,
i t helped to revive not only the US, but the world economy as a whole. The oil crisis
7
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struck the Japanese and German economies much harder than that of the US. The
Japanese and German economies were held back, moreover, by their governments'
overriding concern to control inflation in the interest of export growth, and their
consequent reluctance to stimulate demand through budget deficits and reliance
on tight money. It was only the deficit-driven expansion of US demand that allowed
these economies to emerge from their recessions. Both Japan and Germany based
their recoveries almost entirely on the growth of exports so the rise of the US trade
and current account deficits was therefore the key to their revival.
It remains the case that the US external deficits that emerged, determined as they
were by US budget deficits, seem even larger than they 'should' have been, larger,
that is, than would seem to have been warranted by the evolution of relative costs
in international terms. Manufacturing unit labour costs in the US in dollar terms
grew only half as fast as did those in Japan and Germany between 1975 and 1979.
One can reasonably ask how Japanese and German producers were able to raise
imports into the US so rapidly in this period and, beyond that, by what means they
were simultaneously able to maintain, or even slightly increase, their share of the
international market, while the US share declined.8
As we shall shortly see in some detail, the German and Japanese manufacturing
economies were able to undertake export-led expansions only by accepting much
reduced rates of profit. One need only note here that, while Japanese and German
manufacturers sustained average annual increases in their unit labour costs that
were in both cases 5 per cent higher than those of the US between 1975 and 1979,
they charged export prices that rose at average annual rates that were, respectively,
7 per cent and 4.5 per cent lower than those charged by US producers. On the basis
of their improved relative costs, largely facilitated by the falling dollar, US manu
fa turers were able to mark up over costs to an extent that had been long impossible.
But they would have succeeded in raising prices over costs even further had
Japanese and German producers not been so willing and able to sustain such
reduced rates of return in order to increase their export dependence by expanding
their shares of the world market.
With the failure of profitability to recover, the record federal deficits of Carter
and Ford could not bring increases in supply that were in any way commensurate
with the growth of demand, and accelerating inflation was the inevitable result. By
1977 and 1978, the rate of increase of the GDP price deflator, at 6.3 per cent and
7.7 per cent, respectively, had risen above its pre-oil crisis peak of 5.7 per cent, reg
istered in 1973. In the same two years, the exchange rate of the dollar fell by 11 per
cent in trade-weighted terms and by about 25 per cent and 35 per cent against the
mark and yen, respectively. It was 1965-68 and 1971-73 all over again. Interest rates
had to rise or the US government would intervene to raise them. As it turned ou t
both occurred, setting off an epoch-making US-led international reorientation of
state policy, away from Keynesianism and toward a more or less permanent anti
inflationary approach.
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2. Japan in the 1 970s

In the wake of the twin disasters of yen revaluation and the oil crisis, the Japanese
economy emerged with radically reduced prospects. It is hard to see how its sub
sequent process of adjustment could have been improved upon. But, despite its
impressive response to the new, unfavourable structure of international costs, the
Japanese economy could secure no recovery of profitability, and could relaunch no
sustained investment boom, because it proceeded along the same manufacturing
focused, export-oriented trajectory as hitherto. As a consequence of the exceedingly
slow growth of its prices, attributable in part to its restrictive, anti-inflationary
macropolicy, and the extreme difficulty of penetrating its import market in manu
factures due largely to the multiple networks that linked its firms as one another's
semi-permanent customers, Japan tended to run ever greater trade and current
account surpluses, which, sooner or later, would drive up the yen and raise Japanese
productive costs in international terms. Because, moreover, of the already existing
international over-capacity and over-production in manufacturing lines, the
improvement of US competitiveness, and the rise of new adversaries in East Asia,
Japanese manufacturers found themselves under increasing pressure from their
rivals in international markets. The Japanese economy was therefore able to main
tain its manufacturing export-oriented path only by accepting much-reduced levels
of manufacturing profitability, levels which would have been even lower had not
the growth of Japanese wages slowed so drastically. During the oil crisis, Japanese
manufacturing was badly set back by the temporary collapse of the world market.
After that, its expansion was frustrated not only by the slow growth of world
demand for manufactures in general, but especially by its inability to grow in the
manner that it had previously, by appropriating great chunks of market share from
less competitive rivals, above all the US.
In large part as a reaction to the international and domestic inflationary booms
through which the advanced capitalist governments in general and the Japa nese
government in particular had sought between 1971 and 1973 to susta i n the long
postwar expansion, Japan experienced the sharpest recession anywl r i n t h
advanced capitalist world at the time of the first oil sho k . A t t h sta rt of 1 73, to
stem the inflationary tide, the Japanese government t u rn d to in re s i t gly tig h t
credit and, when the oil embargo struck at the end o f the yea r, t he e on m y p l u ng
into crisis. By early 1975, both industrial output and capa ci ty u t i l ization were down
more than 20 per cent from their levels of early 1973. By the end of 1975, manufac
turing employment (in terms of hours) had fallen by no less than 12 per cent from
its level of 1973.9
It was only the stepped-up growth of manufacturing exports that kept the
Japanese economy turning over during the recession.10 Accelerated export growth
< l J pears paradoxical in light of the sharply reduced growth of world demand that
accompanied the international crisis. It was to be expected, however, of the Japanese
m a n u fa t u ring sector, given its unusually high fixed costs. Because of their tendency
9
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t o rapidly build up fixed capital and to do so on the basis of debt, as well as their

d i ffi cul t y in shedding labour, Japanese firms had to maintain output and capacity
utilization at almost any price. During the two years 1974-75, export growth aver
aged 1 1 per cent and the share of exports in Japanese GNP increased by 28 per cent.
The trade surplus therefore provided the leading source of the increased demand
t ha t kept the economy going and prevented even worse depression.
The fact remains that export growth could be secured only at the cost of the
sp t a u la r collapse of manufacturing profitability. In 1974, with wage demands
st i I I key ed to a hyperinflation that was in the process of vanishing, nominal wages
gr w by a b out 25 per cent in manufacturing and in the private economy as a whole;
in 1 975, w i th deflation now a fact of life, they increased a further 13.5 per cent. In
t he p r i v a te economy outside of manufacturing, these increases were not a serious
problem. Firms could raise prices almost as much as they had raised wages; despite
zero p roductivity growth, they were therefore able to keep product wage growth
i n l i n e and limit the fall in profitability over the two years to a total of 'only' about

per cent. In manufacturing, however, despite the fact that the growth of costs
was almost identical to that in non-manufacturing, firms could not prevent
profitability from plunging by 60 per cent. Up against a suddenly stagnant world
market a n d intensified international competition, but needing to sell at just about
ny pri e in order to make use of the capital stock that they had only recently so
v st l
xpa nd ed and a labour force that they could not easily lay off, Japanese
n u f t u r rs simply had no choice but to keep a lid on the prices of their mostly
bl ' goods t o maintain output and sales. Whereas in the non-manufacturing
F r v l • H • to r fi rms rai sed prices at an average annual rate of 18.3 per cent, in man
u( t 1 II g t h •y o 1 l d raise prices at an average annual rate of just 7.5 per cent. Even
�o�o, r r �o� in t l e m a n u fac turing sector could not prevent capacity utilization from
d l'llp � I I g a stagge r i n g 22 per cent over the two years, compared to only 4.6 per cent
I I t l • non-ma n u facturing private business sector. With capacity utilization and
f ri 'C i l reases so much reduced, profits had to plummet.
1 3 u t J a pa n 's economic difficulties did not end with the transcendence of the
o i l risis. Even by 1979, manufacturing profitability had failed much to recover,
rem a i n i ng considerably lower than it had been in 1974, only about 12 per cent higher
t h a n i t h a d been at the depths of the oil crisis in 1975, and 40 per cent below its level
i n 1 973, w hen it had already fallen 22 per cent below its 1969-70 peak. Over the
i n l •rv •n i ng years, the manufacturing profit share had improved by a scant 10 per
·nl nnd t he output-capital ratio failed to do much better, increasing by less than
I ,'i 1wr •nt . As t h e d irect expression of the sharp deterioration in the rate of profit
I n llllll u f act u r i ng in these years, the average annual rate of growth of new plant
11 1 1 I <'q u i � ment s pending fell to zero, compared to more than 20 per cent for the
yt•tmt 1 %5- 70, and of g ross capital stock to 5.6 per cent, compared to around 17 p r
l' •nl for "1 965-70. Wi th i n v e stm e n t g row th so reduced, i t was to be expected that
t he i t r as of output would a lso d rop d rama tica l ly, and be t w en ·1 975 and 1 979
tl
v • rag n n ua l grow t h of r a l u t put f I I t
rol l l 1d 6.6 p r
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facturing rate of profit and of investment after the oil crisis?
The Cost and Quality of labour
As early as the oil crisis of the years 1974 and 1975, the growth of real wages was
plunging, averaging only 2.8 per cent in manufacturing (and 3.4 per cent in the
private business economy). Then, with the average annual growth of the manufac
turing nominal wage falling to 7.7 per cent, from about 19 per cent for the years
1970-75, the manufacturing real wage ended up growing at an average annual rate
of just 3.0 per cent for 1973-79 (2.65 per cent in private business).U Manufacturing
and private business real wages in Japan had increased, on average, at about 8.5
per cent per annum over the years 1970-73, approximately the same rates that had
obtained between 1965 and 1970. In thus accepting reductions in the growth of their
real wages of some two-thirds, Japanese workers could hardly have been much
more accommodating in terms of their pay.
The performance was analogous in terms of labour productivity. Between 1975
and 1979, manufacturing labour productivity grew at an average annual rate of
6.4 per cent (5.1 per cent between 1973 and 1979), a bit less than half as fast as it
had grown in the years of high boom between 1965 and 1970. But this figure is
highly misleading. It is not adjusted for the sharply reduced capacity utilization of
the years 1973-79, which was, on average, about 15 per cent below its level in the
later 1960s and early 1970s, nor, equally important, for employers' retention, in the
face of that unutilized capacity, of almost the entirety of their old labour force-the
level of unemployment in Japan even by 1979 was only 2.1 per cent. Nor does it
take into account the profoundly diminished rates of growth of the capital-labour
ratio for the years 1973-79 and 1975-79, which were, respectively, one-half and one
quarter those for the years 1965-73. In the context of reduced capacity utilization,
increased labour hoarding, and slowdown in equipping workers with new plant
and machinery, the growth of Japanese labour productivity in this era actually turns
out to be rather good.
The relatively impressive performance of Japanese l a b ou r prod u t i v i t y was
made possible through the more efficient and m or e i n tens i v a p p li ca t i on of I bou r.
In what was termed at the time 'operation sca le-d own', fi rms sto1 p d rep ll i n g
retired personnel, reduced overtime, dispatched red u n d a n t workers t o 1'• I ted unI t11
(often within the same 'group'), and replaced male by lower- p .id f • n I ' I b ! U l',
There was also intensified use of 'quality circles' to e.lici t 11101:
om m i t t • d a n d
careful labour, or to facilitate plain and simple speed-up. 1 2 Adjusted for a pa i t y
utilization, though not for labour hoarding or the reduced growth o f the cap i ta l 
labour ratio, the average annual growth of manufacturing labour productivity for
these years reached 7.05 per cent, not all that much below the figure of 9.3 per cent
for whole period 1955-73 (although substantially below the especially high average
rate of 12.5 per cent achieved in the later 1960s).13
The question thus raised by Japanese economic performance during these years
even more extreme when measured on an hourly basis, as manufacturing hourly
per cent per annum between 1975 and 1979.
'12 l t oh, japanese Capitalism, p. 1 71 ; Nakamura, 'Japan Since the Oil Crisis', pp. 159-60; H. Shimada,
'' l ' hc jap 1 1e�c Labor M a r ket A fter the Oil Crisis: A Factual Report I', Keio Economic Studies, vol. xiv,
1111. I, '1 977, pp. 60 .
I � 11 l ly, 'Whnt I I � t to1 p'" · 1 t o l '•·oduct i v l t y C:row t h ', Science, vol. cxxx i v, 2 4 Octob r 1 986, p . 444.
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is not why the measured growth of labour productivity fell substantially, but why
more investment funds were not forthcoming to take advantage of the combina
tion of sharply reduced rate of growth of wages and palpably stepped-up effort
and efficiency of Japanese labour so as to raise productiveness and thereby the profit
share and profit rate. This issue is made all the more acute, given the extraordinary
transformation of the structure of Japanese industry that took place at this time.
The Recomposition of Industry
Japan's impressive productivity growth performance was achieved as part and
parcel of a vast restructuring of Japanese industry, designed to respond to the
upward tum in Japanese production costs in international terms that took place
during the 1970s. Declining competitiveness was the consequence of the radical
increases in relative wage costs that were brought on by successive waves of yen
revaluation, of the sharply increased energy costs that resulted from two major oil
price explosions, and of the entry into the world market of low-priced manufac
tures originating in East Asia. In response, in the space of less than a decade, the
Japanese economy dramatically reduced its commitment to, or profoundly ration
alized, the 'heavy', energy-intensive and labour-intensive lines that had played such
a central role during in the high-growth era. At the same time, it came to concen
trate ever more exclusively on high value-added industries (especially cars), and in
particular 'mechatronics' lines-that is, high technology industries that combined
electronics and machinery (such as numerically controlled machine tools or elec
trical machinery containing programme d integrated circuits). 14
The speed with which the process of economic restructuring was accomplished
was without parallel within the advanced capitalist world and was only made pos
sible by the specific institutional framework through which the Japanese economy
was organized. It is true that in these years, as firms increased their capacity to
finance themselves and secured greater access to alternative sources of funds, the
state intervened far less in the investment process and did far less to directly admin
ister the economy than previously. Still, its role in facilitating coordination among

firms and influencing the economy's direction remained substantial. At the start of
the 1970s, the government issued a 'vision' for reorienting the economy toward high
value-added, high-technology lines, and away from labour-intensive and heavy
industries. It also provided incentives to bias investment in that direction by
granting low interest loans and tax breaks, by organizing consortia of private
companies to cooperate in carrying out research and development, and by offering
a significant degree of protection for new industries. Beginning in 1978, the gov
ernment also organized a series of 'depression cartels' in labour-intensive,
energy-intensive industries, such as aluminium refining, shipbuilding, and petro
chemicals, designed to allow firms in these industries to keep up their profits by
14
This and the following two paragraphs depend on Imai, 'Japan's Changing Industrial Structur ',
pp. 5&-9, along with three OECD analyses of Japanese 'structural adjustment' to the higher yen, higher
energy costs, and competition from the NICS, in Economic Survey of jnpnu 1 980-8 1 , Paris, J u l y 1 98 1 ,
pp. 37-61; Economic Survey offnpan 1984-85, Paris, August 1 985, pp. 5 77; Economic urvey of jnpnn '1988-89,
Paris, December 1 989, pp. 67-82; a well as Yamamur , 'Su ess that Sour-d', pp. 9 1 -'l nd Dor , fit• 1/1/r
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artificially maintaining prices, while they reduced their productive capacity.
Throughout the period, it should be added, the government continued to devote a
substantially higher proportion of state expenditure to investment than did that of
any other advanced capitalist country.
Of course, it was private industry that directly carried out the transformation.
Here, Japanese labour was, again, extraordinarily accommodating, reducing the
growth of wage demands and facilitating technical and organizational change. At
the same time, as a result of their commitment to eschewing layoffs, Japanese firms
were very willing not only to make huge investments in modernization-as they
did for example in the steel industry, where they raised the proportion of produc
tion carried out by continuous casting methods from 20.7 per cent to 86.3 per cent
in the decade after 1973-but also to diversify production into new lines where they
could make use of what would otherwise have been superfluous workers. This
naturally sped up the process of adjustment.
The organization of much of the economy into horizontal and vertical networks
linking banks to firms and firms to one another also played a major role in the trans
formation. Since firms within the groups constituted to a large degree one another's
markets and since they informed one another of their investment plans, they were
able to reallocate investment toward new lines with a high degree of security and
speed. The close ties maintained between great firms within and between the groups
with their subsidiary suppliers contributed to the same effect.15
Perhaps most crucial, by virtue of their close relationships with their banks,
Japanese firms enjoyed an enormous advantage in terms of access to finance over
their main overseas rivals. Despite their sharply reduced profitability, they could
still be sure of ample funds from their bank creditor-partners to carry out new
projects, and could count on the banks and firms which held their stock to be under
standing when they reduced dividends. They were therefore able to sustain
investment plans in the face of declines in corporate profitability that would prob
ably have provoked the cut-off of funds from outside investors in much of the rest
of the advanced capitalist world, notably in the US. They could, moreover, expect
to be able to borrow at very low interest rates by international s ta n da r d s as house
holds' high propensity to save continued to yield a steady supply of cheap fund .
,

Although Japanese annual gross investment in new plant and equ i pment fai led
to increase during the five or six years following the onset of the o i l crisi , i t
remained, as a proportion of GDP, the highest among the advanced capitalist
economies by a good margin. Even in the depressed years between 1973-79,
Japanese manufacturing increased its gross capital stock at an average annual rate
which was 34 per cent higher than that of its US counterparts in the same period
(5.6 per cent compared to 4.2 per cent).
By virtue of their extraordinary transformation, Japanese manufacturing firms
were, by the start of the 1980s, able to present their international competitors with
a new look. In the space of just six years, between 1975 and 1981, the share of total
manufacturing investment allocated to technology-intensive lines grew by 42 per
cent ( f ro m 38 p r
nt to 54.1 per cent) while the share apportioned to other
13
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manufacturing investment fell accordingly. Over the years 1973-80, output in the
advanced electrical machinery and precision instruments industries and in other
'processing' industries (including other machinery, transport equipment, and metal
products) grew at average annual rates of 15 per cent and 6.2 per cent, respectively,
compared to just 4.6 per cent in the 'heavy' chemical, petroleum, and metal indus
tries and 3.6 per cent in the labour-intensive textile and food industries. By 1984,
the consumption of raw materials per unit of manufacturing output had, remark
ably, been reduced to 60 per cent of its level in 1973. Between 1971 and 1981, the
shares of general machinery, electrical machinery, and transport equipment in total
exports increased by 50 per cent, 25 per cent, and 20 per cent, respectively, while
those of textiles, chemicals, and primary metals fell by 60 per cent, 30 per cent, and
25 per cent respectively.16
Despite such spectacular change, the Japanese economy could achieve only a
limited recovery in the years after the oil crisis. This was because its expansion
became even more reliant than previously on the growth of manufacturing exports,
in a period in which international over-capacity and over-production were
increasing as a consequence of the sharp deceleration of world trade and in which
Japan's own overseas sales were proving increasingly self-undermining because
inextricably bound up with the build-up of Japanese external surpluses. The gains
in competitiveness secured in this period through keeping down wages, keeping
up productivity growth, and reorienting production were thus, to a significant
degree, nullified by the halving of the growth of world trade and the effective reval
uation of the yen by more than one-third. While Japanese firms could grow during
t h e la tter half of the 1970s by increasing their exports, they could not make export
growth the basis for the restoration of their former dynamism because they could
not make i.t the b a si s for the recovery of their profitability.
The US cyclical recovery from 1975, driven by record budget deficits, detonated
Ja pa n 's cyclical upturn. Between 1973 and 1979, Japanese exports increased at an
average annual rate of 9 per cent. This rate of growth was barely half that of the
period of the boom, and gives an indication of what export-oriented Japanese
producers were up against. It was, however, in itself rather impressive, for it
entailed an increase in the Japanese share of world exports of better than 10 per
cent, from 9.9 per cent to 1 1 . 1 per cent (and 13.7 per cent in 1980), in the space of
just half a decade. Between 1973 and 1979 meanwhile, exports as a share of Japanese
GDP rose from 10.0 per cent to 11.6 per cent (and 13.7 per cent in 1980) while
manufacturing exports as a share of manufacturing output rose from 27.1 per cent
in 1973 to 38.6 per cent in 1979 (45.7 per cent in 1980). Such stepped-up export
dependence was, however, only made possible on the basis of rising US budget and
external deficits and record Japanese surpluses, and the unavoidable concomitant
of these deficits and surpluses was an enormous revaluation of the yen.
Between 1975 and 1978, the yen's effective exchange rate increased at the averag
annual rate of 12.4 per cent (7.6 per cent between 1975 and 1979). Now, when figured
in terms of national currencies, the relative unit labour costs of J a pa nes m a n u fa
turingfell at the extraordinary average annual rate of 6.7 p r e n t b tw n 1 975 and
-
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1978, by reference to the trade-weighted average for nineteen main competing
countries. But, adjusted for yen revaluation, that is, expressed in a common cur
rency by reference to the weighted average of these same competing countries, this
figure rose by 4.9 per cent! 17 By the same token, whereas, in terms of the yen,
Japanese manufacturing unit labour costs fell at an average annual rate of 2.3 per
cent between 1975 and 1978 (1.9 per cent through 1979), in terms of the dollar they
increased at an average annual rate of no less than 16.9 per cent (11 per cent through
1979), while those in the US rose at an average annual rate of just 3.8 per cent
(5.4 per cent through 1979). To make possible the rate of export growth that they
achieved, therefore, Japanese manufacturers were obliged to reduce export prices
in yen terms at an average annual rate of 2.6 per cent between 1975 and 1978 (0 per
cent per annum between 1975 and 1979)! Only by doing so could they hold down
the average annual increase in their export prices in international terms to about
10 per cent (-2.6 per cent plus 12.4 per cent for yen revaluation) between 1975 and
1978 and about 7.6 per cent (0 plus 7.6 per cent for yen revaluation) between 1975
and 1979. This was no doubt necessary to make sales, since average export prices
for the twelve members of the European community and for the US rose at average
annual rates of 9.2 per cent and 5.6 per cent, respectively, between 1975 and 1978
(and 9.4 per cent and 7.5 per cent respectively, between 1975 and 1979). 18
The inability of the Japanese manufacturing sector to achieve a greater recovery
in profitability in the years following the oil crisis was thus largely the result of its
inability to impose greater mark-ups, the consequence, in turn, of its declining
ability to maintain competitiveness while it increased its export dependence in an
epoch of international manufacturing over-capacity and over-production. Put
another way, to prevent even greater reduction in their output and export growth,
Japanese manufacturers had to accept much reduced manufacturing profitability.
Had there been no yen revaluation-a highly unrealistic counterfactual-Japanese
manufacturers would have been able to raise prices in yen on the 35--40 per cent of
the output that they exported at an average annual rate of 10 per cent between 1975
and 1978 and still maintain the same export volume, rather than having to lower
these prices at an average annual rate of 2.6 per cent. As it was, in order to tran
scend the barriers to profit-making at home that they had increasingly to confront
from the time that the currency began to ascend in 1971, Japanese corporations rad
ically stepped up their investment overseas, aided in so doing by the same rising
yen that was depressing their exports and domestic rates of return. Having
a mounted in total to a mere $ 1 .45 billion for the entire period between 1951 and
1 967, Japanese foreign direct investment leapt from $0.85 billion in 1971 to nearly
$5 billion in 1979.19
Clearly the Japanese manufacturing export growth machine was having to run
ever harder just to stay in place. The intensity of the international pressures on the
Japanese manufacturing sector is set in sharp relief, when the trajectory of the manU n i t Labour Costs in Manufacturing Industry and in the Whole Economy', European Economy,
p. 1 24, Table 15.
'Stat isti al Annex', European Economy, no. 58, 1994, Table 28.
IH
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ufacturing sector during the 1970s is contrasted with that of the economy outside
it. By 1978-79, the rate of profit in manufacturing remained no less than 35-40 per
cent below its level of 1973. In contrast, profitability outside had risen by around
13 per cent above its 1973 level.20 The average annual growth of unit labour costs
in non-manufacturing was actually about 25 per cent higher over the period than
in manufacturing. Nevertheless, largely immune to the downward pressure on
prices that plagued manufacturing, firms outside of manufacturing could translate
the very sharp reduction in the growth of wages into higher profits because they
could raise prices to an extent impossible for manufacturers. With its better prof
itability recovery, the non-manufacturing sector was able to attract investment so
as to increase its capital stock at an average annual rate of growth almost 25 per
cent higher than in manufacturing, and this despite the fact that any given increase
in capital stock in non-manufacturing was much less effective in raising labour pro
ductivity than in manufacturing. While the manufacturing labour force (in terms
of the number employed) fell by 7.8 per cent between 1973 and 1979, the non-man
ufacturing industrial labour force as a whole grew slightly and service sector
employment grew by a striking 15 per cent.
Nevertheless the recovery outside manufacturing was a very long way from
making up for the reduction in manufacturing dynamism. By 1 979, the profit rate
in the private business sector as a whole still remained 22 per cent below its already
sharply reduced level of 1973, with the result that investment remained flat in the
intervening period, while the average annual increase of business sector gross
ca p it a l stock and output fell sharply to 7.3 per cent and 3.2 per cent respectively,
co m p a red to about 12.5 per cent and 10.5 per cent respectively between 1960 and
1 973.
Beca use Japanese manufacturing export growth took place under such inauspii o us p r i ce cost conditions, it was insufficient by itself to pull the economy fully
o u t of recession, and had to be supplemented by a major government subsidy to
demand. Having been burned at the start of the decade by runaway inflation, the
government long delayed any attempt to jump-start the economy. However, from
1977-78, under intense pressure from the US, the Japanese authorities finally imple
mented a major stimulus programme-as did their German counterparts
featuring high levels of public investment and sharply increased budget deficits.
Responding to this fiscal jolt, the Japanese economy, and especially its manufac
turing sector, gathered momentum, and investment increased sharply in 1979
and 1980.21
Nevertheless, the brief and transitory nature of this boom brought home th
profound structural problems faced by the Japanese economy. The descent back
into recession at the end of the decade followed the pattern charted during the initia l
entry into crisis between 1971 and 1973. As earlier, when the yen rocketed in th
face of exploding US international deficits (and Japanese surpluses), Japan s
-
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export growth plummeted, as it had previously under similar circumstances,
averaging 2 per cent per annum during 1978 and 1979. When the US authorities
then implemented a deflationary policy in response to those same deficits from
1979, and a new round of oil price increases soon followed on, the Japanese gov
ernment saw little choice but to follow suit. They had, in any case, already begun
to put on the brakes of their own accord in 1979 in response to their perception that
rapidly rising government deficits were inducing inflationary pressures that would
threaten export growth. In 1980, domestic demand slowed sharply and, somewhat
later, export growth fell sharply as the US market collapsed with the onset there,
and throughout the advanced capitalist economies, of a new, serious recession. The
Japanese economy entered a cyclical downturn of even greater length, though
significantly lesser depth, than that of 1974-75. 22
3. Germany in the 1 970s
The German economy, like the Japanese, emerged from revaluation and oil crisis in
straitened circumstances. Unlike the Japanese, it had, under the pressure of intensi
fying international competition and an irrepressible mark, been experiencing a
gradual secular slowdown, in both relative and absolute terms, from the later 1950s
and early 1960s, although that slowdown had begun from extremely high levels. The
German economy, perhaps even more than the Japanese, remained dependent upon
manufacturing exports. For this reason, the enormous revaluation of the mark of the
years 1969-73, and the fall in profitability that it had entailed, profoundly weakened
the foundations of German growth. By 1975, German hourly wages in manufac
turing, in dollar terms, had reached the level of those in the US, having been one-half
the US level as recently as 1970, with the unsurprising result that significant sections
of German manufacturing, mainly in standardized and labour-intensive lines,
ceased to be viable.23 To transcend their difficulties-which were, more broadly, due
to international over-capacity in manufacturing-German producers were obliged
to pursue one, or a combination, of three options: move sharply 'up the product
cycle' so as to produce new, higher-technology manufactures that would face less
intense international competition than had the standardized and labour-intensive
ones in which they had hitherto heavily specialized; radically transform productive
techniques in standardized and labour-intensive lines; or, shift into services. None
of these was a simple task. The already very major fall in profitability tended to make
i t more difficult to allocate funds to research and development. The reduction in the
growth of investment and consumer demand, disproportionately steep in the man
u facturing sector, made the introduction of new goods especially problematic. The
restricted potential for the growth of productivity in services compared to that in
manufacturing implied lower profitability in services, unless wage growth could
somehow be further slowed or skills or technology could be upgraded. As it was,
t he 1 970s saw little in the way of a German economic revivaJ.24
Because the German authorities had put on the brakes at the start of 1973, the
oi I risi struck the German economy with less force than elsewhere. Over the two
22
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years 1974-75, profitability outside manufacturing fell hardly a t all, s o that
profitability in the private business economy as a whole fell by 'only' 15 per cent.
Still, largely because German exports actuallyfell with the collapse of world growth
and demand, manufacturing profitability dropped 23 per cent. It is true that by
1978-79, the manufacturing sector had made up more than two-thirds of that loss,
so that profitability stood just 9 per cent below its level of 1973. But by 1973, the
manufacturing profit rate had already fallen 30 per cent below its level of 1969, 47
per cent below its level of 1960, and 54 per cent below its level of 1955. Unable to
transform itself, the German manufacturing sector could not but grow much more
slowly or, in certain respects, contract, given the trends to rising costs domesti
cally and intensifying downward pressures on prices emanating from abroad.
Between 1973 and 1979, the manufacturing gross capital stock grew less than one
third as fast as it had during the 1960s and early 1970s, plunging to an average annual
rate of just 2 per cent (1.85 per cent between 1975 and 1979), compared to 6.4 per
cent between 1960 and 1973, and manufacturing investment stagnated, continuing
a trend that had begun between 1969 and 1973.25 Such a profound drop in the growth
of capital stock and investment sapped the economy's vitality. It prevented the
recovery of manufacturing labour productivity, which grew at roughly the same rate
between 1973 and 1979 as it had between 1969 and 1973; it set off a major decline in
the average annual growth of manufacturing output, which plummeted to 1.8 per
cent, compared to 5.0 per cent between 1960 and 1973; and it precipitated a sharp
fall in the manufacturing labour force. In just five years between 1970 and 1975, the
manufacturing labour force (in terms of hours) fell an astounding 18 per cent, and
by 1979 it was 20 per cent below its 1970 level (again in terms of hours) and 10 per
cent (in terms of numbers employed). Meanwhile, in the wake of the deep recession

of 1 974-75, largely as a consequence of the profound shrinkage of manufacturing
unemployment became a significant fact of life in Germany for the first
t i me si n ce the 1950s, averaging 4.4 per cent between 1974 and 1979.
In view of the huge long-term decline in the manufacturing profit rate, the par
allel plunge in the growth of manufacturing investment is all too understandable.
Still, one question concerning that investment fall-off requires further clarification.
Between 1973 and 1979, manufacturers succeeded in cutting real wage growth
almost by half, to an average annual rate of 3.7 per cent, from 6.6 per cent between
1969 and 1973. Although hardly investing at all, they managed to elicit
sufficient effort and quality of work from the labour force to maintain labour pro
ductivity growth in those years at almost the same average annual rate as between
1969 and 1973 (3.45 per cent, compared to 3.8 per cent). Since manufacturers had
maintained average annual productivity growth at close to 5.5 per cent throughou t
the 1960s, it is hard to believe that they could not have raised it substantially abov
the levels achieved in the 1970s, had they been willing to maintain anything lik
normal levels of investment. Why did they lack the motivation to attemp t this?
What clearly prevented profitability prospects from improving was the furth r
intensification of international competition, reflecting ongoing ov r-ca paci ty a n d
over-production in worldwide manu fact u r.i n g, esp ially as m n i f st d in on t i n·
em p lo y ment,
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uing downward pressure on output prices. Between 1973 and 1979, unit labour costs
rose at pretty close to the same average annual rates in both manufacturing and
non-manufacturing--4.8 per cent versus 4.4 per cent-with labour productivity
growth significantly higher in the former than the latter, but nominal wage growth
rising proportionally even more in the former than the latter. But German producers
outside of manufacturing were able to raise their prices 23 per cent faster than were
their counterparts in manufacturing. They were thereby able to raise their prof
itability slightly over the period between 1973 and 1979, beginning a long-term
trend to profitability recovery. Manufacturers, by contrast, were not able to prevent
their profitability from falling at an average annual rate of 1.4 per cent over the
same period-although it levelled out after the first year of the oil crisis. That man
ufacturers could not mark up as non-manufacturers did seems attributable once
more to conditions in the world market, by which firms outside of manufacturing
were largely unaffected. Given the inability to mark up, manufacturing product
wage growth outran labour productivity growth, keeping the profit share and,
thereby the profit rate, from rising.26
The relatively slow increase of manufacturing, compared to non-manufacturing,
prices with respect to unit labour costs gives an initial indication of the profound
increase in the international competitive pressures that German manufacturers
were having to confront. The German economy, like the Japanese, was initially able
to surmount the oil crisis largely through the growth of exports, and it increased
its dependence upon exports through the rest of the decade. Again, the US economy,
with its vast budget and trade deficits and easy-money regime, served as the major
locomotive, though other advanced capitalist economies also helped out by
inflating. Yet in these years, growth through trade proved as difficult for Germany
as for Japan.
Between 1975 and 1979, the German manufacturing sector proved quite capable
of keeping costs down, as relative unit labour costs expressed in terms of the national
currency, actuallyfell at an average annual rate of 3.1 per cent, with respect to nine
teen competing countries. It did so, however, not through any marked rise in
productiveness-its rate of labour productivity growth was at the European
Community average-but rather through particularly slow nominal wage growth,
made possible by the government's restrictive, export-promoting, low pressure
macroeconomic policy. The upshot was therefore not only relatively low inflation
but also a new round of current account surpluses, which together drove up the
mark's effective exchange rate at an average annual rate of 6.2 per cent for the years

between 1975 and 1979. Relative unit labour costs, expressed in terms of a trade
weighted common currency, with respect to the same nineteen competing
countries, thus rose at an average annual pace of to 3.2 per cent.27
Over the years 1975-79, German export prices in terms of the mark increased
<1t an average annual rate of just 2.95 per cent. But in view of the fact that the
nverage annual increase of the trade-weighted value of the mark was 6.2 per cent
i 1 t h s y a rs, thi s barely allowed them to remain competitive, since the average
21J
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Table 1 1 .1. Costs, prices, a n d profitability in Germa ny, 1 9 73-79.

(Average annual per cent change.)

Mfgr
Non-mfgr

NPK

NPSh

PW

LPy

NW

ULC

PPri

- 1 .4

-2.7

4.0

3.5

8.4

4.8

4.2

0.4

1.5

1 .6

2.3

6.8

4.4

5.2

Sources: See Appendix I on Profit Rates. Key to legend on page xiii.

annual export price increase of the fifteen members of the European Community
in these years was 9.1 per cent. Despite their self-imposed restraint on prices and
profits, therefore, German producers could increase their exports at an average
annual rate of just 5 per cent, which was slower than the average annual growth
of world exports, at 6.4 per cent. By comparison, US producers succeeded in
increasing their exports at an average annual rate of 5.8 per cent in these years,
even though they raised their export prices in terms of their own national currency
at an average annual rate of 7.5 per cent, two-and-a-half times as rapidly as did
their German counterparts. 28 Although German manufacturers continued to sac
rifice both price and profitability to maintain export growth and markets, they
were now so profoundly hemmed in by their declining relative cost position that
they could not begin to restore the export drive that had propelled German growth
forward, if with slowly decreasing power, during the first postwar quarter century.
One major consequence was that, aided by the same revaluation of the mark that
l i mited exports, foreign direct investment sharply accelerated-as in Japan.
Whereas German net foreign direct investment had averaged $4.6 billion per
annum between 1970 and 1975, by 1979 and 1980, it was averaging $8.3 billion. 29
Profitability and prospects declined nowhere near as much outside manufac
turing as within it, and the non-manufacturing sector displayed, in relative terms,
much greater vitality than manufacturing. Between 1973 and 1979, the average
annual increase of the non-manufacturing gross capital stock, at 4.6 per cent, was
more than twice that of manufacturing, and the average annual increase of non
manufacturing output, at 2.85 per cent, was 55 per cent faster. Between 1970 and
1980, the number of those employed in services increased by 22.8 per cent, whil
it fell by 10 per cent in manufacturing. Clearly, the German economy was in part
responding to the profitability crisis in manufacturing lines by reallocating mean
of production to services. But, the relative success achieved in non-manufacturing
was far from sufficient to make up for the problems in manufacturing and restor
the vigour of the economy as a whole. Within the private business sector, prof·
itability fell a further 4 per cent between 1973 and 1979 and the rate of ca pital to k
and output growth fell, respectively, by 40 per cent and 50 per c n t, co m par d t
that of the late 1960s and early 1970s. Moreover, as t h av rage a n n u a l g ro w t h f
GDP declined to just 2.4 p r cent b t w n 1 973 n 1 979, from 4.2
r nt b t w n
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1960 and 1973, the total civilian labour force dropped in absolute terms by about
3 per cent in those years. With the growth of demand that had once come from
manufacturing lines plunging so sharply, it was clearly out of the question for the
economy to elicit the large-scale investment and technological innovation that
would have been necessary to raise productivity and thus profitability sufficiently
outside of those lines so as to counteract the contraction taking place within them.30
By 1977, output was already beginning to stagnate and unemployment continued
high, at least by German standards. The German government sought to improve the
conditions for growth by way of exports by driving down the mark through a policy
of easy credit. But, with the US trade deficit spiralling out of control, US authorities
were pushing in another direction, demanding that Germany, as well as Japan,
shoulder some of the responsibility for keeping the world economy turning over by
subsidizing demand through fiscal expansion. By 1978, the Germans, like the
Japanese, had agreed to implement a major stimulus programme, with the budget
deficit supposed to reach 1 per cent of GNP. The results of the German essay in
Keynesianism were, however, at best mixed. Growth and investment did pick up in
the short run, in the last couple years of the decade. But the rate of inflation doubled
and export growth, as noted, continued to slip. Perhaps most symptomatically, while
profitability outside manufacturing did return to the (reduced) levels of 1973, man
ufacturing profitability stagnated.31 The German economy was caught in a bind from
which there was no easy exit. International over-capacity in manufacturing and the
rise of German manufacturing costs in international terms had made it ever more
difficult for the German economy to continue to base its growth on manufacturing,
via the increase of manufacturing exports. As has been seen, each apparent solution
to this problem entailed significant costs. Increasing aggregate demand through
deficit spending helped capitalists set up production in new lines. But it had the
drawbacks both of allowing high-cost, low-profit firms to remain in manufacturing
and of making it more difficult to control wage costs. Restricting the growth of
demand would force more rapid exit from manufacturing, but it would make entry
i nto new lines more risky and therefore more difficult. It would also tend to reduce
wage growth and improve manufacturing competitiveness, as well as ease the shift
into services by helping to make up for the generally more limited potential for any
given investment to bring about productivity growth outside manufacturing than
within it. Given their traditional attachment to anti-inflation and 'sound finance', it
was not at all surprising that, like their Japanese counterparts, the German author
i ties soon gave up on their brief experiment with Keynesianism-basically imposed
u pon them by the Americans-in favour of what turned out to be a long-term com30

A

greater increase in service employment through the creation of low-wage, low-productivity jobs

wos prevented, i t should be emphasized, by the ability of the German labour movement to extend its purview

lu i n cl u d e the se rvi ce sector and more generally to resist this trend. Virtually all of the increase of service
Hl'Ctor e m p loy me n t between 1 973 and 1979 took place in FIRE (finance, insurance, and real estate) and vir
l u o l l y none of it i n low-productivity retail trades, and the same pattern would persist through the 1980s.
C k-rs h d al., The Fading Miracle, pp. 199, 201-2; M. C. Burda and J. D. Sachs, 'Assessing High Unemployment
In We�t C •r·many', The World Economy, val. xi, no. 4, 1988.
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mitment to austerity and tight credit.32 With the US turn to monetarism from 1979,
and the onset of the second oil crisis at about the same time, Germany, too, put on
the brakes, sharply limiting the supply of credit and entering, with the rest of the
world economy, once again into recession.

4. Recession Once More
The process that precipitated the international recession of 1979-82 attested to the
persistence of the manufacturing over-production and over-capacity that lay behind
the long downturn, and demonstrated how little distance the world economy had
come toward recovery. Over the course of the 1970s, the growth of US federal deficits,
acconunodated by easy money, and supplemented toward the end of the decade by
German and Japanese government deficits, made possible the explosive growth of
private debt and thereby a whole new phase of otherwise unsustainable manufac
turing-centred growth along the lines established at the end of the 1960s. In thus
maintaining, both in the US and internationally, a growing mass of redundant high
cost, low-profit firms that would otherwise have gone out of business, this further
expansion of credit kept the economy turning over in the short term, but also pre
vented that reduction in aggregate costs of production and improvement in
mark-ups over costs that were needed to restore profitability in the longer term.
Manufacturers in all three leading capitalist economies took advantage of the
new phase of debt-based subsidy to demand to improve and grow. With the help
of reduced real wage growth, dollar devaluation, lower real interest rates, and
lower dividends, US producers launched a decade-long drive to strengthen man
u fa turing competitiveness and restore manufacturing profitability. At the same
t i me,
rman and Japanese producers pursued new expansions along the old,
xp t "t- ba s d l i nes, although to accomplish this, even with the artificial inflation
o f m r ke ts, they were obliged to directly exacerbate systemic over-capacity
and over-prod uction by accepting reductions in manufacturing profitability.
Symptomatically, between 1973 and 1979, whereas profitability in the manufac
turing sectors of the G-7 economies taken in aggregate fell by another third, it fell
by less than 8 per cent in the non-manufacturing sectors; over the same period, th
average annual growth of the capital stock, compared to that between 1965 and
1973, fell by one-third in aggregate G-7 manufacturing (to 3.8 per cent from 5.8 p r
cent), but barely at all in non-manufacturing (to 4.5 per cent from 4.95 per cent).33
The recovery of the economy outside manufacturing was clearly limited by th
sharp fall in the demand for its goods that resulted from the slowdown of growth
and investment in the manufacturing sector. Non-manufacturers could never th less do much to overcome the earlier (relatively limited) reduction i n th i r
p ro f i t a bility, simply b y holding down the growth of wages. For those w i t h i n
manufacturi n g, however, th e condi li ons d ete rmining their profi tab.i l i ty were i n ri t
i a l respects beyond their control: a l l were underm :i ned i .11 their i nd i v i d ua l pur u i t
o f b t t r ret u rn s by t h general refusal t o s i g n i fi a n t ly red u e om m i t m
l i ne o f produ t ion I sp i t ·• sh rply r du ed profi t abi l i ty .
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Figure 1 1 . 1 . Relative u n it l a bour costs: US, Germany, and Japan,
1 9 7 5-95.
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for reduced profitability apparently greater, the US economy was obliged, over the
years 1975-79, to incur record trade and current account deficits. The resulting debts,
like the earlier ones, could never be paid back. As they had at the end of the 1960s,
and again in the early 1970s, the German and Japanese manufacturing economies in
the mid to late 1970s accepted payments in dollars for their exports that could neither
be made good in purchased US imports, nor redeemed at the exchange value at which
they had been purchased. Further dollar devaluation was thus inevitable.
The fact remains that few major economic players outside the US could regard
a new collapse of the dollar with equanimity. As holders of enormous dollar
reserves, built up through years of current account surpluses and of interventions
to buttress the US currency in the interest of the competitiveness of their own man
u facturing sectors, the German and Japanese governments stood to sustain
enormous losses, as did many of their private citizens. To make matters worse, with
every new decline of the dollar, the manufacturing sectors of the export-dependent
German and Japanese economies saw their economic prospects darken. At the time

of

the

collapse of Bretton Woods, neither of these surplus-accruing economies had

much of a basis for protesting the devaluation of the dollar, for both had profited
m i ghtily from years of under-valued currencies and had little choice but to accept

sorne a d j u stment to the system. Yet, neither Japan nor Germany nor Germany's

Eu ropean t ra d i ng partners-nor the oil exporting economies who did their busi
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alternatives to the dollar as the main currency for international transactions.34
The rising international opposition to the US policy of benign neglect, with its
attendant inflation and dollar devaluation, coincided with that of US international
bankers, who not only disliked-as did US multinationals-the growing instability
in the currency markets, but regarded any threat to the dollar's status as the key
currency as a threat to their business. US domestic financiers, hard-hit by rising
prices throughout the 1970s, also naturally joined the ranks of opponents of US
'fiscal irresponsibility'. The US government, for its part, had throughout the
postwar period placed a high priority on defending the interests of its international
bankers. Even while it had, during the 1960s, restricted capital exports to defend
the dollar, it had sought to compensate them by neglecting to regulate the
Eurodollar market, and, as business conditions had become more difficult during
the 1970s, it had moved to eliminate all capital controls.
Still, had the US government's expansionary macroeconomic policies yielded
positive results, it is quite conceivable that even the powerful coalition of interna
tional and domestic interests arrayed against it would have failed. But, with
profitability failing to recover and wages stagnating in the face of rising inflation,
enthusiasm for traditional demand-side policies was waning, while the political
clout of its most fervent advocates, namely the labour movement, was rapidly evap
orating. The way was open for a major change of perspective. Almost unbelievably,
it was now the US which was obliged to accept a programme of 'stabilization', and
the result was something of a revolution. Led by US Federal Reserve Board
chairman Paul Volcker, the advanced capitalist governments gave up on
Keynesianism and turned instead to monetarist tight credit and so-called supply
side measures aimed at cutting costs. In a sense, the new macroeconomic austerity
retracted the debt-based subsidy to demand that had been keeping the world
economy turning over in the face of manufacturing over-capacity and over
production, and made renewed deep recession unavoidable.35

C h a pter 1 2
T H E US C O U N T E R- O F F E N S IVE

At the start of the 1980s, the international economy had not begun to transcend the
long downturn, held back as it was by further reduced profitability resulting from
ongoing over-capacity and over-production, focused on the manufacturing sector.
The Reagan-Thatcher revolution advertised itself, in this context, as confronting
the underlying economic problems that Keynesianism had papered over and per
petuated. Through a policy of restriction of credit and of government borrowing,
it proposed not only to bring down wage growth, but also to destroy that ledge of
high-cost, low-profit firms that had been maintained by the Keynesian-based explo
sion of credit in the 1970s, and which stood in the way of the restoration of average
aggregate profitability. By removing the supply-side burdens on capital ostensibly
constituted by over-powerful trade unions, excessively high wages, burdensome
taxes, and too much government regulation, it sought to further raise profitability
for the firms that remained. The strength of Reaganism-Thatcherism was located
in its at least implicit attack on the international economy's very real problem of
over-capacity leading to reduced profitability. But its weakness was to be found in
the inherent crudeness of its methods for accomplishing this, in particular its ability
to affect the economy only at the aggregate level. Its results were therefore rather
different from what its advocates had intended.
From 1979-80, the advanced capitalist countries implemented an unprecedented
curtailment of the growth of credit, while simultaneously committing themselves
to a long-term programme of reducing state expenditures in the interest of reduced
state deficits. This programme did precipitate a sharp intensification of competi
tion and, in so doing, put out of business many of those high-cost, low-profit firms
which had hung on through the 1970s. But in making for such a drastic and undif
ferentiated reduction in the growth of demand in the aggregate, monetarist
measures could not but create problems that were the opposite of those of
Keynesianism. Because they reduced demand in the aggregate, they indiscrimi
nately eliminated the purchasing power required for the survival of all firms
(whether cost-ineffective or not), and set off a downward deflationary spiral that
was hard to control. For the same reason, they also failed adequately to confront
t he problem of over-capacity and over-production which was essentially confined

to the manufacturing sector: in contrast to Keynesianism, by restricting demand
red i t they reduced the ability of high-cost, low-profit producers to survive,
b u t mad i t more d i ffic u l t for producers to establish themselves in new lines.
s v the economy only by destroying it. By the
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a large-scale and extended process of industrial shakeout, and the resulting
weeding-out process and its sequels ultimately did work to rationalize the US man
ufacturing sector. But, in striking an international economy profoundly vulnerable
to shocks due to its much reduced profitability, this same deflationary binge also
precipitated the worst recession since the 1930s, pushing the US economy in par
ticular to the brink of collapse, and forcing the authorities to back off from their
draconian policies. Disillusioned by their previous (in their own view, misguided)
attempts to augment domestic demand, the German and Japanese governments
(with a number of major lapses) persisted through the 1980s and beyond with tight
credit and fiscal austerity. Their goal, as in the past, was to reduce domestic costs
so as to revive the economy through increased exports. Most of the other govern
ments in the advanced capitalist world followed suit. But the US Federal Reserve
did the opposite: to bail out the economy, it began to make up for the attempts by
its counterparts abroad by at least partially easing up on the supply of credit, ending
the monetarist experiment in its pure form. Most dramatic, the Reagan administra
tion, which had come to office on a programme of balancing the budget, launched
what turned out to be the greatest experiment in Keynesianism defecit spending in .
the history of the world.
The supply-side programme which accompanied monetarism in the US, high
lighted by record tax cuts, did succeed in transferring enormous sums of money into
the hands of capitalists and the rich from the pockets of almost everyone else. But it
did not lead to the upsurge of investment and entrepreneurship expected by its advo
cates for the simple reason that, given the generally poor investment climate, tax
reductions could not create the anticipated incentives. Yet, precisely because the tax
cuts totally failed to vindicate their advocates' predictions that they would pay for
themselves by bringing about higher growth and thus higher tax revenues, they pro
duced the highest federal deficits of all time. This was in a way fortunate, for major
deficits were evidently necessary to bail out the US, and revive the rest of the world
economy. As had been the case with every recovery from recession from the start of
the long downturn in the later 1960s, economic revival in the 1980s was ultimately
secured through a dose of deficit spending substantially larger than the one before.
Monetarism, it turned out, could not be implemented unless supplemented by

Keynesianism; yet Keynesianism could not but, once again, weaken the thrust of
monetarism, increasing stability but prolonging the downturn and slowed growth.
Reagan's record Keynesian deficits, combined with the Fed's partial relaxation
of its policy of tight money, like the stimulus programmes that preceded them, did
bring about a new and lengthy cyclical upturn. But they could do little to restart
dynamic capital accumulation because they could not address the underlying d i f
ficulties of the international economy. The advanced capitalist economies remained
burdened by manufacturing over-capacity and over-production and thus m ired i n
what continued to b e a heavily zero-sum struggle for over-supplied manu fa turin
markets. This problem manifested itself i n the failure of manufactu r i ng profita b i l i ty
to recover in the US, Germany, Japan, or the G-7 econom i. s ta k n i n aggr gat , an
t u ring s t r
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economies taken together, than in their manufacturing sectors (see p. 142, Figure
9.1). As it had in the 1970s, the stepped-up commitment to Keynesian credit
creation in the US continued to slow down-though it did not prevent-that
destruction of redundant high-cost, low-profit manufacturing producers required
to restore profitability. Moreover, it exacerbated the underlying problem of reduced
returns on investment, since the government's massive accumulation of debt to
fund its record deficits, in combination with the rise of public borrowing throughout
the advanced capitalist world, naturally led to record high real interest rates. This
was because the rise in demand for credit coming from governments was very much
amplified by that coming from corporations and workers, and was accompanied
by the slowdown in the supply of credit that resulted from monetarist restrictive
ness, as well as the reduced rates of savings that were the unavoidable result of low
profitability and low wage growth.
During the first half of the 1980s, ascending real interest rates, plus the soaring
dollar that these interest rates induced, spelled disaster for broad sections of US
manufacturing. Exports fell, imports rocketed, the current account deficit broke all
records, and manufacturing profitability temporarily collapsed. Still, the US man
ufacturing sector did begin to rationalize itself and, with the closing down of many
of its least productive units and the large-scale shedding of labour, its labour pro

'

ductivity growth began to recover. As part and parcel of the same evolution, the
service sector exploded through a vast expansion of low-productivity, low-waged
jobs, facilitated by the unmatched 'flexibility' of the increasingly union-free US
labour market. Meanwhile, with low returns on capital stock discouraging long
term placement of funds in new plant and equipment, money went increasingly to
finance and speculation, as well as to luxury consumption, the way being paved by
an undisguised lurch in state policy in favour of the rich in general and financiers
in particular.
By serving to raise international demand and reduce US competitiveness, record
US budget deficits and the high dollar once again pulled the German and Japanese
economies from their recessions and created the basis for new export-led cyclical
upturns. Yet the high real interest rates in the US and worldwide that wen t hand
in-hand with sharply increased government borrowing ens u red t h a t t h
international economic recovery displayed little dynamism. I n patti u l a r, funds
flowed en masse away from Japan to fund the US budget deficits. One w i ll1. ss d
the extraordinary spectacle of Japanese financiers providing the credit needed by
the US government to subsidize the continuing growth of Japanese exports. US
Keynesianism drove the Japanese boom, but was itself made possible only by
Japanese loans; without advances from Japan, interest rates would have gone
through the roof. It was difficult to determine who was more dependent upon
whom-the US Treasury on Japanese lenders or Japanese manufacturers on US bor
rowers and their demand. What was crystal clear, however, was the degree to which
t he two leading capitalist economies-and thus the world economy as a whole
w re depe n dent upon the historically unprecedented growth of debt in the US and
tl
w i l l ingness of the Japanese to help fund it. What should perhaps have been
equa l l y ob v i ous was that this process was self-limiting. The subsidy of US demand
mud poss i b l by Ja pa n s loans was bound to stimulate the growth of Japanese
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push down the dollar. This would decrease the value of Japanese loans to the US,
undermine the ability of Japanese goods to compete in the US and world market,
and reduce the ability of US purchasers to buy Japanese products.1
By the middle of the decade, the inflated dollar was thus again proving self
undermining, with momentous results. Its eventual collapse set off what turned out
to be a major shift in the pattern of growth among the three leading capitalist
economies. With US current account deficits and German and Japanese surpluses
hitting record levels by the mid 1980s, the exchange rate of the US currency was
poised to take a fall, much as it had between late 1971 and 1973 and again from
1975 through 1978. In the Plaza Accord of September 1985, the leading capitalist
states agreed joint action to force down the dollar. When the relative level of US
interest rates compared to those abroad began to fall soon after, the dollar-which
had already peaked earlier in the year and begun to drift downward-plummeted
and the yen and mark took off, bringing about a major reversal in competitive
advantage and a concomitant realignment of the loci of export growth away from
Japan and Germany and towards the US. This development was further aided by
the effective capping of real wage growth in the US.
US manufacturers, though retaining a much reduced labour force, were now
better able to defend and even improve their position on the world export market;
even so, during the decade of the 1980s they could only very partially restore prof
itability in the face of relentless international competition expressed in ongoing
international over-capacity and over-production. By contrast, faced by sharply
increased relative costs and the much slowed growth of the US market caused by
dollar devaluation, the German and Japanese economies found themselves once
more largely deprived of their export motors, but no more able than previously to
reorient toward the home market and services. The US economy, it should be
emphasized, did not decisively improve its relative performance in international
terms during the decade or so following the Plaza Accord-quite the opposite. But
improved US competitiveness, and the increase in profitability that accompanied
it, were paralleled-as they had been in the analogous periods of the early 1960s
and early 1970s-by intensifying difficulties for the German and Japanese
economies.
The Intrusion of East Asia

The problems that resulted from ongoing over-capacity and over-production in
manufacturing among the advanced capitalist economies were exacerbated during
the decade of the 1980s by the accelerated intrusion of the four Asian NICs, and
East Asia more generally, into the world market. East Asian exports became pa r
ticularly disruptive at this juncture, because they continued to grow very rapidly
at a time when the growth of the world economy in general and of world trade .i n
particular was slowing, and when the leading capitalist economies were a i r ady
struggling with over-supplied manufacturing markets. W he reas J a p a n had
increased its share of world exports from 0.9 per n t to 6.0 b t we n 1 950 and 1 97 ,
the four Asian NICS i n c reased th i r o m. b i n d sh r fran 1 .2 p r n t to .4 p r
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cent between 1965 and 1990. By 1990, the share of world exports of goods held at
this point by all of non-OPEC, non-Japanese Asia had risen to 13.1 per cent, higher
than that of the US (11.7 per cent), Germany (12.7 per cent), or Japan (8.5 per cent).
In the immediately preceding years, the four East Asian NICS had not only stepped
up their export of heavy industrial, capital-intensive commodities, but also begun
to venture into technology-intensive lines. They therefore levied a particularly
heavy toll on US manufacturing in the period up to about 1986, when the latter was
crippled by the revalued dollar; when the dollar fell and the yen rose after 1985, it
was Japan's tum to feel the pressure.2
Because their currencies were generally pegged to the dollar, the Asian Gang
of Four, as well as the newly emerging economies of Southeast Asia, particularly
benefited from the precipitous decade-long rise of the yen against the dollar fol
lowing the Plaza Accord of 1985. Indeed, by moving into markets previously held
by the Japanese, both in North America and in Asia itself, they were able to
achieve, for a full decade from 1985 through 1995, otherwise inconceivable gains
in exports that made possible otherwise inconceivable gains in manufacturing
output, as well as the attraction of otherwise inconceivable flows of overseas loans
and foreign direct investment. Yet much of the increase in exports from East Asia
actually came from Japanese multinationals, which, sparked by the high yen, relo
cated significant portions of their production facilities in Southeast Asia, bringing
with them their networks of suppliers. Indeed, by continuing to progress up the
product cycle and by improving technology even in supposedly standardized
manufacturing lines, the Japanese economy was able to make good use of East
Asia's dynamism to aid in its own process of adjustment to what was in effect
much higher priced labour. By gaining markets in East Asia for its technology
i ntensive capital and intermediate goods, Japanese manufacturers more than
compensated for losing to Asian-based producers some of their former share in
the trade in labour- (and to an extent capital-) intensive goods. Meanwhile, they
p rofited handsomely in the latter trade through the rising exports of their multi
nationals based in Malaysia, Thailand, the Philippines, and Indonesia into the
North American market.
By the time a new cyclical downturn hit the international economy in 1 990-9 1 ,
neither the US, nor Germany, nor Japan, nor the G-7 economies taken together, had
come close to transcending the long downturn, because the problem of over-capacity
a n d over-production in manufacturing remained unresolved. Profitability in man
ufacturing failed to rise much above its level of the later 1970s (at which point it had
f a l len below its already sharply reduced rate of 1973) in the US, German, and
Japanese economies, and in the G-7 economies taken together. As a result, prof
i ta b.i li ty in the private business sectors of these economies was kept from recovering
1 11-1 welL ln keeping with the failure of manufacturing profitability to rebound, the
)o;I'OWth of both manufacturing output and capital stock fell substantially further, by
nbo u t 33 per cent and 25 per cent respectively in the G-7 economies in aggregate
d u ri n g the years 1979-90, compared to the years 1973-79.3 (See p. 142, Figure 9.1.)
2

:1

lE

l. , Economic O u tlook,

A i'lliMt l'!lng et

'I' hi :\.�.

no.

60, December 1996, p. A49, Table 46.
p. 365, Table A5; OECD, Historical Statistics 1 960-1995, p. 52,

I . , Cnpltnllmn Since '1 945,

1 92

THE ECONOMICS OF GLOBAL TU RBU L E N C E

A US Comeback?

During the cyclical recovery of the first half of the 1990s, the divergence that had
begun to open up during the second half of the 1980s in the economic trajectories
of the US economy, on the one hand, and those of Germany and Japan, on the other,
was accentuated, with potentially far-reaching implications, not only for their own
subsequent developmental patterns, but for the world economy as a whole. But the
fact remains that the economic performance in these years of the three leading cap
italist countries, and of the advanced capitalist world more generally, was even
worse than it had been during the comparable upturn of the 1980s, which had itself
been somewhat less good than that of the 1970s.4
In the US, the sharp cyclical downturn and slow recovery of the early 1990s
precipitated a new round of industrial shakeout, which continued the work of
the deep recession and overvalued dollar of the early 1980s. Through ongoing
downsizing, outsourcing, reorganization of the labour process, and speed-up
and only in small part through investment growth-the US manufacturing sector
was able not only to maintain, but actually to step up, its already improved rate
of productivity growth. Meanwhile, on the basis of a decade-long stagnation of
wages and a stunning collapse of the dollar against the mark and the yen, it also
achieved a major long-term improvement in competitiveness, making possible a
substantial increase in the growth of exports. The outcome was of major signifi
cance: during the first half of the 1990s, US manufacturing secured a decisive
improvement in its profitability, the rate of profit on its capital stock rising above
the level of 1973 for the first time since the start of the long downturn, though
falling short of its 1950s and 1960s peaks. The way was thus opened for a true
recovery of the profit rate in the economy as a whole, for, outside of manufac
t u ring, profitability had not fallen all that much initially, had made certain gains
i n the later 1970s and first half of the 1980s, and, as long as wages remained so
i mmobile, had a clear path toward restoration by way of even modestly increasing
productivity. For the years 1990-95, the major macroeconomic indicators-output,
investment, productivity, and wage growth-were even worse than for the years
1979-90. Nevertheless, because a revival of profitability had been set in motion,
there beckoned the possibility that investment growth could be sustained and the
level of economic performance, at least in the US, decisively improved. (See p. 109,
Figure 8.1.)
In sharp contrast, the still very large and central manufacturing sectors main
tained by both the Japanese and German economies, which by virtue of th
vertiginous rise of the dollar had managed during the first half of the 1980s to pa r
tially avoid the reckoning with international over-production that had begun t
be imposed on their US counterpart, faced deepening crisis. When the mark an
the yen began their long, steep ascent following the Plaza Accord-wh i l w g
continued to creep up-they were obliged to confront even more serious t h r t
to their fundamental, export-driven mechanisms of gro w t h t ha n d u r i ng th pr •
vious periods of dollar de v a l u a t i o n b t w n 1 969 and 1 73, and 1 975 nd 1 978,
In Japan, the i n t rod u t i on o f
n w h
f u l t ra - , y r d i t from 1 8 w !I
s u ppos d t o on 1 '11 t ' for t h ' f II in l n t •rn t i ona I d •m nd 0 1 d t u n th • w h l i ·
h lnw, p. 2
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economy towards the domestic market. But what it actually precipitated was
something like a re-run, in even more accentuated form, of the progression from
speculative boom to bust that one had witnessed in the early 1970s-a half-decade
'bubble economy' through 1990-91, which issued in Japan's longest and deepest
recession from 1991 through 1995 and beyond. In Germany, the collapse of oil
prices, the short-term easing up on credit and on fiscal stringency in the wake of
the crash of October 1987, and the huge increase in state spending to integrate the
former GDR brought about an analogous, though less spectacular, chain of events
to those in Japan-particularly an ultimately inflationary boom from the end of
the 1980s through 1991, followed by what was also Germany's worst postwar
cyclical downturn.
In this context, the refusal of the US government under Clinton to resort to
deficit spending to reflate the US and world economy following the recession of
the early 1990s, breaking a pattern going back to the 1960s, constituted a turning
point. Not only did it very much exacerbate the economic problems facing
Germany and Japan, but, by profoundly intensifying the already existing, long
standing and powerful, systemic trends toward the reduction in the growth of
demand, it could only, in the absence of a sufficient countervailing trend to
increased investment growth, exacerbate the problem of systemic over-capacity
and over-production in manufacturing.
From the start of the long downturn, real wage growth throughout the advanced
capitalist world had progressively decelerated, and shrank toward disappearance
as the 1990s progressed. Wage repression was supposed, of course, to raise prof
itability to prepare the ground for a new investment boom. But that investment
boom never appeared, in part because the problem of over-capacity and over-pro
duction in international manufacturing persisted, in part because gains in
profitability were counterbalanced by rising real interest rates. As a result, the
macroeconomic tightening unleashed throughout most of the advanced capitalist
world by monetarism was bound to intensify the problem of demand that was
resulting precisely from slower investment and slower growth. Over the course of
the 1980s and the first half of the 1990s, as wage growth and then unemployment
growth fell, public credit was increasingly restricted and the increase of govern
ment spending and the size of government deficits were progressively reduced,
t ending to strangle the world economy.
During the 1980s, thanks to Reagan's record-smashing budget deficits, the US
virtually single-handedly prevented the ever more bitter monetarist medicine from
ta king htll effect. Through the length of the downturn, the expansion of govern
ment credit had fallen steadily. Having ranged from 12 to 18 per cent between 1973
a n d 1 979, the annual increase of the money supply for the US, Germany, Japan, the
U K, and Canada taken in aggregate had ranged from 7 to 12 per cent between 1982
a n d 1 990, a n d from just 2 to 6 per cent between 1992 and 1997.5 However, in telling
·on t rast, the average annual growth of real government final consumption expen
d i t ur for t h
-7 economies in aggregate pretty much maintained itself, slipping
to 2.2 p r e n t b t ween 1 979 and 1 989 from 2.4 per cent between 1973 and 1979. The
�

N w

W . Wolm

11 nn

nrk I W7, p. I �

I
,

A . . ol llWH
l'llltlr<• 7.2.

,

Tho:

fiidn•

£cono111y: T/u: Tri111111'h of Cnpilnl n11rl the

Belmttnl of Work,

1 94

THE ECONOMICS OF GLOBAL TU R B U L E N C E

limited extent of this decline was made possible entirely by the US, where, as a
result of Reagan's runaway military spending and tax reductions, a new round of
Keynesianism reduced the bite of monetarist austerity. In the US, the average
annual growth of real government final consumption expenditure thus increased by
almost 50 per cent between 1979 and 1989, compared to 1973-79, making up for the
substantial reductions in the other six G-7 economies (outside of Italy), where the
fall-offs ranged from around 33 per cent in Canada and France to 47 per cent and
57 per cent respectively in Japan and Germany. But, when the US under Clinton
joined the international consensus behind fiscal as well as monetary constriction
at the very time when Europe was further tightening the noose both on the supply
of credit and the growth of state expenditures in the run-up to monetary union
demand emanating from governments throughout the advanced capitalist world
collapsed. Between 1989 and 1995, monetarist austerity thus finally took full effect,
as the average growth of real government final consumption expenditure in the US
fell almost to the point of disappearance, to 0.1 per cent per annum, with the result
that the average annual growth of real government final consumption expenditure
for the G-7 economies in aggregate in these years, compared to that for 1979-89,
fell 60 per cent to 0.9 per cent.6
Taken in combination with the longer term trends toward reduced profitability
and slowed investment growth, the macroeconomic squeeze had predictable con
sequences. During the years 1990--96, the average annual growth of GDP in the US
and G-7 economies taken together fell by 25 per cent and 45 per cent, respectively,
by comparison with the years 1979-90. Largely as a consequence of the fall in aggre
gate demand, all of the world's leading manufacturing economies found themselves
obliged to sharply step up their manufacturing exports, to seek an exit from the
recession . In the eight-year economic upturn of the 1980s (1982-90) that followed
t h e early 1980s recession, the growth of GDP in the OECD economies in aggregate
averaged 3.7 per cent per annum, while the increase of exports averaged 5.0 per
cent per year. But in the five-year upturn (1992-97) that followed the recession of
the early 1990s, whereas the average annual growth of GDP in the OECD economies
in aggregate fell to just 2.4 per cent, the average annual growth of merchandise
exports jumped to 7.1 per cent, undoubtedly exacerbating the already existing trend
toward over-capacity and over-production in manufacturing. In view of the impres
sive rebound in profitability secured by US firms during the first half of the decade,
a US-led international recovery could not be ruled out. But, unless a boom in invest
ment materialized and sustained itself in the US during the second half of the 1990s,
the world economy risked deeper stagnation, and perhaps worse.
1 . From Reagan to Clinton: Transcending the Long Downturn?
From the end of the 1970s right through to the present, the US economy has pursued
a complex and profoundly contradictory path. Despite the much ballyhooed Reagan
and Clinton 'booms', actual economic performance has been poor: each of the long
cyclical expansions, first of the 1980s and then of the 1 990s (through 1 997), was 1 s
vibrant than the one that preceded i t . Neverth l ss, t he l J
onomy u nd rwent
a major transformation, w i t h fa r-r a h i ng posi t i v i m p l i u t i< n. for a p i t u l . Th
o
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b usiness climate was profoundly improved by the long-term weakening of labour
.1nd two decades of close to zero real wage growth, an exceptionally long period of
•·ver-deeper devaluations of the dollar against the currencies of US producers'
leading overseas rivals, and a series of administrations more unapologetically pro
r<�pitalist in every aspect of policy than had been seen since the 1920s. In the wake,
moreover, of two serious recessions and extended periods of tight money, a great
mass of redundant means of production, especially in manufacturing, was finally
fnrced out by gales of 'creative destruction', better known as downsizing. Above
t i l l , as the decade of the 1990s passed its midpoint, profitability finally rose deci
� i vely above its highest previous levels of the long downturn, surpassing the point
tu which it had fallen in 1973 and trending upwards.
Reaganomics
l ly the summer of 1982, the US economy, subjected to the monetarist medicine since
l l J79, was reeling from the resulting recession. Pulled down by record high real
int erest rates, capacity utilization plummeted and manufacturing profitability fell
!10 per cent below its level of 1978, leaving it 54 per cent below its level of 1973 and
more than 70 per cent below its level of 1965. Unemployment (at 11 per cent), bank
l' u ptcies, and bank failures reached levels hitherto unapproached during the
postwar epoch. With the Latin American debt crisis threatening the viability of
/\merican's biggest banks and a collapse into depression a real possibility, Paul
Vulcker unceremoniously put an end to the experiment in what might be called
l ' u re monetarism, and let the growth of credit accelerate.7 One year previously,
Ronald Reagan had morphed himself into the greatest Keynesian in history. With
t he enthusiastic support of the Democrats, he had initiated a series of enormous
r u ts in taxes for the rich and combined these with major increases in military
�f cnding, setting off a record increase in federal borrowing. Meanwhile, with its
n· p ression of the air-controllers' strike (effectively destroying their union, PATCO),
I he government gave the go ahead for the still further ratcheting up of the
<'111p loyers' assault against labour, and real compensation ceased to grow until the
�t·cond half of the 1990s. With demand and thus capacity utilization growing
m p i d ly, labour costs held down and tax payments reduced, the economy entered
' ' new and lengthy cyclical upturn.
Over the course of the 1980s and beyond, the economy of the US continued to
d i;.;f lay its superiority over those of other advanced capitalist countries most deci
u i vely in its capacity to control wage growth, as the employers' offensive against
l tl l lour, originating as far back as the end of the 1950s, reached something of a cul
l l l i na t ion. Employers had been stepping up their very long-term assault on workers
' ' "d u n ions from the time of the deep, oil crisis recession of 1974-75, immensely
, t i d ed by the government's programme of deregulation in such industries as
l l ' l tl.' k i t g, a i rl i nes, railroad, and telecommunications, where regulated prices had
h i t hl' r t o g nerally allowed higher wages. But the repression of PATCO, coming as
I t d i l i n t he m i d s t of the worst US slump since the 1930s, represented a turning
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point, as was immediately recognized at the time.8 During the years 1975-81, th
number of union recognition elections organized by the labour movement had aver
aged about 7,100 per annum (6,858 in 1980), but in 1982 that number nose-dived to
3,561 and failed to recover during the remainder of the decade, averaging 3,463
between 1982 and 1987. By 1982, moreover, approximately one-third of firms in
which a majority of workers voted to unionize were refusing to sign a collectiv
contract, effectively reversing the supposedly lawful election. Whereas the absolute
number of union members had held up reasonably well into the mid-1970s, despite
the ongoing decline in the percentage unionized, it now plummeted at average
annual rates of 817,000 between 1979 and 1983 and 361,000 between 1983 and 1987.
In 1982, meanwhile, despite-or perhaps as one major cause of-the sharp decline
in the number of union elections, unfair labour practices committed by management
during organizing drives continued to massively increase, reaching an average of
7.45 per election, compared to 4.0 just five years previously in 1977 and 1 .8 in 1960.
Almost unbelievably, over the second half of the decade, the ratio of the number of
individuals fired in campaigns to win union recognition to the number voting at
the end of those campaigns reached 14 per cent, or about one in seven. During the
years 1982-90, the average number of strikes annually involving 1,000 or more
workers fell to around 60, compared to 142 for the years 1979-83, 280 for the years
1973-79, and 325 for the years 1950-73. Workers involved in these strikes repre
sented, on average, just 0.04 per cent of the labour force's total work time, compared
to 0.11 per cent for the years 1973-79 and 0.16 per cent for the years 1950-73.
Unionized workers as a percentage of the private sector and manufacturing labour
forces, at levels of 28.5 per cent and 38.8 per cent, respectively, as recently as 1973,
dec l ined, by 1990, to 12.1 per cent and 20.6 per cent, respectively (see p. 64, Figure
4.2).9
Slipping downward more or less continuously from the late 1950s, wage growth
plumbed new depths in the 1980s. Between 1979 and 1990, real hourly compensa
tion in the private business economy grew at an average annual rate of 0.1 per cent.
The trend in these years for hourly real wages and salaries alone (excluding bene
fits) for production and non-supervisory workers was worse, falling at an average
annual rate of 1 per cent. At no time previously in the twentieth century had real

8 Note the following contribution by Paul Volcker, then head of the Federal Reserve, to a National Burea u
of Economic Research roundtable on American economic policy in the 1980s, held in 1990: 'Volcker added
that, in his view, the most important single action of the administration in helping the anti-inflation fight was
defeating the air traffic controllers' strike. He thought that this action had had a rather profound, and, from
his standpoint, constructive effect on the climate of labor-management relations, even though it had not been
a wage issue at the time.' M. Feldstein, ed., American Economic PoliCij in the 1980s, Chicago 1994, p. 162.
9 G. N. Chaison and D. G. Dhavale, 'A Note on the Severity of the Decline in Union Organizing Activity',
Industrial and Labor Relations Review, vol. xliii, April 1990, p. 369; H. S. Farber, 'The Recent Decline of
Unionization in the United States', p. 919; R. B. Freeman and M. M. K l einer, 'Employer Behavior in the Fa
of Union Organizing Drives', Industrial and Labor Relations Review, vol. xl iii, A pri 1 1 990, p. 351 ; 1- /rmdbook of Labor
Statistics, BLS Bulletin 2340, August 1989, p. 543, Tabl e 1 40; E. E. Jacobs, •d., 1·/nndbook of US Labor Slnlisli s,
Lanham 1997, p. 287 (After 1 980, gove rnm nt strike I t·a is avail ble only for walkout·s involving one t hou·
sand or more workers; after "1 989, th Bureau of L bor t t iAtl 8 dlsc< mth,u , j pub II tion of th • Handbook of
l.11bor Stol.islics, whi h was revived by prlv�t • publlMI ''" I n I Y\17); L •u Tmy n<.l Ndl :h • f l l n, MS U11/on
Sourcebook, Nlt•mbershi/J, FJ,.rnnce�, 1rur/ 11rr, I lrrc•lor!l, W •I lt'n11M� I 'll!�, 'I' bl•• �.li:l; IlLS, /:1111'/nyno•u/ 11111/
Enmln8"' vo l , x xlx, jonu ry I 2, p. 229; Qn�l vnl, xllv, I IHI y I W1, p, 2 1 I . I wl•h to l hnc1k M k� < :o l d fl ld
for •' 'I· I IYI11Ji i1W w l t h t lw d I lll l h mtmh�r• vol l njl h 1111lo11 I <'i h m• •ll1 1 1 h� c un h � II�M lly dl•rh rM Ll.
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wage growth been anywhere near so low for anywhere near so long.
While upward pressure from wages on profits was thus reduced, downward
pressure on profits from taxes was also alleviated. Tax cuts were, of course, the
entrepiece of the supply-side revolution. High tax rates ostensibly reduced the
incentive to invest and to work; lowering them was supposed to unleash a new
•ra of accumulation and innovation. The Economic Recovery Act of 1981 reduced
t a x rates on corporations and greatly liberalized depreciation benefits. After falling
as a proportion of profits from 47.5 per cent to 35 per cent during the Kennedy
johnson administrations, the rate of taxation on non-financial corporations had
averaged around 40 per cent between 1967 and 1980. But between 1980 and 1990,
as the effect of more accelerated depreciation allowed by the new tax legislation,
as well as the sharp increase in the proportion of (tax deductible) interest payments
in total profits, taxes as a proportion of profits fell far lower, averaging just 26
per cent.10
As a result of the cuts in taxes and the simultaneous increases in military
spending, the federal budget deficit as a proportion of GDP broke all records,
averaging 4 per cent over the course of the 1980s (over 5 per cent for 1982-87), com
pared to 2.3 per cent for the 1970s and 1 . 1 per cent for the 1960s. The explosion of
the federal deficit established the basis for an historic increase in private borrowing
of all types-an increase much facilitated by the profound deregulation of finan
cial markets that had begun to take place in response to the inflation of the 1970s.
During the years 1982-90, total annual borrowing (public plus private) as a per
centage of GDP rose to an unprecedented peacetime level of 22.1 per cent, compared
to 17.4 per cent for the years 1973-80, 1 1 .8 per cent for the years 1960-73, and 8.5
per cent for the years 1952--QO.U
On the basis of the major turn to federal deficits, as well as the parallel expan
sion of private indebtedness, the US economy, and the world economy more
generally, succeeded during the 1980s in achieving the longest peacetime expan
sion in history. But, it was one thing to make use of the tried methods of federal
debt creation to secure a modicum of growth of output, given the huge amount of
u nused capacity and high unemployment that initially prevailed; it was quite
another to achieve a new secular boom. Transferring enormous sums of money
to the wealthiest owners of the means of production turned out to be easy;
but inducing these capitalists to accumulate and innovate proved exceedingly
cl i fficult.
Although during the course of the expansion, the rate of profit for the private
b usiness economy rose substantially from its deeply depressed levels of 1982,
it failed, even at its height in 1989, to quite reach its previous post-oil crisis
peaks, attained during the cyclical upturn of 1975-79, or to rise above its level
of 1 973. But this was only part of the story. Federal deficits were so huge that
U lenders could not come close to funding them. It was only the fortuitous and
u nexpected entry by the Japanese into the money market that bailed out the
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government and prevented a bond-market crash. Japanese lenders funded
perhaps one-third of the federal debt throughout the 1980s.12 Even so, real interest
rates hit their highest levels for a period of comparable length in at least a century,
rocketing to an average of 5.8 per cent for the years 1982-90, from an average of
minus 0.1 per cent for the years 1974-79 and about 2.5 per cent for the year
1960-73.13 The actual incentive to invest was thus significantly lower than indi
cated by the profit rate itself.
With the profit rate so reduced and the interest rate so elevated, investment
growth was bound to fall. Between 1982 and 1990, the average annual growth of
the net capital stock in the private business economy fell to 2.9 per cent from
3.4 per cent between 1973 and 1979 and 4.3 per cent between 1965 and 1973. Net
investment as a percentage of GDP, having averaged 3.3 per cent between 1950 and �
the end of the 1970s, fell to just 2.3 per cent.14
Productivity growth in the private business economy had already fallen substantially in the crisis-ridden 1970s. With investment growth declining, it failed
to recover in the 1980s, averaging 1 .5 per cent, compared to 1 .2 per cent between 1973
and 1979. At no time during the previous century had productivity growth been so
slow for so long as it was between 1973 and 1990 and beyond. Nor did the growth
of output itself improve. Between 1979 and 1990, private business value added
increased at an average annual rate of 3.1 per cent, which was actually slightly lower
than the 3.2 per cent registered between 1973 and 1979 despite the two oil crises.
In the 1980s, there was much talk of a 'Reagan Boom' and economic turnaround .
In reality, the economy showed less vitality than in the much-maligned 1970s, espe- '
cially when one takes into account the two major waves of high oil prices that
underm ined growth in the 1970s and the collapse of oil prices that promoted growth
in the l ater 1 980s.
1

I

Clinton's Deflation

Nor, when viewed in all its aspects, was the economy's performance over the length
of the cyclical upturn that extended through Bill Clinton's first administration and
into his second better than that of the Reagan-Bush years. The fact remains that
during the middle third of the 1990s, profitability did begin to rise above its pre·
vious highs of the period of the long downturn, and the economy did begin t
accelerate noticeably in terms of a restricted number of key indicators, particularly
the growth of investment. Whether, and for how long, it would maintain thi
momentum was the question of the day.
When Clinton assumed the Presidency at the start of 1993, the fierce if short re S·
12 R. Taggart Murphy, The Weight of the Yen, New York 1996, pp. 33-4, 147-SO. It was widel y b l i e ved
at the time that, when the financial markets became cognizant of the combined programme for s pe nd i n g
increases, tax reductions, and (inevitably) federal deficits planned by the government, they would shaq ly
raise interest rates. As Federal Reserve Chairman Paul Volcker later commented, 'The sh ort age of clom·stl
savings was compensated in substantial part by a n enormous inflow of m a i n l y borrowed a p lt-ol fr m
abroad. That inflow was at one point running a! a gr ater rate t han a l l t he p r·sonal savi ngs In I he nlte
States and turned out to be far larger t/ia11 f lind tltougflt pos�ible.' (p. 1 <18, M u rpi•y'll mph Mill.)
13 R. Pollin, ' Destabil i z in g Finan Wors n d t h l11 R
n�lon', halle11gd, v o l . xxxv, n o. 2, M r h-1\ tl
1 992, pp. 1 8, 22. Ac ordlng to Poll n, r nl lnt r ��· rnl N V!•r K�d �.4 J ill'
nt· l •tw · � n I M�O n I '1\129 nd
0.7 p r n t b tw • n I 117 nd t9�.
·1
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�ion that had gripped the economy in the middle of 1990 had been over for eighteen
months. Nevertheless, the economy still showed little life, with output at that point
growing at Jess than half the average rate of the previous five business cycles at anal
ogous points back to 1959.15 But, as a legacy of the years of deficits under Reagan
a nd Bush, the national debt was at an all-time high. Net government debt as a pro
portion of GDP, at 21.8 per cent as recently as 1980, had climbed by 1993 to 46.4 per
rent and, in combination with similar mountains of government debt accrued in
most of the other leading capitalist economies, was placing strong upward pressure
on interest rates.16 There is more than a touch of irony in the fact that, whereas it had
been mainly Republican presidents from Nixon through Bush who incurred the
Keynesian budget deficits that kept the US and world economy turning over during
l he length of the long downturn, it was a Democratic chief executive who made the
(irst major effort since the 1950s to balance the federal budget, ignoring the defla
t ionary consequences. Still, the fact remains that Clinton did confront a potential
double bind. Unless he sustained federal deficits to stimulate demand, the cyclical
upturn could be expected to limp along. But, if he took on more government debt
by incurring major budget deficits, interest rates might go through the roof. This was
'�specially so since, at the very moment Clinton assumed office, Japanese investors,
facing mounting obligations at home as the Japanese economy fell into deep reces
sion, were withdrawing their funds from the US market for Treasury Bonds, ceasing
for the time being to fund the long-term government debtP
Clinton initially proposed a very mild stimulus package of $16 billion, but even
t h is largely symbolic attempt at Keynesian demand management failed to pass
Congress. Making a virtue of necessity, Clinton made balancing the budget the
central goal of his administration, as legislation passed during the summer of 1993
ensured that there could be no increase in expenditures for any programme that was
not elsewhere counterbalanced by an equal decrease. Between 1992 and 1996, the
federal budget deficit as a percentage of GDP fell from 4.7 per cent for 1992-93, to
1 .4 per cent, and virtually to zero in 1997.18 Over the same period, Alan Greenspan
a nd the Federal Reserve complemented Clinton's fiscal austerity by maintaining a
t i ght hold on the supply of credit. To fight the recession of 1990-91, the Fed did intro
duce very major cuts in interest rates, which brought the real cost of short-term
borrowing close to zero and overcame the slump. But the economy had barely begun
lo ta ke off when the Fed turned to tightening once again, raising interest rates on
( o u r occasions between February 1994 and February 1995-by no less than 3 per
rent-because growth was thought to be gaining 'excessive momentum', even
t ho u gh the unemployment rate was still above 6 per cent.19 A turning point had
,·lear.ly been reached. For the first time since the days of Dwight Eisenhower, the
(,·deral government failed to make full use of the Keynesian macroeconomic arsenal
tu overcome recession and assure more rapid growth. Especially since long-term
i n terest rates failed to fall very much, it was hardly surprising that the ensuing
Economic Survey of tlze United States 1992-93, Paris, November 1993, p. 1 1 .
Economic Outlook, no. 61 , June 1997, p. A38, Table 35.
M u rphy, Weigh/ of /he Yen, pp. 272-4.
l ;rouonric Rt"por/ of llw l r·e�ident 1997, Washington, D 1 997, p . 390, Table B-377.
1:1"1111011111 " llr'l""' of /Ill' l'rt·�id<'lll "1 996, WoAhington1 D C "1 996, p . 46. T h· growth of GOP
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Figure 1 2.1. US strike activity, 1 94 7-9 5 (stoppages i nvolvi ng 1 ,000 or
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cyclical recovery in the US-and on a world scale-was, by any standard, rath
feeble at least to 1996 or 1997.
Labour continued in retreat, as union density fell to 10.2 per cent and 17.2 p
cent, respectively, in the private economy and in manufacturing by 1996, and str·
activity declined still further, the number of strikes involving 1,000 or more work·
averaging just 37 between 1990 and 1995.20 Between 1990 and 1996 the avera
annual growth of real compensation in the private business economy was less th
zero.
Even in the face of a decade's worth of the failure of wages to grow, the respon
of investment continued, on average, to be sluggish. Between 1990 and 1996, a
proportion of GDP, net investment averaged just above 2.0 per cent.21 Over the sam
period, the average annual growth of the private business net capital stock fell,
average, to just 2.2 per cent, compared to 2.8 per cent between 1982 and 1990. '
took until 1993 for annual investment to exceed its level of 1989, although from t h
point on it grew rapidly, opening the way to greater economic dynamism i n t h
second half of the decade.
With the capital-labour ratio growing at an average annual rate of 0.9 p r
between 1990 and 1996, compared to an already-low 1 .4 per cent between 1 97 n.
1990, output per labour input could hardly have been expected to tak off. B tw
1990 and 1996, private business sector labour prod u t i v i t y g r w t h av rag d n 'I
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1 . 8 per cent per annum, not much higher than the meagre 1 . 5 per cent i t had aver
aged between 1979 and 1990 and, of course, far lower than the 2.8 per cent it
averaged between 1950 and 1973.
A mild economic expansion was, however, just what the political and economic
establishment wanted. Clinton's budget balancing and the Fed's monetary strin
gency constituted a slow-growth policy, consciously designed to fit the quite
specific needs of the very much altered US economy that had been slowly emerging
over the 1980s and early 1990s. During this period, US capital had become pro
f oundly dependent on close to zero real wage growth, as well as low inflation.
tmployers required the repression of wage growth inside manufacturing to help
counter intense competition from their leading international rivals; they required
i t outside of manufacturing, so that they could increase their profit shares and profit
rates, despite the snail-like pace of non-manufacturing productivity growth. US
ca pitalists needed low price increases as well as low wage increases, because they
had profoundly increased their involvement in finance and in speculation on the
ro�t ock market, and thereby had become exquisitely sensitive to rises in prices that
would undercut their returns from lending, or further push up their costs of bor
rowing for purposes of financial manipulation. Not only did the rate of price
I ncrease plummet but, as emphasized, real wage increases continued to average
11round zero. More than any other single factor, it was the stagnation of wages for
well over a decade that opened the way for profitability in the private business
t•conomy as a whole to transcend, for the first time since the onset of the oil crisis
l't•cession, its levels of 1978 and 1989 and, by the second half of the 1990s, to rise
nbove its level of 1973.
To understand the far-reaching changes that lay behind the palpable improve
l l ll'n t in US economic prospects, if not actual performance, manifested in the revival
of profitability, and to grasp the meaning of the newly arisen framework of US state
poli y, viewing the economy as a whole can take US only so far. An aggregate
j l!'rspective conceals the very different trajectories of the manufacturing and non
l l l!lnu facturing sectors in this period, a divergent evolution that was caused by
l l w major upheavals that were transforming the economy's cha rac ter from the end
of t he 1 970s. Furthermore, it cannot illuminate the decisive lurch toward fi n a n e
l h iH a ls o took place in these years. It was the profound ra tion a l ization o f t he
lllll n u facturing sector, the rise of a labour-extensive low-wage economy o u tside
l1 11 1 11 l l facturing, and the turn to finance which shaped the economy that em erged
1 1 1 ! he m i d 1990s.

lrunsformation Within the Downturn

I lm i 1 1)-; t he 1 970s, it will be recalled, US manufacturing corporations, encouraged
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change their modus operandi if they wished to survive.
Volcker's recession marked the turning point. Between 1979 and 1982, interest
rates rocketed in real terms from less than 1 per cent to 6.5 per cent, and the resulting
collapse of demand delivered a decisive shock to the manufacturing sector, setting
it on a new trajectory. Over these three years, manufacturing output decreased by
10 per cent and capacity utilization fell from 85 per cent to a postwar low of
72.8 per cent; at the same time, manufacturing employment, which had managed
to grow, albeit slowly, during the 1970s to reach its postwar high of 21.2 million,
dropped by a stunning 10.5 per cent to 18.95 million. The economy now paid the
price for its success in fending off bankruptcies during the Keynesian 1970s. By
1982, the annual bankruptcy rate was almost double that of 1979 and it continued
to increase past the middle of the decade.22
Meanwhile, during the years between 1978 and 1985, driven by the rise in interest
rates, the value of the dollar rose at an average annual rate of 1 .75 per cent against
the yen and 5.0 per cent against the mark, helping to bring about an average annual
increase in unit labour costs (in dollar terms) of 4.6 per cent, compared to minus
1 .4 per cent for both Japan and Germany. Already reeling from record costs of borrowing, US firms faced unbearable competitive pressure when the record federal
deficits plus the high dollar opened the way for the explosive growth of imports
from all over the world.
Having increased at an annual average rate of 5.8 per cent between 1973 and
1979, exports grew at an average annual rate of just 2 per cent between 1978 and
1985, actually falling by a total of 13 per cent in the years 1982 and 1983. Over the
same period, having increased from about 15 per cent to 19.2 per cent between 1973
and 1 978, manufacturing import penetration leapt to 33.75 per cent, a jump of more
than 70 per cent, but manufacturing exports as a proportion of manufacturing
output managed to grow by only 16 per cent, from 18.1 per cent to 21 per cent. By
1985, the US current account, in surplus by $5 billion or 0.2 per cent of GDP in 1981,
was in deficit by $124 billion or a record 3 per cent of GDP.23
With the yen so low and the demand for imports so inflated by the rising federal
deficit, Japanese exports to the US took off once again: between 1979 and 1986, they
grew at an average annual rate of 18.2 per cent and increased their share of total
US imports from 12.5 per cent to 22.2 per cent. But that was only half the story, for
this was the period in which the four dynamic Asian manufacturing economies
made their mark on the US market. Between 1970 and 1980, Korea, Taiwan,
Singapore, and Hong Kong, taken together, had increased their share of US imports
by a not unimpressive 50 per cent, from 5.1 per cent to 7.6 per cent. But over the
subsequent seven years, they raised the latter figure by an astonishing 100 per cent
to 15.3 per cent, more than double the share of US imports held by Germany and
higher than the share held by all of the European economies combined. These incur
sions were made all the more devastating because not only Japan, but also the East
Asian NICS, were in these years sharply increasing the proportion of high
technology goods in their exports to the US.
With downward pressure on US prices now reaching unparal l I d it t nsity
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result of deep recession combined with sharpened international competition,
manufacturing profitability could not but cave in, especially given the profound
fall in capacity utilization. Between 1977-78, when it hit its post-oil crisis peak, about
1 1 per cent below its level of 1973, and 1982, when it hit its recession low, the rate
of profit in manufacturing fell by 43 per cent; by 1986, after four years of cyclical
recovery, manufacturing profitability still remained about 19 per cent below its
pre-recession peak. By comparison, profitability in the private business economy
outside of manufacturing, fell by 33 per cent between 1978 and 1982, and by 1986
it had recovered its pre-recession peak. It is by now a familiar story: profitability in
non-manufacturing could rebound because non-manufacturing firms were largely
i mmune from the international competition that held down prices in manufac
t ring. Between 1978 and 1986, costs in non-manufacturing once again rose a good
deal faster than in manufacturing, but these could be offset by increasing product
f rices. The revaluation of the dollar, which sharply limited US producers' ability
lo raise prices over costs on their tradables, was therefore heavily responsible, along
with worsening international over-capacity, for US manufacturers' profitability
problems through the middle of the 1980s.
During the 1970s, corporate managers had sharply cut back dividend payments
nnd tried to invest their way out of the profitability crisis. Firms had benefited,
moreover, from extraordinarily low real interest rates. But, from the start of the
1 980s, the trends were reversed. Stockholders ran out of patience and secured rad1 a l l y increased dividend pay-outs. At the same time, encouraged by the new tax
breaks, which ensured higher returns on unearned income and capital gains, by the
loose enforcement of anti-trust laws, by the deregulation of finance, by the lure of
h i).;her dividend payments, and by the vulnerability of labour, financial manipula
tors borrowed heavily to purchase controlling interest in companies in expectation
of wringing increased returns from them-especially by way of the stepped up
t•xp toitation of labour, the speeding up of depreciation and refusal to invest, the
11hedding of manpower, and downsizing in all forms. Especially in order to pay for
I !Wrgers and aquisitions, firms ended up financing themselves to a much greater
I'X l e n t than previously through debt rather than equity in a period of shar p ly
I n -rea sed real interest rates, and the weight of interest payments on company profits
f\l'l'W accordingly. The outcome was that average annual retained ea rn i ng ( t h
l'l'� i d ue after interest and dividends are subtracted from profits) in the man u fa
l u ring sector fell to just 37 per cent of profits between 1982 and 1990, and 40 per
t'l'l l l between 1990 and 1996, compared to 69 per cent between 1973 and 1979, and
'/''i jWr cent between 1950 and 1965 (see p. 214, Figure 12.5).
W i t h interest rates and dividend payments so high, retained earnings out
' ' ' 1 1 ro fi ts so low, and the investment climate so unpropitious, manufacturing
• t �rporations were obliged to deeply cut investment. Between 1979 and 1990, the
owt•rnge a n n ua l growth of manufacturing net capital stock fell to 1.8 per cent, from
l.h pn • n t during the years 1973-79. Between 1990 and 1996, it fell a bit further,
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cent per annum, just about its average for the years 1950-73. Between 1990 and
1996, it further increased its momentum, growing at an average annual rate of
3.8 per cent, a speed of improvement surpassed during the postwar epoch only
between 1958 and 1965, when manufacturing productivity growth averaged 4.1
per cent.24
In the context of the major reduction in the growth of manufacturing capital
stock, the achievement of significantly increased growth of productivity appears
paradoxical. But it becomes immediately less puzzling once it is understood to have
resulted as much from the removal from operation of outdated and inefficient plant
and equipment-along with the workers who had manned it-as from the putting
into play of state-of-the art plant and equipment, and also as much from unmea
sured increases in labour input achieved through the intensification of work as from
actual gains in efficiency, that is, output per unit of labour input.
The revival of manufacturing productivity growth was prepared during the
recession years between 1979 and 1982. In these three years, manufacturing labour
input, in terms of hours, fell by no less than 13.4 per cent and, as a direct expres
sion of this decline, the average annual growth of the capital-labour ratio leapt to
8.9 per cent. On this basis, labour productivity began to rise at what was in fact an
impressive average annual rate of 2.7 per cent, given that capacity utilization in
manufacturing in these years fell by about 15 per cent.25 Since manufacturing output
and investmentfell at average annual rates of 0.5 per cent and 2.05 per cent, respec
t i v ly, and since bankruptcies doubled, it was evidently much more by shutting
d w n old, inefficient facilities than by opening up new, efficient ones that US man
u fa t u ri ng got i ts labour productivity recovery started.
u ri J g t he remainder of the 1980s and the first half of the 1990s, manufacturers
I< •pt labo u r prod uct i v i ty growing steadily, despite the continuing stagnation of man
t f t u r i ng i nv · s t me nt, expressed in a manufacturing net capital-labour ratio that
W w a t a n a n n u a l a v erage rate of just 1 . 1 per cent between 1982 and 1996,
on par'd to .4 per cent between 1973 and 1979 and 2.7 per cent between 1950 and
1 97 . How was thjs made possible? Part of the answer clearly lies in more or less
ont i nuous 'downsizing'. On the eve of the recession of 1990-91, after the longest
peacetime expansion in US history, the absolute size of the manufacturing labour
force, in terms of hours, was still 4 per cent below its 1979 peak and, by 1996, it
had fallen further, standing almost 10 per cent below that peak. Between 1978 and
1 995, the top 100 US companies laid off, on a net basis, no less than 22 per cent of
t hei r labour force.26 Part of the answer also must lie in the accomplishment of
signi ficant, efficiency-increasing technical advance-secured, for example, by means
of robot ization and the application of computer-aided production and design. Even
so, poss i b ly contributing as much to productivity increase as any other factor was a
n •w form of 'improvement' that came into its own in this era. Known by the omnibus
term ' lean production', this represented the (partial) adoption in the US of Japanes
24
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methods of making labour input more intense, continuous, and effective.
On the shop floor, under the justificatory umbrella of the 'team concept' -and
with the putative aim of raising productivity by means of increasing employees'
skills and their control over the labour process--employers carried out the de
skilling of jobs by breaking them down into their simplest parts. This secured both
the maximum 'flexibility' (or interchangeability) of the shop-floor labour force and
the greatest possible labour input per unit of time. The technique has been illumi
natingly termed 'management by stress', the goal of which is not only to remove,
as far as possible, all 'specialist' labour coming from 'reserve' off the assembly line
(maintenance, repair, housekeeping, quality checking, and the like) and all excess
materials at work stations, but also to make sure all workers labour constantly when
materials are at their station. Initially, teams of managers and group leaders work
on each job and provide, from above, a highly detailed specification of the tasks
making it up. Workers then carry through the same tasks under conditions in which,
to the greatest possible extent, all 'safety nets' in the form of surplus materials and
adjunct workers have been removed. Workers and their teams are not allowed to
let defects pass, to be dealt with at the end of the line-as on the traditional assembly
line-but are required to take responsibility for quality control by fixing each when
it is discovered and, in particular, by tracing the problem back to its source. By
these means, workers, as well as managers, are able to discover which tasks can be
allocated in less time and which jobs need to redesigned, so that the labour force
can be reapportioned in the most effective possible manner. Workers' enhanced
ability to carry out an ever greater proportion of the now-simplified tasks-which
can be called 'polyvalence' only if the most attenuated meaning of term is
intended-is conducive to the same effect. The outcome is neither to substantively
re-skill labour nor increase workers' control (although jobs might become more
varied and less boring), but rather to augment employers' power over production,
with the specific goal of increasing the number of seconds of every minute on the
job that workers are actually working_27 It is often, in addition-precisely due to the
simplification of tasks-to pave the way to further mechanization.
Employers also sought more and more effective labour inpu t th rough out
sourcing operations formerly done in-house. Here the goal, aga i n fol l o w i ng t h
Japanese example, was to be able to pay lower wages than those paid to u n ioniz d
workers, as well as to get around union work rules, by farming out tasks to (often
quite large and technologically advanced) independent suppliers unburdened by
union contracts and work rules. Indeed, the new ideal was, as much as possible, to
employ, directly or indirectly, what have come to be known as 'contingent
workers'-non-union employees who, because hired for a limited period of time
27

For a path-breaking account of the Japanese-style labour process and team production, see M. Parker

and ) . Slaughter, Choosing Sides. Unions and the Team Concept, A Labor Notes Book, Boston 1988, especially
ch. 3. See also J. P. Womack, D. T. Jones, and D. Roos, The Machine That Changed the World, New York 1990,
c"pec.ially chs 3 and 4. These two studies, despite their very different attitudes toward team or lean
pro lu Ho n , offer very similar, mutually corroborating accounts of just what it entails, heaping scorn on
t hose who w i sh fu l l y believe that the new system is bringing about the rise of some sort of skilled,
n u t onomous n o-artisanate. See also M. Parker, 'Industrial Relations Myth and Shop-Floor Reality: The
"T ..,, on •pt" in th e Auto Industry', in N. Lichtenstein and H. J. Harris, eds, Industrial Democracy in
l\ 111t'ri<•11, The Ambiguous Pron�ise, New York 1 993; H. haiken t al ., 'The Work Process u nder More Plexible
l 'ruduct on', htdttsl rinl Hd11tions, vol. xxv, Spl'inJ' WRI\.
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or to complete a particular job, will be maximally exploitable, having the least pos
sible leverage to negotiate decent terms of employment. Allowing for the
accelerated adoption of these processes in the 1980s was the new availability of
telecommunication and computer technologies that made possible unprecedented
levels of coordination between geographically separated productive units (as in
just-in-time production).28 It should be added that, since some of the jobs farmed ,
out by manufacturing companies were low-productivity services previously
counted within the manufacturing sector, the sector was able to further raise its rate
of productivity advance simply by shedding service jobs to the service sector.
The recovery of productivity growth in US manufacturing did mean the tran
scendence of the manufacturing 'productivity crisis' of the 1970s but its scale should
not be exaggerated nor its significance misconstrued. Its contribution was a rela- ,
tively minor one to the quite major increase in US competitiveness that took place
during the decade following the Plaza Accord. From the middle of the 1980s, the
US manufacturing sector did, then, achieve a decisive reduction in its relative costs
of production in international terms, making possible a marked acceleration in the
growth of exports and a corresponding increase in its share of world exports. But
this improvement was attributable barely at all to productivity growth, and almost
entirely to the repression of real wage growth and the profound decline in the value
of the dollar. Between 1985 and 1995 (and between 1990 and 1995), average annual
US manufacturing productivity growth was slightly lower than that of Japan, Italy,
and the UK, and somewhat above that of Canada and Germany, but in all cases
(except for Canada) the difference between the US figure and that of the others was
minimal, no more than 0.5 per cent.29 During the same period, the average annual
increase of real hourly compensation in the US manufacturing sector was, on the
other hand, the lowest among the G-7 economies, averaging 0.15 per cent per annum,
compared to 2.9 per cent in Japan and 2.85 per cent in Germany. While real wage
in manufacturing in Germany and Japan thus both grew by about 35 per cent during
the decade, in the US they grew by 1 per cent!
What mattered most, though, was the value of the currency. Between 1985 and
1990, and then between 1990 and 1995, the exchange rate of the yen and mark appre·
dated against the dollar at the extraordinary average annual rates of 10.5 per cent
and 12.7 per cent, respectively, and then 9.1 per cent and 2.5 per cent, respectively.
The way was thus prepared for an enormous gain in US manufacturing competi·
tiveness. Between 1985 and 1995 US nominal wages expressed in dollars rose at an
average annual rate of 4.65 per cent, while those of Japan and Germany rose respe
tively at the average annual rates of 15.1 per cent and 13.7 per cent. Over the sam
ten-year period, manufacturing unit labour costs expressed in dollars rose at a n
average annual rate of just 0.75 per cent in the US, compared to 1 1 . 7 per cent a n
1 1.3 per cent in Japan and Germany respectively. By 1995, therefore, hourly wa
for manufacturing production workers were $17.19 in the US, $23.66 in Japan, and
$31.85 in Germany. (See p. 209, Figure 12.4.)
On the basis of such extraordinary advances in relative costs, US prod u ers u lcl
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Figure 1 2.2. The g rowth of rea l hou rly compensation in m a n ufacturi ng
i n Germany, Japan, a n d the US, 1 9 73-2004 .
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make major gains in overseas sales. US exports grew impressively, at their fastest
rate during the postwar period, shooting up at an average annual rate of 10.6 per
cent in the wake of the Plaza Accord between 1985 and 1990, and at an average
annual rate of 7.4 per cent between 1990 and 1995, compared to 2.1 per cent between
1979 and 1985, 5.8 per cent between 1973 and 1979, and 6.5 per cent between 1950
and 1973. By the early 1990s, the US had raised its share of world exports back to
the levels of the end of the 1970s.
The Plaza Accord marked, then, a major watershed, the open i ng of a n w r i n
which, in relative terms, the fortunes of the manufacturing economy of the US w u l d
dramatically improve, while those of the Germany and Japan w o u l d d e t rim·at .
Even so, through the 1980s and even through the first half of the 1 990s, the US man
u facturing sector achieved only a limited recovery, attesting to the continuing
ba rriers to manufacturing dynamism anywhere within the advanced capitalist
world. The striking fact is that, while US manufacturing productivity growth in this
p ' riod was nearly as high as it had been in any other period of comparable length
d u r i n g the postwar epoch, and manufacturing real wage growth was at unprece
dented lows, US manufacturing profitability fell significantly short of its levels of
t he boom. At the high point of the Reagan boom in 1989, manufacturing profitability
d i d rea ch its level of 1973, but this was still some 40 per cent below its level of 1965.
A f t r o l l apsi ng again during the ensuing recession, manufacturing profitability did
l'i s ' i m p r ss ively throughout the cyclical upturn of the 1990s. Still, only in 1994 did
It g in r
h i ts I v I of 1 973 and only in 1995 did it climb substantially higher. Even
.in d on -t h i rd b low its 1 965-66 peaks, and about on I y t h �t j u n t u r , i t r r
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Figure 1 2.3. Exch a nge rates against the dollar: the mark and the yen,
1 9 68-200 5 .
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quarter off its average for the 1960s . But, the fact remains that the rebound achieved
was in long-run terms substantial. It must have been a significant factor in the new
acceleration of investment growth that began at this time, again from very low levels,
and it opened up the potential for a decisive US economic turnaround. Whether that
potential would be realized, however, would be determined by developments not
only in the US, but in the world economy as a whole. (See p. 7, Figure 0.3 and p. 8,
Figure 0.4. )
The Rise of the Non-Manufacturing Sector and Deepening Decline

As the size of the manufacturing labour force hit its ceiling and began to declin
from 1979, the place of manufacturing employment within the economy shrank
sharply. Whereas the manufacturing labour force as a percentage of the total (meas
ured in hours) had remained roughly constant between 1950 (at 25.5 per cent) and
1973 (24.3 per cent) and fallen only relatively little between 1973 and 1979 (to 22.2
per cent), thereafter it declined sharply, to 19.2 per cent in 1985, 17.4 per cent in
1990, and 15.9 per cent in 1996. The reverse side of this decline was, of course, t h
rapid rise of service employment. While the manufacturing labour force (in term
of number employed) fell by 1.1 million between 1979 and 1990 and a further 830,000
between 1990 and 1996, service employment grew by 20 million between 1 979 a n
1990 and an additional 8.6 million between 1990 and 1 996.
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Figure 1 2.4. The g rowth of hourly compensation i n m a nufacturing i n

d o l l a rs, Germa ny, J a p a n , a n d the US, 1 9 70-2004 .
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l otal-84.3 per cent in 1996 (measured in hours)-non-manufacturing labour
productivity grew at what were by far the lowest rates in recorded US history.
1 3etween 1979 and 1990, labour productivity growth in the non-manufacturing
private business sector averaged a shockingly low 0.6 per cent per annum, com
f a red to 2.6 per cent per annum for the years 1950-73, and was not that much better
between 1990 and 1996, at 1.1 per cent.
The key to the collapse of productivity growth outside manufacturing can be
lound in the emergence of the low-wage economy, which began to emerge as early
, r s the first part of the 1960s, with the turning point located sometime in the middle
l n late 1970s. We have seen that the sharp recession of 1974-75 dealt a powerful blow
lo labour, and worker resistance thenceforth rapidly declined, virtually collapsing
i 1 t he 1980s. In the labour force outside manufacturing, the level of unionization was
negl i gible. Workers had to take what they could get, and this was steadily less.
lkt ween 1979 and 1995, the average annual growth of the product wage in the non
l l l < l l l ufacturing private sector was just 0.4 per cent, and there were only four years
in w h i ch product wage growth rose as high as 1 per cent. Real wage growth was
•·ven worse in this period, averaging just 0.2 per cent per annum.
1 3 u t aggregate figures do not begin to tell the story of the rise of the low-wage
••conomy. Between 1979 and 1995, average annual real wage growth for the bottom
rl ( ) F •r
n t of the labour force fell by almost 12 per cent, for the bottom 60 per cent
hy lJ.8 1 r ent. (Even workers in the 80th percentile saw their wages fall by 0.4 per
l'l'l t bet w n 1 979 and 1995).30 Put another way, over the course of this sixteen-year
,111
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period, the bottom 60 per cent of the US labour force worked for progressively lower
real wages and, by the end of the period, was working for real wages that were, on
average, 10 per cent lower than they had been at the start.
In light of the collapse of real wages, the supposedly baffling US 'productivity
puzzle' is less mysterious than it might appear. In manufacturing, there is really not
much to explain: as has been emphasized, excluding the oil crisis recession years of
1974 and 1975 and of 1979 and 1980 (or, alternatively, the whole period 1973-80), the
average annual growth of manufacturing labour productivity more than held its own,
from the boom of the early 1960s, through the initial years of falling profitability from
1965 through 1973, right through to the middle of the 1990s. Outside of manufac
turing, it is not hard to see why productivity growth should have fallen sharply.
During the period 1950-73, the product wage in the private non-manufacturing sector
had grown at an average annual rate of 2.7 per cent, and the net capital-labour ratio
in this sector grew at an annual rate of 2.0 per cent. But between 1979 and 1996, with
the average annual growth of the product wage growth collapsing to just 0.4 per cent,
the average annual growth of the capital-labour ratio fell to just 1.0 per cent. With
average annual product wage growth reduced to near-zero, and no pressure from
foreign competitors, firms outside of manufacturing found it more profitable to add
workers increasingly fast as against machines, so that the growth of output per unit
of worker input could not but fall sharply. In addition, because more than half of th
labour force was available for work at decreasing real wages, firms could, with profit,
increasingly expand employment in jobs where productivity growth was very low
and slow, I i ke restaurant services, and wholesale and retail sales. These lines absorbed
at I ast a third of those added to the workforce in this period.31
The slowdown in the growth in plant and equipment available to each worker
does not just explain the reduction in the growth of output per unit of labour input.
1 t would a l so seem to explain the simultaneous reduction in the growth of output
per unit of labour input and capital input combined (total factor productivity). Thi
is because the reduced speed of equipping each worker would have had as one
its by-products a slowdown in the pace of improvement in the machinery available
to each worker and thus a slowdown in the gains in output from any given sum
labour and capital inputs.
The 'great American jobs machine' of the 1980s and 1990s was, then, almost lit•
erally just that: the growth of employment taking place outside of manufacturin
with hardly any parallel increase in the equipment at the disposal of each work
and hardly any resulting increase in each worker's productivity. Because there w
A comparison of US developments with those in Germany in this peri od tends to confirm the for •
between 1979 and the early 1990s, because product wages continued to grow,
t h m 1�h more :-�lowly thnn before (a t around 1 . 1 per cent per ann um ), and because continuing union st rcngl'11
outHh:ll' or m o n u fact:uring pre ven ted any i ncrease of wage ineq uality-wage d i spersio n a t u al l y f-.. 1 1C<.:r·man c n 'l p l o yers were much more motivated to adopt labour-sa v i ng tec h n i q ues t ha n wei' t h lr
count •rpnrts in lh • US. At t h .. same l' irne, b cause Gerrna n e m ploye rs did n u t get ac ess to i nc reasi n gl y l W•
WOf\C lnbt>u•·, t hc·y could not profil·ably add e m p l oyees, as did 1 J employer•, i n li n es with low p rod u tlv!t 1
H11ch no; w h t > l csll l • 011d reta i l lTc de, .-esl·au.- nl-. and hot�ls, on I t he l i ke. Bctwc · n 1 979 and 1990 t he numb r
of �mployc •s h1 w h ol "'" le and reta i l tro le in t he US )\rcw by 30 1 r ent, from 1 7.6 m i l lion to 22.7 mUll
In : '1"11H"1 ' by ll p r ·cnl, f rom 3.3� m l l liun tu 3.73 mi l l ion. Th . r •su i t w " t hat prod u tlvlty wowlh In
111111-111 n u fnc1url1111. w � mut•h hl)!lwr 111 :t•rmnny thnn In l lw US 1!1 t h l• p •t·lo ·I, �v •t'n)!ln�o� 2.� I><'' c<•nl p r
�� num, <'< H11p t·�d to 0.2 p I' t't•l1t 1wr nnnu m. ( lil 'I , Nnl/ollol lllf'l>lll<' lllld l'l'lldllf'l llt '< '< lllll lo, Vol. I , I t I
'I' I I • (v l'iiiiiM IMOIIPM). s�.. dloo lhm11 111ll i'lnd •• 'A••�••h111 1 1 l�h U!W111plnyl 11t'
'
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essentially no real wage growth on average, and for much of the labour force
declining real wage growth, employers could profit even while productivity barel y
edged up. For the same reason, they could profit while precipitously increasing the
numbers hired and bringing down aggregate unemployment. In the latter part of
the 1980s and in the 1990s, the US had the lowest unemployment rate in the
advanced capitalist world outside of Japan, but, given the terms of employment,
this was not much to boast about. The upshot has been a truly vicious circle, in
which low wages have made for low labour productivity growth which has in turn
rendered 'unrealistic' any significant growth of wages and thereby provided the
basis for continued low productivity growth.32 So much for the Reagan-Bush
Clinton 'morning in America'.
A Golden Age for Finance and the Rich

The other side of capitalists' refusal to place much of their capital in production
was their search for alternative ways to make money.33 With profitability down,
interest rates up, and instability heightened, investors had increasing incentive to
avoid the risks associated with longer-term placements of new plant and equip
ment. Still, to profit merely by buying cheap and selling dear is normally no simple
task: for every gain there is an equivalent loss, for every winner a loser. Capitalists
and the wealthy accumulated wealth with such success during the 1980s largely
because the state intervened directly to place money in their hands-enabling them
to profit from their own business failure through lucrative bail outs, offering them
giant tax breaks which played no small part in the recovery of corporate balance
sheets, and providing them with an unprecedented array of other politically consti
tuted opportunities to get richer faster through fiscal, monetary, and deregulation
policies-all at the expense of the great mass of the population.
The pattern was clearly established under the Carter administration, which
i nitiated union-busting industrial deregulation in airlines, trucking, and the like.
Most definitive of the new trend, though, was the bail out of Chrysler in 1980. When
Chrysler threatened bankruptcy, the government not only intervened, at taxpayers'
expense, to save the company, but also as part of the bail out agreement, extracted
extensive concessions from the Chrysler workers, both to ensure the company a
more profitable future and to set a pattern for the labour force as a whole.
By the Economic Recovery Act of 1981, taxes on individuals were cut by 20 per
ent over three years, with the top bracket on unearned income-rents and
i nterest-reduced from 70 per cent to 50 per cent. The Tax Reform act of 1986 further
reduced that rate to 28 per cent. The capital gains tax, which had already been
reduced from 49 per cent to 28 per cent under Carter in 1978, was slashed to 20 per
ent. By contrast, the social security tax, which falls disproportionately on working
c lass families, was increased by about 25 per cent over the course of the decade.34
:12 The trend towards the low-wage economy was not confined to non-manufacturing. Between 1970
und 1 992, lt1e deg ree to which US manufacturing exports were specialized in high-technology and high
W11�c l i n •s a t ua l ly f I I somewhat. OECD, Industrial Pollet; Annual Review 1994, Paris 1994, p. 134.
:1:1 I wl�h to thank Bob Pol lin for many helpful discussions on the material in this section, concerning
hoth I h · do to 0" I ILR i n t rpr·ctation.
:14
K. l 'hlll 1.�. rift' l'olitic� nf l�iclt nrrd l 'oor. Wenltlt n11d lite American Electornte in tire l�engtm Aftermal"lr,
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Between 1981 and 1992, personal and corporate taxes as a proportion of GDP thus
fell by almost 2 per cent, but the benefits were very unequally distributed. Because
the explicit objective of the supply-side tax reduction was to lower marginal rates,
and since only the well-off saw their incomes increase during the 1980s, only well
off families saw any significant reduction in their taxes. According to the
Congressional Budget Office, between 1977 and 1989, the effective tax rate fell by
6.0 per cent on persons with income in the top 1 per cent, by 2.6 per cent on those
in the top 5 per cent, and by 1 . 7 per cent on those in the top 10 per cent, with effec
tively no gain for the rest of the population.35
The 1980s tax cuts not only benefited the rich directly, but were largely respon
sible for record federal deficits, which had to be covered by federal borrowing.
Those with great wealth naturally did most of the lending. They were able to do so
at record-smashing real interest rates, helped out by the Federal Reserve's failure
to accommodate with easier credit the unprecedented pressure on the money
markets that resulted from the government's elevated demand for loans. Between
1950 and 1980, the share of interest payments in the federal budget had averaged
under 7 per cent, averaging 7.6 per cent between 1974 and 1979. But between 1982
and 1990, it almost doubled to 13.4 per cent. Of the total federal debt owned by US
individuals in 1983, the richest 10 per cent held nearly 80 per cent and the richest
1 per cent about one-third, with the distribution even more skewed if only the larger
denomination, marketable Treasury securities are considered.36 The interest pay
ments accrued by the rich had, of course, to be directly covered by tax revenues
largely paid for by working-class citizens. As the conservative columnist George
W i l l observed, 'To pay the interest component of the 1988 budget will require a sum
($21 0 billion) equal to approximately half of all the personal income tax receipts . . .
a transfer of wealth from labour to capital unprecedented in American history. Tax
revenues are being collected from average Americans (the median income of a
family of four is slightly under $30,000) and given to buyers of US government
bonds-buyers in Beverly Hills, Lake Forest, Shaker Heights and Grosse Point, and
Tokyo and Riyadh.' Not always such a keen student of exploitation, Will might well
have added that by 1990, the size of the interest component of the federal budget
was equal to almost 60 per cent of total corporate profits, up from around 10 per
cent in the mid 1960s before the long downturn beganP
With secularly reduced profitability sinking further in the wake of the deep reces
sion of 1981-82, the market value of assets compared to their replacement cost
collapsed; investors began therefore to have reason to believe that the time was
right to buy, because stock prices could only go up. The authorities removed almost
all reason for doubt when they moved first to cut taxes in 1981 and then, from th
summer of 1982, to loosen the supply of credit. With taxes on capital gains and
unearned income sharply reduced, the value of stocks to their owners automati
cally went up. With the cost of borrowing suddenly down somewhat, the puxchas
P. Krugman, Peddling Prosperihj, New York 1994, pp. 155-6.
36 R. Pollin, 'Budget Deficits and the US Economy: onsid rations i r � n Hei lbron rian Mod ' , In
R. Blackwell et al., ed., Economics as Worldly I'll i/o ophy. Essays in Po/ilical and NiMorirol Economks in 1-/onour
of Robert L. 1:/ei/broner, London '199 , pp. 1 24- , 1 , , .
37
Ph i l lips, Tile Politic� of Rich and Poor, I· I , H�-� I (quut t l< n). N I I'A 'l'abl l\, I ll ( tll' l lr 1 • 1 ,., lM
odju�t d); lo<'OIIIIIIIlc Rr1•nr/ of IIi� l'mltlt>lll IPI/7, Wn"h 1111lllll, I ' I IIV7, 'I' l l ll·HO ( 1\V 1'11m 1 t 11 I nl
Ml ),
35

J

THE US C O U N TER- O F F E N SIVE

213

of assets was made easier. Reagan made certain, moreover, that the subsequent
stock-market boom would have a real, if strictly limited, material foundation, when
he incurred record federal deficits to ensure that output, thus capacity utilization,
thus profitability would rise sharply, if for the most part only cyclically, from their
depressed levels of 1981-82.38 Like the increase in return on government bonds,
the stock-market rise benefited the wealthy almost exclusively, since (in 1989) the
top 1 per cent of wealth holders owned about 46 per cent of all stock, while the top
10 per cent owned 90 per cent.39
Those with money not only cashed in on the expanded opportunities offered by
Republocratic tax, spending, and credit policies to profit without producing; as the
government let it be known that it would no longer enforce anti-trust laws as in the
past, and found itself unable or unwilling to prevent insider trading, financiers
made huge killings by discovering creative new ways to squeeze higher returns
from existing assets, manifesting in the process their disdain for productive invest
ment. Although retained earnings out of profits were, as noted, at very reduced
levels between 1982 and 1990, non-financial corporations found them more than
sufficient to cover all of the capital investment that they undertook in those years
because, as stressed, that capital investment was so restricted. Meanwhile, they
assumed record levels of debt either to repurchase shares from stockholders or to
gain a controlling interest in another firm, with the goal in both cases of profiting
by transforming the rules of the corporate game, especially in manufacturing.40
Manufacturing corporations' interest payments as a proportion of profits, having
grown to 15 per cent during the years 1973-79 compared to just 3.8 per cent for the
years 1950-73, increased to 35 per cent between 1982 and 1990 and 24 per cent
between 1990 and 1996.
On the basis of their buy-backs, mergers, and takeovers, the financial tycoons
forced huge increases in dividends. In an effort to keep up investment levels,
corporate managers had cut dividend pay-outs as a proportion of profits from an
average of 25 per cent in the years 1950 to 1973 to an average of 16 per cent between
1973 and 1979. In contrast, their successors boosted dividend payments to 27 per
cent between 1982 and 1990 and to an extraordinary 36 per cent between 1990 and
1996. They exploited, moreover, already existing creditors of the firm whose lending
terms had been set when risk was much lower because debt dependency was much
lower. Above all, they carried through, with a thoroughness and viciousness
perhaps unimagined by their predecessors, that 'corporate downsizing'-the
weeding-out of all but the most productive and profitable means of production
which was in fact demanded by redundant, often obsolete, productive capacity and
profoundly reduced profitability, especially on manufacturing capital stock. To do
so, they simply ignored their firms' implicit and explicit contracts with their labour
38

Greider, Secrets of the Temple, pp. 537ff; Pollin, 'Destabilizing Finance', p. 18. For the years 1973-81, the

rn l io of market value of equities to replacement cost of assets of all non-financial corporations fell to an average

of 42

39
40

per cent (44 per cent in 1981) from 83.6 per cent in the years 1970-73 and 96.1 per cent in the 1960s.
Mishel et al., State of Working America, pp. 279-80.

Pollin, 'Destabilizing Finance', p. 18. '[I]n addition to their ... internally generated funds, corpora

l h m� ha ve borrowed in record amounts . . . [and] . . . have used an unusually large part of these funds for
p u q o� 's olher t h a n produ tive new investment. Com panies have .increasingly distributed their cash flows
out•ld� t he orpor· l • tor, mo•tly t hrough pay.rnenls mad to ind ividual and i ns t i t u tional shareholders
. . , ', J!rl 'elm n, I ay aj' N�t·knlllrt,�, I ' I' · 2M-S.

214

THE ECONOMICS O F GLOBAL T U R B U L E N C E

Figure 1 2.5. Distribution of U S profits i n man ufacturing a mong reta ined
earnings, interest, and dividends, 1 9 50-9 6 .
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forces, and imposed the sort of mass layoffs, wage reductions, benefits cuts, and
speed-ups at work that hitherto had been largely forced off the corporate agenda
d uring the postwar epoch. As has been seen, the application of this approach did
accompl ish a major rationalization of the manufacturing sector over the course of
the 1 980s and early 1990s, raising productivity growth and ultimately profitability.41
This is not the place to attempt an in-depth analysis of the foregoing much-chron
icled trends. But two of their effects do need emphasis: first, the sheer size of the
movement away from production and toward unproductive expenditure that they
involved; second, the extraordinary redistribution of income and wealth that they
helped to accomplish.
Between 1980 and 1989, there were 31,105 mergers and acquisitions, totalling in
value $1.34 trillion. This figure was roughly equal to one-third the amount spent in
the US on non-residential fixed investment over the decade.42 It is sometimes argued
41 In this light, both of the main competing interpretations of the wave of mergers and acquisitions and
leveraged buy-outs that began in the early 1980s-that by Jensen, which understands them as aiming t
increase profits by increasing efficiency, and that by Schleifer and Summers, which understands them aQ
aiming to increase profits by breaking commitments so as to increase exploitation-<:an be seen to be con· t.

But both are marred by their failure to see the determinants to which they correctly point as themselv a
emerging from the crisis of profitability in manufacturing and by their consequent over-concentration n
the subjective attitudes of economic agents-Jensen with his preoccupation with the irresponsibility (

corporate managers beyond the control of stockholders, and Schleifer and Summers wi th th ir preo i•pP•
lion with the greed of the money men. Both see as causes wha t are in r ality ff ts.
e M.
. J n� n,

'Takeovers: Their Causes and Conseq uences ' , founw/ of Economic Pers(Jecllve�, vol. i i, no. 2, '1 988; A . S hi I r
and L. H. Summers, 'Breach of Trust in Hos t i l T k ov ·r�', In II . ) . A ' rb ch, •d., or(Jorn/e 1'nkeovfrs: nul 1
nnd Conseq ueuces, hicago 1 988, PI . 33-67.
42
R. P llln, ' Bo •·rowl n g Mnr t ul lrw Mtlnl'l "'••: lh11 oml St lol' I em 1 1 th IUM or 'c rp r t
Tnkoov r� i11 thP US', unpubiiMhPd t 1 1 liN I' pi, I r�mh r lilY , p. .
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Figure 1 2.6. The growth of rea l exports of goods a n d services,
1 9 50-2000.
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that such figures have little or no meaning for the productive economy, since they
represent no using up of real resources, just the transfer of paper claims. Over
the years 1975-90, however, the proportion of the total investment on plant and
equipment in the private business economy annually devoted to finance, insurance
and real estate (FIRE) doubled, from about 12-13 per cent to about 25-26 per cent.
Between 1982 and 1990, almost a quarter of all the plant and equipment investment
that took place in the private business economy was devoted to FIRE, more than to
any other sector, including manufacturing. During the first half of the 1990s, with
about 16 per cent of the private sector's labour force, FIRE deployed more than
23 per cent of the private sector's total net fixed capital stock, more than any other
i ndustry. This was up by almost 50 per cent (from 16 per cent) in 1977. The shuf
fling of paper through which so many fortunes were enhanced over the course of
t he 1980s and 1990s added nothing directly to consumption or the productive power
to raise consumption, but that did not stop it from wastefully absorbing massive
real resources, including a significant share of the computer power that was put
i n to play over the decade. Between 1980 and 1990, FIRE made use of some 35 per
cent of the net stock of office, computing, and accounting equipment employed by
t he total economy; by contrast, manufacturing's share was around 25 per cent.43
I ronically, then-but all too understandably in view of the fortunes made there
t h most t�chnologically dynamic of US industries during the 1980s and 1990s
1 roba b l y contributed less than any other to raising US living standards by means
of its own i mmediate output.
4:1
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Since productivity growth in the private business economy proceeded at an
historically low rate, not much new wealth could be created during the 1980s, and,
over the years 1977-89, average family income increased by just 11 per cent. But
the 'Reagan Revolution' was still able to work miracles for the very wealthy by
ensuring that they received the lion's share of the little wealth that was created. Of
the total growth in average family income that occurred between 1977 and 1989,
the top 1 per cent of all families (by income) received no less than 70 per cent, while
the top 10 per cent received virtually the entire increase. On this basis, the income
going to the top 1 per cent (averaging $800,000 per annum) more than doubled
during the decade, while that of the median family increased by just 4 per cent.44
Nor was the trend toward inequality discontinued in the 1990s. On the contrary,
during the first two years of the Clinton Administration, the share of national
income earned by the top 5 per cent grew at a faster rate than during the eight years
of the Reagan administration. Between 1992 and 1996, the share of income going to
the top one-fifth of the population increased from 46 per cent to 49 per cent.45
Toward Recovery?

The US economy entered the second half of the 1990s performing qualitatively less
well than it had in the later 1970s. Still, there was a bright side to this bleak picture,
at least for capital. On the condition that they could continue to prevent product wage
growth from increasing--,as they were into the second half of the decade-US firms
outside of manufacturing could count on continuing to raise their profit shares and
thus their profit rates, so long as could they achieve even quite small increases in
productivity. They could, in addition, continue to mark up over prices to an extent
not feasible for their counterparts in manufacturing who were faced with withering
international competition. During the second half of the 1980s, non-manufacturing
profitability had actually fallen somewhat from its high points of mid-decade. But
by 1996, with wages continuing to stagnate, it had crept back up past its level of
1973 and was approaching its levels of the later 1960s. Manufacturing profitability
was still more than 30 per cent below its heights of the boom, but it had made a
major comeback, increasing at an accelerating rate over the course of the 1990s, and
contributing decisively to the overall profitability revival. The upshot was that, by
1996, profitability in the private economy as a whole had, for the first time, defin
itively surpassed its level of 1973, and stood about 20-25 per cent below its
boom-time peaks. If wage growth could continue to be held down as the labour
market continued to tighten and if manufacturing profitability (only partially, but
still dramatically, recovered) could at least maintain itself as international compe
tition intensified-both big ifs-the US economy had at last opened the way toward
a new boom in investment and thus the potential transcendence of the long down
turn. (See p. 7, Figure 0.3; p. 8, Figure 0.4 and p. 109, Figure 8.1.)
2. Japan in the 1 980s and 1 990s: From Bubble to Bust and Beyond
During the second half of the 1980s and the first half of the 1990s, th Japan s
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economy faced its greatest challenge of the postwar epoch, as the price it had to
pay to preserve its distinctive relationship with the world economy, and especially
the US market, grew ever greater. Between 1979 and 1985, emerging from the second
major international recession in less than a decade, it derived its energy as usual
from a deficit-driven economic expansion in the US. Japan's export-oriented road
had already become rockier during the late 1970s, as the US dollar plunged in value,
and it did not become much easier in the first half of the 1980s, even when the dollar
ballooned under the impact of high US interest rates. But traversing it proved a
truly gargantuan task in the decade following the Plaza Accord of 1985, as the yen
rose constantly and the US proved ever less willing to assume its old role of cre
ating demand for the world economy.

Weak Recovery, 1 980-85
The Japanese recession of the early 1980s was far less serious than that which took
place simultaneously in the US and Germany, or in Japan itself in 1974-75. Between
1 980 and 1983, the manufacturing and private business sectors experienced falls in
profitability of 20 per cent and 15 per cent respectively, as against their post-oil
crisis peaks of 1978. But these reductions were not remotely as great as those expe
rienced in 1974-75, nor were their effects anywhere near so severe. Nominal and
real wage increases that were respectively less than a quarter and less than a half
of those of 1974-5 helped prevent profits from falling dramatically. So did the main

tenance of high rates of growth of exports, helped by the new fall of the yen from
1 979, at least through 1981 . Whereas both GDP and manufacturing output had actu
a lly fallen somewhat, and manufacturing investment had decreased very sharply
at the time of the first oil shock, during the cyclical downturn of 1980-83, both GDP
a nd manufacturing output continued to grow fairly well and manufacturing invest
ment at least stayed positive.
From 1982-83, as from 1974-75, a combination of record US government deficits
and a fast-rising dollar pulled the Japanese economy from recession and drove a
new cyclical upturn, led by exports but limited in its dynamism. Between 1982 and
·1 986, the obverse side of those record-smashing US trade and current account
deficits, Japanese exports to the US grew at the spectacular average annual rate of
23 per cent (in nominal terms). In just these four years, Japanese exports to the US

ns a percentage of total Japanese exports grew by almost 50 per cent, from 26.4 per
cent to 38.9 per cent. By 1985, Japanese exports as a percentage of GDP, at 1 1 .1 per
cent as recently as 1979, had grown to 14.5 per cent, while manufacturing exports
�1s a

percentage of manufacturing output, at 35.6 per cent in 1979, had grown to 47.7

per cent. The current account surplus, at 0.4 per cent of GDP in 1981, had risen to

4.2 per cent of GDP in 1986.

Despite the boom in exports, the Japanese cyclical upturn was weak. Fixated
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money poured into U S Treasury instruments, and was thereby rendered unavail
able for productive use in Japan itself. Given the still unresolved problem of
reduced profitability in manufacturing on a world scale, stimulating demand was
clearly becoming an ever more contradictory and difficult process. By incurring
record deficits, the US government powerfully increased the demand for Japanese
exports; but it could finance those deficits only by raising domestic interest rates
and tapping into Japanese surpluses, thereby undercutting Japanese (as well as
US) domestic investment. During the first half of the 1 980s, Japanese capital for
mation, particularly in manufacturing, grew significantly only in 1984 and 1985.
The rate of growth of GDP and especially labour productivity achieved in that
period thus fell far short of that of the second half of the 1970s. By 1985, when it
once again peaked, Japanese manufacturing profitability was still slightly below
its level of 1978 and barely half its average level for the years 1 965-70. (See p. 7,
Figure 0.3 and p. 304, Figure 15.6.)

The Plaza Accord and the Bubble Economy, 1 985-91
Nor could the increase of exports be counted on to power the Japanese economy
for very long. Export growth entailed the build-up of enormous US current account
deficits and giant Japanese current account surpluses; it was bound to undermine
itself. With the Plaza Accord, the dollar collapsed and the yen took off, subjecting
the Japanese economy to unprecedented stress. Between 1985 and 1988, the yen's
value increased by 56 per cent in trade-weighted terms and 93 per cent against the
dollar, a much greater appreciation than those of either 1971-73 or 1975-78. In fact,
the yen-dollar exchange rate, at 260/$ as late as March 1985, had reached 120/$ by
1988, almost double the value of its previous peak of 210/$ in the late 1970s and
triple its value before December 1971 when the rate was 360/$. By 1990, the effec
tive exchange rate of the yen had fallen back slightly, by 14 per cent, with its value
in terms of dollars dropping to 145. But, in the face of what remained a truly radical
realignment in relative international costs, the Japanese economy could no longer
proceed as before.
By 1986, with the effective (trade-weighted) exchange rate of the yen already
down by 46 per cent, the Japanese economy was obliged to confront what was
potentially its worst crisis since the end of the long boom. In that year, exports fell
in real terms by 4.9 per cent, private business growth slipped to 1 .2 per cent, man
ufacturing output actually declined, and the economy seemed headed for another
major recession. To tum the tide, over the course of 1986, the government launched
a policy of extreme monetary ease, sharply reducing the interest rate from 5 p r
cent to 3 per cent and, in 1987, to a postwar low of 2.5 per cent. This programm
staved off an extended cyclical downturn and helped to force-feed a new boom,
which lasted through 1990-91. But it signally failed to achieve its central goal, w h i h
was to provide a new, more solid, foundation for Japanese capital accumu lation.
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domestic demand thus held back, the economy was thus ultimately dependent on
the growth of exports and tended to create external surpluses that could not but
continually drive the yen upwards. The trend toward a rising current account
balance had its origins in 1968, bore its first fruits with the upward correction in
the value of the yen in 1971-3, continued with the further yen revaluation between
1975-76 and 1979, and reappeared in the mid 1980s. But, to the degree it con
tinued-and was not counterbalanced by offsetting improvements in costs of
production-it could not but bring about the progressive narrowing of Japanese
growth prospects.
What the government was thus attempting to accomplish with its loose money
regime was to fundamentally reorient the whole pattern of Japanese economic
evolution. It intended to increase radically the assets of Japan's leading industrial
firms- which possessed mammoth quantities of one another's shares, as well as
huge holdings of land-so as to enable them to carry through sufficient invest
ment to accomplish the formidable tasks not only of raising export competitiveness
by another order of magnitude, but also of reorienting the Japanese economy away
from exports toward the home market. The banks were supposed to channel
i ncreasing supplies of credit to financial investors who could be expected to buy
stocks and land, driving up the value of these assets and enriching the
corporations in the process.46 And this is exactly what happened. As in the
government's attempt to bring down the rising yen through inflation during the
early 1970s, ultra-cheap money led, as was hoped, to runaway speculation. Land
prices rocketed, with residential and commercial property prices doubling
between 1986 and 1989. Meanwhile, share prices on the Tokyo Stock Exchange
reached their historic high at the end of 1989, also having doubled in price over
t he previous two years.
From one standpoint, then, the government's essay in easy money did have
p retty much the intended outcome, for the economy did enter a new and powerful
cyclical upturn, which lasted through the end of the decade. Real-estate compa
n ies borrowed massively to buy land with the intent to sell at a higher price.
Consumers reduced their savings rate and stepped up their spending, and resi
dential construction boomed. Corporations appear at first to have used the
enormous increase in the value of their stocks and land to reduce their reliance on
debt finance, as well as to engage in financial manipulation ('zaitech'), raising
f u nds very cheaply on the money market and depositing them at higher rates of

L i ons took advantage of the growth of consumer demand, as well as the enormous

ret u rn in interest rate deposits. But eventually, as had been hoped, the corpora

of t heir stocks, but

i n rease in their wealth-which derived from the explosion of the prices not only

46

also of the large holdings of prime Tokyo land that many of
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them had bought u p decades before a t bargain basement prices-to carry through
a wave of plant and equipment investment on a scale not seen since the 1960s.
Between 1986 and 1991, the economy boomed, as private business plant and
equipment investment shot up at an average annual rate of 10.5 per cent and the
growth of GDP averaged 4.8 per cent per annumY
Benefiting from the huge financial assistance that they were able to secure by
way of the state-sponsored bubble, Japanese manufacturers made Herculean efforts
to improve and transform manufacturing so as to maintain exports in the face of
the new rise of the yen after 1985, much as they had during the years of currency
revaluation of the mid to late 1970s. Between 1985 and 1991, they maintained an
average annual rate of growth of the gross capital stock of 6.7 per cent. US manu
facturers, who were simultaneously benefiting from a collapsing dollar, increased
their gross capital stock in this period less than one-third as fast. In the same years,
Japanese producers raised their expenditures on research and d evelopment as a
percentage of GDP by about a quarter, compared to that for the years 1980-85 (from
about 1.75 per cent to about 2.2 per cent), while US producers were reducing theirs
by about the same amount (from about 2.1 per cent to about 1 .75 per cent). The
average annual growth of manufacturing labour productivity in these years in
Japan thus reached 5.4 per cent, compared to 2.2 per cent in the US. As a result of
its developmental push, Japan had succeeded by the end of the 1980s in increasing
the proportion of its manufacturing output that was either high-tech or mixed high
tech and capital-intensive to about 85 per cent, catching up in the process with the
US in its degree of specialization in high-tech and high-wage lines, and becoming
even less specialized than was the US in low-wage and low-tech production.48
Still, to have a hope of remaining competitive by improving technology and
moving up the product cycle, Japanese manufacturers were obliged to carry
through a decisive restructuring of their international operations. The high yen
obviously made it more difficult to export, but it also made it easier to invest over
seas. In response, Japanese producers radically altered the directions of their trade,
in close connection with a major turn to foreign direct investment. At the heart of
the problem faced by Japanese manufacturing was their declining ability to access
the critically important US market. Already in 1981, as part of a pervasive protec
tionist thrust by governments throughout the advanced capitalist world aimed at
stemming the tide of Japanese imports, the Reagan administration had introduced
so-called 'voluntary export restraints' (VERs) on a number of Japanese goods, par
ticularly automobiles. When the dollar fell against the yen at the time of the Plaza
Accord, therefore, Japanese producers found themselves with much more costly
exports confronting a protected US market. Between 1985 and 1990, Japanese
nominal exports to the US grew by only 37 per cent in dollars terms, with the result
that Japanese exports to the US as a proportion of total Japanese exports fell from
a peak of 40 per cent in 1986 to 31.6 per cent in 1990.49
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ntion. Since the yen rose s o much less against European currencies than against the
dollar, Japanese exporters were able to increase their exports to Europe by 168 per
cent in dollar terms between 1985 and 1990, with the result that the percentage of
a l l Japanese exports that went to Europe grew from 13 per cent to 22 per cent.50
But their really decisive new departures were tied to stepped-up foreign direct
i nvestment.
Before the 1970s, Japanese direct foreign investment was small, and mostly for
developing overseas supplies of raw materials in Southeast Asia and establishing
subsidiaries of trading companies in North America. But following successive trade
l i beralization measures after 1969, and especially the yen revaluations of 1971-3
and 1975-78, foreign direct investment surged, as Japanese manufacturers sought

t o get around their newly increased domestic labour costs by moving labour-inten

sive production to East Asia. Even so, in the years between 1973 and 1980, Japan's
cumulative foreign direct investment amounted to only about one-seventh that of

t he US. Nevertheless, as in so many other respects, the Plaza Accord turned out to

be the turning point for Japan's investment overseas. Between 1985 and 1989,
J apanese foreign direct investment tripled in terms of the yen and grew by a factor

of six in terms of the dollar. Between 1981 and 1990, it was more than 10 per cent
greater than that of the US, and almost double that of the US between 1987 and

1 990.51
One fundamental thrust of Japan's foreign investment offensive was to relocate
production in the US, both to get around import barriers and to make use of the
US's increasingly cheap labour. Whereas the export of autos to the US peaked in

1 985, due to the growth of US-based production, overall sales of Japanese cars in
t he US continued to increase by more than 5 per cent a year in the later 1980s. Even
more significant in the longer run was the invasion by Japanese manufacturers of
East Asia, by means of which they sought to gain maximum benefit from the emer
gence of a new set of triangular trades linking Japan, East Asia, and the US. By
developing this commerce, Japanese manufacturers aimed not only to secure indi
rect access to the US market, circumventing restrictions on Japanese imports and
ex ploiting cheaper Asian labour to do so, but also to tap into the new dynamism of
t he East Asian economies themselves. Japanese manufacturers thus supplied the
East Asian Gang of Four's increasingly sophisticated producers with ever more
ad vanced means of production and intermediate goods, which they used to

I· roduce textiles, consumer electronics, and as time went on, higher-tech items like

computer memory chips for the US market, and to some extent the growing Asian

in

mn rkets. At the same time, they established increasing numbers of foreign affiliates
Southeast Asia-Thailand, Malaysia, the Philippines and Indonesia-to which

t h ey also shipped capital goods and intermediate goods for assembly and (re-)

t•xport, mainly again to North America.52
J a panese producers did have to cede a certain share of the North American and
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the Japanese markets t o increasingly competitive East Asian-producers able to
combine relatively cheap labour with relatively high technology in clothing, appli
ances, and consumer electronics. This was especially because the East Asian
currencies were for the most part pegged to the dollar in the decade after the Plaza
Accord, and followed the dollar downward against the yen, vastly improving East
Asian competitiveness. While the Japanese share of imports into the US thus fell
from

22.2 per cent to 18.3 per cent between 1986 and 1991, the proportion held by

the East Asian NICs grew by about the same amount, from 1 1 .75 per cent to 15.3
per cent. In the same period, East Asian exports to Japan grew perhaps three times
faster than did those of the US. Nevertheless, Japanese manufacturers were able
to gain much more through stepping up their exports to East Asia than they lost
as a result of East Asian incursions into their US and domestic markets. Japanese
exporters supplied East Asian producers with the ever higher-tech capital goods
needed to produce the labour- and capital-intensive consumer goods that they
were exporting to the US and, to some extent, to Japan itself. Between 1985 and

1990, Japanese exports to East Asia in dollar terms thus grew by 148 per cent, with
the result that Japanese exports to East Asia as a percentage of total Japanese
exports grew in these years from 18.7 per cent to 28.9 per cent. In particular,
Japanese machinery exports to the Gang of Four economies quadrupled between

1985 and 1992, while those to the ASEAN-4 quintupled. Japan's dominance of the
whole process of East Asian growth was manifested in its growing bilateral trade
surpluses with all of the leading economies of the region. East Asia's industrial
commercial dynamism thus turned out to provide a crucial enabling condition for

the Japanese to improve domestic production to counter the high yen. 53
Nevertheless, the fact remains that, even despite their multifaceted effort at
adjustment, and the enormous assistance they received from their government,
J a panese manufacturers proved unable to use the growth of exports to transcend
the structural problems inherent in their particular form of export-oriented devel
opment. The increase in costs entailed by the massive revaluation of the yen wa
simply too great to offset-even by means of increasing manufacturing efficiency,
entering new, technology-intensive manufacturing lines where competition was le

intense, and refashioning their overseas commercial and production networks. In
the end, Japanese producers could neither avoid a sharp fall in the rate of growth
manufacturing exports nor achieve a significant recovery of manufacturing pr f.
itability.
Between 1985 and 1990, the yen's effective (trade-weighted) exchange rate ro
at an average annual rate of 6.9 per cent. The response of Japanese producers w
impressive. During this same period, in terms of yen, they were able to reduce man·
ufacturing unit labour costs at an average annual rate of 0.7 per cent. Neverthel

nt .

even this effort could not prevent a decline in competitiveness, as the avera

annual growth of unit labour costs among their trading partners was 2.6 p r

Japanese producers were thus obliged to reduce the yen pr ices of their exports
an average annual rate of no less than 3.5 per cent, making for an a v e rag
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i ncrease in international terms of about 3.4 per cent.
During the years 1985-91, then, Japanese exports could grow at an average
a nnual rate of only 3.95 per cent, compared to 7.7 per cent for 1980-85 and 9.9 per
cent for 1973-79, and they would have grown even more slowly had they not been
so strongly subsidized by gargantuan US budget deficits. In the same period,
i mports shot up at an average annual rate of 11 per cent, compared to 0.8 per cent
i n the years 1980-85 and 4.1 per cent in the years 1973-79. As a share of the world
total, Japan's exports fell from a peak of 10.3 per cent in 1986 to 8.5 per cent in 1990.54
With export prices held down so low, profitability on manufacturing exports
was naturally squeezed. According to the OECD, Japanese exporters could pass
through as price increases only about 75 per cent on average of the increased costs
brought about by the higher yen. Since, in these years, the share of manufacturing
exports in manufacturing output had risen to around 45 per cent, one can see what
J apanese producers were up against-55 Understandably, by 1990, the manufacturing
rate of profit had failed to rise at all above its levels of 1985 or 1978.
The difficulties of a manufacturing sector hemmed in by over-production and
by intensifying international competition loomed especially large because they
could not, despite the best efforts of the Japanese government, be easily resolved
by redirecting production towards the domestic market. Japanese exports were
highly concentrated in (relatively few) manufacturing lines with the potential for
fast-growing labour productivity. Any given investment would generally raise pro
d uctivity in these lines substantially more rapidly than in most others, especially
l i nes outside manufacturing. During the years 1986 and 1991, in accord with the
hopes of the authorities, investment in non-manufacturing did rise significantly
faster than in manufacturing, with the non-manufacturing capital stock increasing

a t an average annual rate of about 8 per cent, compared to about 6.5 per cent in
manufacturing. Nevertheless, the average annual growth of labour productivity

per person in manufacturing, at 4.6 per cent, was still higher than in non

manufacturing, at 4.0 per cent. Because it cost so much in terms of the growth of
apital stock to raise labour productivity outside of manufacturing, the non-man
u facturing sector had been no more able to raise its profitability above its level of
t he end of the 1980s than had the manufacturing sector.
Japanese producers could thus raise profitability by means of transferring
resources out of over-subscribed manufacturing lines into many (low-productivity
g rowth) service lines only to the extent that, in the process, they could decrease
wage growth even faster than they sustained reduced productivity growth with
;,4

By comparison, US exporters, enjoying a 50 per cent devaluation of the dollar against the yen in these

Y<'ll rs, were able to increase their prices at an average rate of 2.3 per cent and still achieve a rate of growth

�x po rts that was triple that of their japanese counterparts.
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respect to both labour and capital inputs. Japanese employers do appear to have
succeeded in imposing some increase in wage dispersion between manufacturing
and service industries in this period, but nowhere near as much as their US coun
terparts-or was apparently necessary for profitability to further recover.56 It is no
wonder, therefore, that the government's programme of strengthening domestic
demand at the end of the 1980s failed to succeed much better than had its prede
cessors in reorienting the economy.

From Slump to Transformation?
By 1990-91 profitability in Japan's private business economy as a whole had still
failed to rise above its level at the peaks of the previous expansions in 1985 and
1978. At the end of 1989, in order to gain control over the bubble, the Japanese gov
ernment began slowly to raise interest rates. Following the start of another cyclical
downturn in the US in the second quarter of 1990, the Japanese economy entered
a new recession which turned out to be the longest and deepest of the postwar
epoch, GDP growing at an average annual rate of just 0.8 per cent between 1991
and 1995. Clearly the investment boom detonated by the bubble had failed to reduce
costs sufficiently to ensure its own perpetuation, let alone set the Japanese economy '
on new foundations.
The deep recession that began at the end of 1991 and continued into the second
half of 1995 was, in part, a reaction to the bubble itself. After engaging for almost
half a decade in the most massive accumulation of capital stock, inventories, and
labour without succeeding in raising their rate of profit, Japanese corporations
could not but, sooner or later, cut back compensatorily on the growth of new plant
and equipment, inventories, employment, and wages. The reductions had to be
that much more severe because so much of the previous spurt of capital accumu·
lation had been financed through the accumulation of debt. When years of
record-low interest rates were suddenly replaced by sharply higher ones-6 per
cent in September 1990, up from 2.5 per cent a year before-Japanese firms could
not but impose across-the-board cuts. The resulting, extended collapse of both
investment and consumer demand was at the root of the recession. Moreover,

ju

t

as the positive wealth effect of sharply rising stock and land prices had fuelled th
boom, the negative wealth effect of collapsing stock and land prices could not but
exacerbate the downturn, further reducing investment and consumer demand .
Finally, when land prices collapsed, many real-estate companies were unable t

pay their debts, leaving many banks overwhelmed by non-performing loans. Th ir
consequent difficulty in making new loans impeded any movement toward
recovery.57
Yet, the cyclical aspects of the recession only exacerbated the economy's

und

lying structural difficulties, which the government had failed to overcome

which were responsible for the unusual severity of the ensuing crisis. lt wa s an

l'·

an

1

story: despite the enormous changes wrought during the bubble, the Japan s

economy was faced in 1991 with the same predicament as i n 1 986, but it had n w
exhausted its options, at least for the ti m e being. Given th
on manufacturing exports and th
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manufacturers confronted a n insurmountable task i n restoring manufacturing
p rofitability in the face of the secularly rising yen and the continuation of interna
t ional over-capacity and over-production in manufactures. Yet, there was no easy
solution to the profitability problem by means of the reallocation of resources out of
over-subscribed manufacturing lines, in view of how costly in terms of investment

it was to raise labour productivity in other manufacturing industries and in the

non-manufacturing sector in general.

From 1991 through 1995, the yen once again took off. During the late 1980s,
encouraged by the government, Japanese investors had propped up the dollar by
means of the most extensive accumulation of

US assets; but, with the onset of the

recession of the 1990s, they were obliged to liquidate properties, reduce or cease
t heir purchases, and bring their money home. Purchases of
ments,

US

securities, and other sorts of

US

US

Treasury instru

assets fell sharply. At the same time,

with the collapse of demand at home and the earlier recovery from recession in the

US, the relative growth of imports as against exports slowed. The relative demand
for yen could not then but increase (and for dollars fall): between 1990 and 1995,
t he currency's effective exchange rate grew at an average annual rate of 9.5 per cent,
even faster than in the previous five years, and its value against the dollar grew by

a

total of 54 per cent.58
To make matters worse, the

US was

refusing to play its assigned role of bailing

out the Japanese, and the world, economy. The Clinton administration, as noted,

US recession of
US market was relatively slow to grow. Over the
four years following this slump, real US imports grew at an average annual rate of
failed to resort to deficit spending to speed recovery from the

1 990-91, with the result that the

9.4 per cent, compared to 12.6 per cent in the four years following the recession of
1 979-82.
Pressed on both the domestic and international fronts, Japanese manufacturers
faced their greatest crisis. Due to the over-investment of the previous years, and the
resulting over-accumulation of productive capacity and of labour that was hard to
lay off, as well as firms' deep indebtedness and banks' difficulties in lending,
domestic demand stagnated. Especially with the bursting of the bubble, it was
i mpossible to once again ratchet up capital accumulation so as to raise productivity
growth sufficiently to compensate for the rise of the yen. Between 1991 and 1995,
i n vestment as a proportion of GDP fell from 20 per cent to 14 per cent and

the

average annual increase of the capital stock fell by more than one-third, compared

lo that for 1985-9 1 . These reduced figures were still higher than the comparable

ones for the

US in the same period, but they were entirely inadequate to the formi

dnble task of maintaining competitiveness or profitability.59

By 1995, Japanese manufacturers had managed to raise the technological level

of t heir exports still another notch. They had increased the share in total exports

of h i gh-technology-intensive products-including sophisticated capital goods

( s u h as industrial robots), components (such as liquid crystal displays and other
I ·v i c s for compu ters and telecommunications equipment), and industrial
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1985, while cutting back the share of capital-intensive but medium-technology
products, such as steel, automobiles, and home electronics. They had, in the same
period, raised the share of capital goods in total exports to 62 per cent from
48 per cent, while reducing the share of lower value-added consumer goods
correspondingly.60 The government, meanwhile, had helped offset their cash flow
problems by stepping up subsidies for research and development. Nevertheless, in
contrast to the years 1985-91, when, by virtue of their increased productiveness and
ability to control costs, Japanese manufacturers had come close to maintaining their
international competitive position despite the vertiginous rise of the yen, during the
years 1990-95, they were unable to prevent relative unit labour costs, which grew
at the extraordinary annual average rate of 11 per cent, from rising even faster than
the effective exchange rate, profoundly reducing Japanese export competitiveness.
Between 1991 and 1995, Japanese producers managed to increase their exports
at roughly the same very reduced rate as between 1985 and 1991-3.1 per cent
while maintaining their share of world exports; but they could do so only at great
cost. To maintain export growth and share, they were obliged to reduce their export
prices at an average annual rate of 3.9 per cent, but, given the huge increase in their
costs, doing so implied an enormous squeeze on the profitability of their overseas
sales.61 Between its 1980s peak, achieved in 1988, and 1995, the rate of profit of non
financial corporations dropped by 37 per cent, and that for manufacturing a
stunning 55 per cent.
Limited in their ability to respond to the pressures of the high yen and slower
growing markets through stepped-up investment in manufacturing, and restricted
in their capacity to raise profitability through productivity increase outside manufac
turing, Japanese producers sought to maintain their established, export-oriented
production system by further expanding it into East Asia, where relative costs, during
the first half of the 1990s, were made even lower by devaluations of the local
currencies against the yen of the same order of magnitude as that of the dollar. This
process had, of course, been well under way since the second part of the 1980s, but
it was now radically accelerated, with the government once again playing a critical
role, by making possible improved coordination and the dissemination of informa
tion. The idea was to take advantage both of relatively low-waged East Asian labour
and improving Asian know-how and infrastructure so as to increase efficiency
through the growth of the division of labour. It was to be implemented by rapidly
expanding the triangular trade, centred on newly-emerging Japanese production in
the Asian continent. Manufacturers in Japan would be enabled to further expand their
export markets in high-tech capital and intermediate goods needed by Asian pro
ducers, while Japanese manufacturing plants relocated in Asia would be enabled to
secure the otherwise unachievable cost improvement needed to further penetrate
both the North American and rapidly growing Asian markets. But relatively limited
60 M. Yoshitorni, 'On the Changing International Competitiveness ofJapanese Manu fa cturin g Since 1 985',
Oxford Review ofEconomic Policy, vol. xii, no. 3, 1996; OECD, Economic Survey of Japan 1 995-96, Paris 1 996, p. 1 .
61 For the difficulties of passing through the cost i ncrea ses resulting from yen rev a l u a t ion i n high r
export prices, and consequent downward pressur on profi t ability, see OE
, Economic Survey of japan
1992-93, p. 31; OECD, Economic Survey of Japan 1993-94, pp. 22, 27.
62
Forth foregoing paragraph, T hove relied especia l ly on M, l lcmu>·d and ) , R�v c n h l l l, '11 • 1 111<l l'•'" l uct
. ycl>s and Fly i t 'll C oRe: R ��'"' ll1. linn, l ·l lu>' rchy, n 1 1cl l lw h " luMlrl-1 11-dl hm of H�Ml AMI ', Wor/ll /'ol/1 /r�,
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amounts of Asian-produced manufactures would be allowed to come back to Japan,
which would hold on, as much as possible, to advanced manufacturing production
as the basic condition for developing manufacturing technology, even in supposedly
'mature' lines.62
At the core of this effort was a further huge increase of foreign direct investment
in Asia, centred on subsidiaries of Japanese multinationals but also including many
members of vertical keiretsu in J apan, which relocated to Asia to join newly
emerging production networks organized roughly on the old lines. In just the four
years between 1991 and 1995, annual foreign direct investment in manufacturing
by Japan grew by almost 50 per cent, from $12.3 billion to $18.9 billion, with almost
all of the increase absorbed by Asia, where Japanese manufacturing annual direct
investment almost tripled, from $2.9 billion to $8.1 billion.63 Over the same period,
therefore, the share of manufacturing output produced abroad by Japanese firms
rose from 6.4 per cent to over 10 per cent (to 15 and 20 per cent, respectively, in
general machinery and transport equipment), by Japanese multinationals from 1 7
to 2 5 per cent. The dizzying ascent o f Japanese production i n Asia brought a con
tinuing reorientation of trade in that direction. By 1995, the share of Japanese
exports going to Asia had climbed sharply to 44 per cent, up from 31.1 per cent in
1990 and just 18.7 per cent in 1985. Imports from Asia into Japan grew less rapidly;
still, between 1982 and 1995, reverse imports from Japanese multinationals' foreign
subsidiaries increased at over 40 per cent per annum, and by 1995 accounted for
14 per cent of total irnports.64
The ultimate impact on the domestic economy of Japanese corporations' spec
tacular reorientation toward Asia remains to be seen. Even so, because Japanese
corporations see their fate as tied to their ongoing accelerated improvement of
manufacturing technology across many lines, and view such improvement as pos
sible only by actually engaging in manufacturing production, they have been at
great pains to nurture production in Japan itself. They have therefore done their
best to make their expansion into Asia aid improved productivity at horne by facil
itating the overall 'Japanese' manufacturing division of labour, and allowed the
substitution of Asian-based for Japanese-based lower-waged, lower-technology
production only to the extent that the latter could be compensated by the expan
sion of Japanese-based higher-technology, higher-waged production.65 After an
1 1 per cent fall from 27.8 per cent to 24.6 per cent between 1973 and 1979, the
j apanese manufacturing labour force as a proportion of the total, in sharp contrast
t o that of the US, ceased to fall through 199 1 . By 1996, it had declined to 22.5 per
61
OECD, Economic Survey of Japan 1 995-96, Table 3, p. 19. It is estimated that in 1996 alone annual
foreign d i rec t investment increased by $19 billion to $70 billion. Of this increase, by far the greater part,
"' "nething l ike $1 6 billion, was composed of manufacturing foreign direct investment, which doubled to
$:15 b i l l ion. More than half of the increase in manufacturing direct investment went to Asia, where FDI
increased by about 80 per cent to $18 billion. W. Dawkins, 'Moving Abroad', Financial Times, 12 May 1996.
64
OECD, Economic Survey of Japan 1995-96, pp. 30, 32, 229; OECD, Economic Survey of Japan 1 994--95,

1 ' 1 '· 2:1-5. Tn ome sectors the share of overseas investment was much higher. For large manufacturing
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cent, but, i n view o f the extremity o f the Japanese crisis, and especially o f the yen
revaluation of that period, it would be premature to reach the conclusion that Japan
is 'hollowing out '.

Towards Recovery?
The course and depth of the Japanese depression must be kept in perspective. The
highest level of unemployment in Japan during the downturn has been lower than
the lowest level achieved by the US during its parallel boom. Between 1991-when
the recession began-and 1996, manufacturing hourly real wages increased by 12
per cent in Japan, compared to 2 per cent in the expanding

US. Throughout the ,
US.

1 990s, Japanese investment per employee continued to exceed that of the

Finally, despite the well-known proclivity of Japanese firms to retain labour during
recessions, Japanese productivity in manufacturing has not done too badly,
growing at an average annual rate of 2.7 per cent between 1991 and 1996, despite
two years of zero growth (although the figures are probably much worse outside
manufacturing).
The fact remains that the Japanese crisis has been extremely serious, especially
because recovery has been so very difficult, and because a Japanese failure to recover
(or worse) would jeopardize the world economy. Beginning in 1992, the government
launched repeated rounds of major public spending increases, while continuing to
bring down interest rates. But the stimulative effects of the macroeconomic expansion were, on each occasion, more than counterbalanced by the depressive impact
of a new rise in the value of the yen. In the spring of 1995, in the wake of the crisis
in Mexico, a flight from the dollar pushed the yen's exchange rate to the unprece
dented height of 80/$, threatening the economy with collapse. It was only at this
point, when the G-3 governments intervened decisively to reverse the decade-long
decline of the dollar and force down the value of the yen, that the Japanese economy
began to right itself. Even then, it took the largest fiscal stimulus in Japanese history
in the late summer of 1995 to keep the upturn progressing.
Japan's transcendence of its long recession has thus remained very much in
doubt, with major consequences for the system as a whole. As soon as the yen began
to fall, Japan's leading manufacturing firms, generally capable of at least breaking
even at an exchange rate of 100 yen/$, succeeded in launching a major new export
driven expansion. In part through exports and in part as a result of the earlier
stimulus package, Japan thus enjoyed a major revival of growth in 1996. But, by
1997, Japan's cyclical upturn had run out of steam, with rising exports unable to
catalyze a sustained recovery beyond manufacturing.

In part, Japan's stalled recovery was clearly attributable to government policy,

specifically to the state's over-anxiety to make up for the enormous increase in it
indebtedness during the previous half-decade. In early 1997, to begin to rebalanc
the books, the government implemented a major tax increase, despite widespread
predictions that it would undercut the nascent business revival. To compound th

problem, the government was long reluctant to incur new deficits to jump-start t h
economy, even a s it slid back toward serious recession in 1 997 a n d 1 998. T h

remains that the governm nt pol icy
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ra ther than fiscal stimulus, t o get the economy moving, the increased lending that
resulted financed not so much increased domestic investment, as the accelerated
f low of money out of the country into US Treasury Bonds and US securities. This

put ever greater downward pressure on the yen, not to mention the Japanese stock
market.
In the past, of course, a falling yen had generally been sufficient to generate a
recovery, because it had made possible access to the huge, absorptive US market.
1 3ut, since the time of the previous export-led expansion driven by a devalued yen,
which had taken place between 1 979 and 1985, Japan had been obliged to reorient

its commerce, away from the US and toward East Asia. The switch to Asia, however,

ca me with a catch. Whereas a rising dollar with respect to the yen had automatically
i mproved Japanese export prospects

in the US market, rising East Asian currencies

with regard to the yen could very well end up undercutting Japanese export

I· rospects in East Asian markets because they could easily undermine the growth

1 rospects of heavily export-dependent East Asian economies. When the yen fell, that
is exactly what happened. Korea and most of the other economies of Northeast and
Southeast Asia immediately ran into difficulties exporting, which eventually cut
�hort their expansion-with vast repercussions for Japanese exporters, Japanese
m ultinational investors, and banks, and the world economy as a whole.66

3. Germany in the 1 980s and 1 990s: Monetarism in the Name of Exports
! .i ke the Japanese, the German economy faced, from the start of the 1980s, unprece
·iented barriers to maintaining its economic momentum. Over the course of the
1 960s and 1970s, it had already found it progressively more difficult to make its
<'X port-oriented form of development bear fruit. During the 1980s and 1990s, the

1 rospects narrowed further, as fiscal austerity and tight money became the order

of the day, as the mark hesitantly but relentlessly continued its upward ascent, as

11 nd as the US ultimately reneged on its commitment to provide the demand needed
t h e growth of world output and world trade fell below their levels of the 1970s,
f o r international economic growth and stability. In this situation, responding to
w h at they saw to be a failed experiment in Keynesianism at the end of the 1970s,

l he German economic authorities, unlike their more interventionist (and more
n d v enturous) counterparts in Japan turned resolutely, and more or less perma

l w n tly, to their traditional remedy, the pursuit of balanced budgets and relatively
t i g h t money.67
Perhaps more than ever before, the prospects for German economic growth

<'l l l ne to depend on holding back the growth of domestic demand, with the goal
t

,r keeping down costs and prices, and intensifying competitive pressure on

t i t >mcstic producers, so as to spur rationalization and improvement, in the interest
t

>f promoting the growth of exports and thereby investment. This policy had, of

< ' o u rse, a certain logic, since major sections of the German manufacturing plant
hncl

!early become redundant i n international terms, and required trimming,

m l iona lization, upgrading, and supersession. The authorities thus left it to the
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market t o pressure the economy for change, and t o Germany's capitalist institu
tions-its banks linked to manufacturers and especially its unmatched labour
force-to fabricate the required transformation. Yet, to pose such a challenge to
the German economy was hardly to ensure a successful response, especially since
the deep roots of the problem were not by any means mostly German, but lay
fundamentally in the over-capacity and over-production in manufacturing that
plagued the advanced capitalist world. Government policy was certainly suc
cessful in securing its immediate end, the control of costs and prices, but deflation
proved, in itself, no panacea.

Growth Through Stagnation?
The German recession of the early 1980s was precipitated, much like that of 1974-75,
by a combination of runaway oil prices and a coordinated international turn to tight
money. It struck the German economy, at the peak of its deficit-driven boom, very
hard. During the three years 1980, 1981, and 1982, capacity utilization fell sharply,
the average annual growth of GDP fell to 0 per cent, and the rate of profit in man
ufacturing, though not outside it, dropped to very low levels, on average 50 per
cent below its level of 1979. Nor, with the end of the wrench of the recession, did
the authorities much relax their pursuit of 'sound finance'. Not only did they fail
to significantly loosen the supply of credit until 1987, they also, like the Japanese,
reduced the budget deficit as a fraction of GDP, from 3.1 per cent in 1980 to 1.1 per
cent in 1985.68 Meanwhile, with the record-setting deficits and borrowing of the US
government, on the one hand, and the continuing tight credit imposed by the
Fed, on the other, the

US
US authorities induced radically higher interest rates on a

world scale, and Germany saw its real interest rates rise from an average of about
2.5 per cent in the 1970s, to an average of 5.1 per cent for the years 1980-84 inclu
sive and of 4.1 per cent for the years 1985-89 inclusive.69
Under pressure first from recession, then from highly restrictive macroeconomic
policy, the economy certainly sustained a major reduction in the growth of costs.
With the growth of their output failing to rise even to 2 per cent in any year befor
1986, manufacturers were able to reduce the average annual increase of the nominal
wage between 1982 and 1990 to 4.2 per cent, from 8.4 per cent between 1973 and
1979. They thereby cut average annual real and product wage growth in those year
to 2.4 per cent and 0.6 per cent respectively, from 3.7 per cent and 4.0 per cent respe

•

tively, between 1973 and 1979. In this context, inflation was pretty much brought

under control, as the growth of the consumer price index fell from 6.2 per cent in
1981 to 0.6 per cent in 1987 and 1.3 per cent in 1988. Rationalization and downsizin

now proceeded apace, bringing, virtually on their own (with the benefit of

littl

investment growth) a certain growth o f productivity through the reducti n
of outmoded plant and the shedding of labour. Between 1979 and 1985,

r

as in t h

analogous period of crisis between 1970 and 1975, the manufacturing labour f

fell precipitously, by 10.2 per cent in terms of hours. Between 1 982 and 1 990, t h

manufacturing fel l by
per cent betw en 1 973 a n d 1 979.

average annual growth of unit labour costs in German

than half, to 2.1 per cent, from 4.8
68
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On the basis o f these reductions in the growth o f costs, the growth o f exports
succeeded in bringing about a new cyclical upturn and in returning the economy
to very full capacity utilization by the end of the decade. But export growth could

not durably restore the economy's dynamism. In 1989, the return to full capacity
utilization was thus accompanied by an 8.4 per cent rate of unemployment, almost
double the 4.8 per cent rate that prevailed at the end of the 1970s. The reason was
that the growth of the manufacturing capital stock had almost ceased in the inter
vening period.
The expansion of exports was insufficient to revivify the economy for the simple
reason that it could not stimulate the required major increase in the accumulation
of capital. The increase of the manufacturing capital stock, already sharply reduced
in the 1970s, fell significantly further, to an average annual rate of just 1.4 per cent
between 1979 and 1990, from an already low 2.0 per cent between 1973 and 1979.
It is therefore not surprising that manufacturing labour productivity growth also
went down, increasing at an average annual rate of less than 2.0 per cent between
1979 and 1990, compared to 3.45 per cent between 1973 and 1979. During this period,
Germany had the lowest rate of manufacturing labour productivity increase among
the G-7 economies, except for Canada.
Given the intensity of international competition, unless productivity growth
could be raised significantly, German manufacturing could not increase competi
tiveness sufficiently to found a real boom in exports. But the catch was that there
was no way to raise productivity growth substantially because the prospects of
raising profitability through exports were nowhere near promising enough to suf
ficiently stimulate the growth of investment. As the stimulus from the US economy
under Reagan reached its peak, exports did, as in Japan, grow impressively in 1984
and 1 985, at an average annual rate of 7.9 per cent. But, because this boom was
driven by a combination of US deficits and a high dollar and of German macro
economic restrictiveness plus a low mark, it could not last. German domestic
demand was, of course, intentionally limited to keep down prices. But precisely
because this policy 'worked', it could not but give rise to a new round of German
current account surpluses and US deficits. Upward pressure on the mark thus
quickly materialized, and following the Plaza Accord, the German currency appre
ciated sharply in 1986-87 and 1990, its effective exchange rate increasing at a n

average annual rate of 4.6 per cent between 1985 and 1990. Since wage growth could,

for the time being, be reduced no further, and productivity could be made to grow
no faster, German manufacturing had to absorb almost all of the cost increase caused
by the currency appreciation, its relative unit labour costs in international terms
i ncreasing at an average annual rate of 4.2 per cent in those years.
As usual, German producers went out of their way to keep export price increases

I
'

down so as to keep export growth up, actually reducing export prices, in terms of
t he m ark, at an average annual rate of 1.1 per cent between 1985 and 1990. This was
undoubted l y necessary to maintain and increase sales but obviously it was also
hea v i l y to b lame for the squeeze on export, and thus manufacturing, profitability.
Ev r so, t h gain secu red in export growth through price restraint was not all that
gr •at . U n d r t h st i m u l us of an international expansion fuelled by universally easy
1 87-88, a major fa l l i n o i l pric S, and the opening of the market to the
; •rr 1 1 1 tn i f i a t i< r , ' por·ts bo >m d g ir
t t h nd f t h d
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increasing b y 1 0 per cent and 1 1 per cent, respectively, i n 1989 and 1990. Over the
decade of the 1980s, moreover, Germany slightly increased its share of OECD
manufacturing and world exports. The fact remains that between 1979 and 1990,
export growth averaged only 5.3 per cent per annum, and even between 1985 and
1990, no more than 5.5 per cent. These figures were not significantly higher than
those of the 1970s, and of course one-third to one-half off those of the 1960s, not
surprising given that the rate of growth of world trade remained, as in the 1970s,
at half what it had been in the years 1 960-73, and that the manufacturing rate of
profit for the G-7 economies taken in aggregate remained more than one-third
below its, quite reduced, level of the late 1970s. It was not only the secular rise of
relative German production costs in international terms, but ongoing over-capacity
and over-production on a world scale, which rendered prospects for profitability,
and thus investment, in German manufacturing distinctly bleak.
The counterpart of the stagnation of manufacturing investment at home was the
explosion of investment overseas. Until 1985, German foreign direct investment had
been stable at around 10 billion marks per annum, and largely offset by an influx
of foreign investment into Germany. But, following the Plaza Accord, in just the
five years between 1985 and 1990, German foreign direct investment more than

tripled to 30 billion marks, while investment in Germany

from abroad stagnated.70

That the economy lacked opportunities for profitable investment in domestic man
ufacturing could hardly have been more obvious.
That the problems facing German manufacturing were fundamentally systemic,
inherent in the condition of the world manufacturing economy and the form of
Germany's relationship to it, is evident not just from the stagnation of manufac
turing profitability at a low level, and from the rise of investment overseas, but also

from the

relative

dynamism of the non-manufacturing economy. Manufacturing

profitability had fallen sharply in the recession of 1979-83 and, by the end of the
1980s, had barely recovered its pre-recession levels of the late 1970s, when it was
already some 10 per cent below its much reduced level of 1973. But non-manufac
turing profitability, which had already climbed slightly above its 1973 level at the
end of the 1970s, and had barely fallen during the recession of 1979-83, had by th
later 1980s reached its 1973 level and by 1990 had actually risen by 15 per cent abov
it, attaining its level of the end of the 1 960s.71 Part of the same process, between
1979 and 1990, the non-manufacturing capital stock rose almost three times as fa t
as did the manufacturing capital stock. What made for the difference? (See p. 7,
Figure 0.3 and p. 8, Figure 0.4.)
As in manufacturing, wage growth outside of manufacturing was cut sharply

during the 1970s and 1980s. Between 1982 and 1990, the real wage and produ t

wage grew, respectively, at average annual rates of 1 .4 per cent and 1 . 25 per c nt,
compared to 2.2 per cent and 1 .6 per cent, respectively, between 1973 and 1 979 and
ca u

5.65 per cent and 4.05 per cent, respectively, between 1960 and 1973. But, b

producers outside of manufacturing were largely immune from both the upw
70
1 997.
71
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pressure on relative costs resulting from the mark's revaluation and downward
pressure on prices from intensifying international competitors, they could con
t i nue to exploit the repression of wage growth in a way that manufacturers could
not. Were they to maintain the rate of growth of investment, they could raise pro
d uctivity growth above product wage growth, and thereby begin to recover their
profit rate. And this is exactly what they did. Between 1982 and 1990, non-manu
facturers increased the average annual growth of the capital stock at more than
t wice the rate that manufacturers did, 3.6 per cent compared to 1 . 7 per cent. Non
manufacturing labour productivity rose at an average annual rate of 2.85 per cent,
compared to 2.1 per cent in manufacturing, despite the inherently greater
d i fficulty of raising productivity outside than within manufacturing. Non
manufacturers were thereby enabled consistently to increase their profit share, and
t hus their profit rate. Had the power of workers and pressure of wage growth rel
fltive to productivity growth been the main problem facing manufacturers, they,
too, could have pursued this route. That they did not is a further indication that
t h i s was far from the main problem that the manufacturing sector was up against.
By the years 1989-92, the steady rise in non-manufacturing profitability had
made a major contribution to the restoration of profitability in the economy as a

i tself, for the first time since the start of the long downturn, back to-indeed slightly

whole. In these years, the rate of profit in the private business economy hauled
,1bove-its level of 1973. Nevertheless the recovery of profitability in the German
L'Conomy outside of manufacturing remained limited in its capacity to dynamize
t he German economy. Above all, it was insufficient to compensate for the still very
reduced rate of profit in manufacturing. Even in regaining its level of 1973, the

� r.ivate sector rate of profit still remained, respectively, one-fifth and one-third
below its levels of the second half and first half of the 1960s. Moreover, the very
l'nme macroeconomic tightening that helped bring down wage growth and raise
t he profit rate contributed significantly to increasing real interest rates and thereby

I

in t h e real interest rate in the second half of the 1980s over that of the

I

1 970s reduced
non-manufa -

to u ndercutting the impact of the gain in profitability: in effect, the 2.5 per cent rise
I t i ring sector in these years by more than by 15 per cent and 12 per cent respectively.

t he effective profit rate for private business as a whole and for the

Despite the marked recovery of non-manufacturing and private business prof
l i ; l b i l ity over the course of the 1980s, therefore, the non-manufacturing and private
b u s i ness capital stocks grew respectively 18.5 per cent and 20 per cent more slowly
hd ween 1979 and 1990 than they had between 1973 and 1979. By the same token,
t l w g rowth of the service sector labour force, at 17.2 per cent for the decade of the

1 11HOs, was more than 25 per cent slower than during the decade of the 1970s, and

;t·rman authorities' sound finance thus contributed significantly to the shakeout
ol l lv er-extended German manufacturing lines in these years, it also very much
wns i nsufficient to prevent unemployment from sharply increasing. While the

!

72 Cicrsch et al., Fading Miracle, p. 199. As in the 1970s, FIRE accounted for virtually all of the growth
1 1 1 "�1·vkc !ll' l-or employment over the course of the 1980s. Again, because the strength of the German labour
11111V<'•Jil'11l

prevented the sort of radical increase in wage dispersion that took place in the US, employment
low-produ tiv i ty , low-wa ge services. Indeed, employment in retail and wholesale trade
�1'1 1 1 lly f II by 6.6 1 r nt botW\1 n '1 91l0 and '1 986. Burda and Sad1s, 'Assessing High Unemploy ment',
n > t dd no I · xpand in

1 '1 '· ·�!111-11,
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fettered the entry o f means of production into other lines. Over the course of the
1 980s, the private sector labour force increased by a scant 311,000, with the service
sector increase of 1,146,000 in those years barely enough to compensate for the
decline of 390,000 in agriculture, 398,000 in manufacturing, 206,000 in construction,
and 21,000 in mining and utilities.72 Between 1982 and 1990, there appeared in
Germany for the first time since the late 1940s what could be properly called mass
unemployment, the rate of unemployment over that period averaging 8.5 per cent,
twice that of the second half of the 1970s.

The Crisis of German Manufacturing
The structural difficulties that the German manufacturing sector had failed to over
come were concealed by the brief boom at the end of the 1980s and the beginning
of 1990s. In this short period between 1988 and 1991, not only did exports take off,
but investment boomed, and the growth of capital stock began to accelerate from
its low level. Nevertheless, when the conditions that had set off the boom proved
ephemeral, the German economy fell back into stagnation and worse.
From late 1987 through the latter part of 1988, the advanced capitalist countries
went all-out to make sure that the crash of October 1987 did not issue in a liquidity
crisis, flooding the world economy with credit. But, when the danger of collapse
quickly passed, they promptly backed away from their temporarily expansionary '
stance. Not long after, in the middle of 1990, the US economy entered into a short
but sharp recession, which further reduced the growth of demand. The enormou
transfer of state funds from West to East Germany that accompanied unification ·
had, meanwhile, given West German firms a major shot in the arm, pumping up
the call for their goods in 1990 and 1991 . But, by 1991, a compensatory reaction haq
set in. In that year, to counteract the inflationary effects of the huge government
deficits that had financed the East German subsidies, the German authorities cut
spending and raised taxes. They also initiated an extended period of high interest ;
rates to ensure long-term price stability. Rising German interest rates had a doubl
depressing effect: first, they further undercut growth in Europe, contracting th
market for German products at the very moment that the stimulus from the Ea t
began to peter out; second, they drove up the mark. Once again, therefore, th
German authorities sought, through macroeconomic probity, to keep prices dow
in the interests of anti-inflation and cheaper exports but ended up undercuttin
German competitiveness. To make things worse, as the brief boom had strength•
ened, German wages had finally begun to shoot up rapidly, to compensate f
many years of very slow growth. The German economy yet again came face to fa
with the problem of relatively high costs in international terms, under cond iti 1 1
of system-wide manufacturing over-capacity and over-production, and entered it

worst and longest recession since 1950. Between 1991 and 1 995, GDP grew at

average annual rate of just 0.9 per cent, the slowest for any comparable pe ri od sin
1950?3

u

With the return to austerity at home, the German e onomy was from 1 99 1 t hn

back into its standard dependence upon
73
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i .ts recovery under even more difficult conditions than previously. The basic
problem remained that investors continued to doubt the ability of significant
sections of German manufacturing to profit via exports. The growth of the capital
stock thus fell back, capacity utilization declined, and productivity growth
languished, increasing at an average annual rate of only 1 .5 per cent between 1991
and 1995. At the same time, partly as an effect of the high interest rates that had
been imposed to keep domestic costs down, the effective exchange rate of the mark
rose at an average annual pace of 4 per cent. Because the manufacturing sector was

t otally incapable of increasing investment to reduce costs so as to compensate for
t he rise of the currency, relative unit labour costs grew even faster than did the
exchange rate, at an average annual rate of 5.35 per cent.
West German manufacturers, for still another time, sought to keep up overseas

sales by keeping down the growth of prices, which increased at an average annual
rate of just 1.5 per cent between 1991 and 1995, far below the growth costs.74 Even
so,

exports fell by 0.3 per cent in 1992, then fell again by 4.7 per cent in 1993, so that,

by 1995, they were only 6 per cent above their level of 1991 . In the latter year, the
German share of world exports was down to 10.4 per cent, from 12.1 per cent as

recently as 1990 and 12.4 per cent in 1987.
The combination of domestic austerity and export crisis brought a day of
reckoning to the West German manufacturing sector. The German economy had,

of course, by virtue of its export success, maintained an extraordinarily large
m anufacturing sector, constituting close to 40 per cent of both output and the
l abour force, right up to 1970. It had done so partly on the basis of its strong man
u facturing competitiveness in a period of rising demand for the goods in which it
�pecialized, partly on the basis of the increasing under-valuation of its currency.
l"l u t with the rise of German relative costs, especially from 1969, the viability of an

l'ver greater portion of this sector's productive power was undercut. In the crisis

years culminating in the oil embargo of the early to mid 1970s and, then again, in

t h e crisis years of the early 1980s, the German manufacturing sector had lost 1 8.4
per cent and 10.25 per cent respectively of its labour force (in terms of hours).
The deep recession of the 1990s brought still another phase in t h is t ri m m i ng
dnwn and weeding-out process. Starting in 1990, by which point
ln

it had risen only

its level of the end of the 1970s (when i t was 3 0 per cent below the a l read y reduced

il'vel of 1969), the manufacturing profit rate fell by three quarters by 1 993. By 1 99",

1 1 1 \ l reover, it appears to have come back to no more than 50 or 60 per cent of its 1990

11-vcl ?s With manufacturing profitability so depressed, the growth of manufac

t u ri ng capital stock averaged 0.4 per cent for 1992 and 1993 (the last years for which
d n l a is available), while investment fell by 7.75 per cent and 23.7 per cent respec
t i vely in those years. By 1995, the level of manufacturing output was 10 per cent
l 1t ' l n w

that of 1991, and, in the intervening years, the manufacturing labour force

l i 11 d fa l l en by 16 per cent.

' l 'ha t t he crisis was firmly rooted in the manufacturing sector could not have been

! " l l'll r •r, a n d was evidenced in the continuing rapid growth of foreign direct invest-

'/4
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ment, which averaged DM25-30 billion per annum between 1991 and 1994, th ·
leapt to DM50 billion in 1995.76 Meanwhile, the non-manufacturing sector continu

to perform creditably. After peaking in 1992, a full 23 per cent above its level 0 ;
1973 and close to its level of the mid 1960s, non-manufacturers' profitability appea '

to have fallen only to a small degree, and was, by 1995, at most 1 1 per cent bel

.

its early 1990s levels. Clearly, the immunity of non-manufacturing producers fro
international competition continued to leave them a breathing space that was typ

�·

ically unavailable to their counterparts in manufacturing.77

Towards Recovery?
As with the Japanese economy, the precipitous rise of the currency in early 19

'

brought the German economy to new depths, while its subsequent fall, larg 1
engineered through the joint intervention of the German, Japanese, and US gover
ments, made possible a new cyclical upturn. Nevertheless, again as in Japan, whil. ·
exports responded promptly and vigorously to devaluation, the economy fail
dismally to respond to exports, and one does not have to look far to find the reas
Even as the manufacturing sector began to revive, the rationalization of indust
and the relocation of production abroad continued apace, while a new investm
boom failed to materialize. 'Faced with high costs at home and stiff competiti
from abroad, companies have decentralized, stepped up foreign investment, a
adopted lean techniques', while seeking to radically revise traditional collectiv

''

bargaining arrangements.78 In 1996 alone, the manufacturing sector shed anoth
4 per cent of its workforce (in terms of hours), and, largely as a result of the c

tinued shrinking of manufacturing, unemployment in West Germany in 1997, r

close to 10 per cent, a postwar record. Put simply, the manufacturing sector, ev

more than previously, could not get the economy turning over because, with p

ductivity rising largely through labour-shedding and speed-up, investment failil'll •,
to take off, and wages growing very slowly, it could not generate much in the w
either of investment demand or consumer demand for the rest of the econorn
Nor would a German government-more convinced than ever that the market hu

fc:m<

to be allowed to work freely to bring down German costs-step in, especially
the need for greater austerity and monetary tightening to prepare the way
European monetary unification became ever more pressing. To note that, in 1

average hourly wages for German production workers stood at $31.87, compal'
to $1 7.74 for their counterparts in the US, gives a crude idea of what Germ
manufacturing was up against. In any case, while the prospects for German

m

ufacturing seemed to steadily improve as the process of slimming continued, t

same could not be said for the German economy as a whole. The German ec on

1

th '

in short, was still in the process of adjusting to, and resolving, a problem of syst m•
wide international over-capacity and over-production in manufac turing
remained, even after a quarter of a century, to be transcended.

77 OECD, Economic Survey of Gemwuy 1996, p. '1 5, Figu r • 6. ' L,lw 0 •ul" hoYlor·k i m poo·t pl'i .,. rc u
the scope for pri e in reases by clomL•Htlc ompotltuo·" to forcl)l" QXpoo·t· '" · 1\M n onN ' 1 " n •, tlwrt> l � b
a widening �op b tw •en th profl t·mn rku 1 � In t h • lr d hi • r1d t 1tl1 1·l rnd bl1• )l<lll'IM � lot'M.' (p. 9)
7H
1'. Norm 11 r1d ; , llowl�y, ''l'ut'tllul l nml I'M lyMIM', l 'lnlltlt ' llll '1'1111�•, 211 M 'I l liV7. ,
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Since the victories of Reaganism-Thatcherism at the end of the 1970s, capital has
greatly deepened its domination, especially in the US. Wage growth has been effec
t i vely repressed. Fiscal austerity, combined with tight credit, has brought universal
d i sinflation. The rich have benefited from several rounds of tax reduction. Industry
c l fter industry has been deregulated so as to weaken unions. The global flow of
capital has been progressively unfettered so that multinational corporations and
banks can better scour the world to find the most profitable location for their mul
t i farious activities. Finance has been unshackled, to create ever more baroque means
to squeeze more money from money. The brutal stabilization programmes of the
World Bank and the IMF have been accepted as gospel. What is more, the statist
regimes of the former Soviet Union and Eastern Europe have collapsed, and China

has taken the capitalist road. Yet, despite all this, things are not going smoothly for
t l1e world capitalist economy.
Ironically, there has been a very close correlation between the extent to which
capital has got its way and the extent to which the performance of the advanced
capitalist economies has deteriorated, cycle by cycle, since the 1960s. During the
1 960s, when ostensibly over-strong labour movements, bloated welfa re states, and

hyper-regulating governments were at the height o f the i r i n f l u n

onomy h s p rf rm

economic boom reached historic peaks. Since t he n , as t he n o I ss i
been administered in ever stronger do es, the
well. The 1970s were worse than the 1 960s, th

1 980s

w o rA '

, th

I m
I Pi t

th n th

•

g l oba l

di l y I

·i i n

1 97011,

1 990s have been worse than the 1 9 80s . Spea k i ng only of re�n. l l tH, an I n< t for

moment of prospects, the long downturn has c on t i n u ed to d fy

(See p. 240, Table 13.1.)
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Faced with this dismal trajectory, mainstream economics has recurre l t

s

h

'14!1

th
11

11'1,

its

�t andard theory of last resort, but now in its purest form. For many years, supp l y

� i d e theorists located the source of secular stagnation in a crisis of productivity,

w h ich they attributed to the slacking and resistance of undisciplined and rebellious
wo rkers, emboldened by the social safety net, who precipitated and perpetuated
I he

long downturn by refusing to reduce the growth of their wages in line with

red uced output per person. But, with the downturn extending into the mid 1990s,
n n d w i th only a few signs of let up, orthodox economists-having little choice but
t o re ognize how profoundly labour's power has been reduced over the last two
i � a des, and with how little positive effect on the economy-have implicitly relin

l ] l l i lll

d t heir socio l

l o l tH m ) t
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I
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iz d a n d pol i ti ized versions of Malthusianism, and reverted
I
n
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Table 13.1. Decli n i n g economic dynamism, 1 960-2005.

(Average annual per cent change.)

1995-2000 1990-2000 2000-05

1 960-69

1969-79

1979-90

1990-95

4.2
10.1
4.4
5.3
5. 1

3.2
4.4
2.8
3.2
3.6

3.2
3.9
2.3
2.4
3.0

2.5
1.5
2.1
1.6
2.5

4.1
1 .3
2.0

2.5
3.4
2.8
2.1
(73-79)

1 .9
4.0

GDP
us

Japan
Germany
Euro 1 2
G-7

2.6
1 .2
0.7
1 .4

1 .9

3.3
1 .4
2.1
2.2
3.1

2.5
1 .5
2.5
2.1

4.1
1 .7
1 .9
2.8

3.3
1 .6
2.2
2.5

2.6
1 .3
0.8
1.7

3.2
6.2
3.0
3.1

2.3
5.4
3.2
5.3

3.8
3.6
1 .7
3.6

3.1
4.5
2.5
3.3

2. 1
2.8
1 .6
2.1

1 .3
3.0
1 .3
1 .8
2.6

1 .4
0.8
2.8
2.1
1 .7

2.0
1 .3
2.4
1 .3

1 .7
1 .0
2.5
1 .7

2.2
1 .5
1 .5
1 .4

21

GDP per capita
us

Japan
Germany
G-7

3.3
9.0
3.5
3.8
(60-73)

1 .9
1 .9

Non-Residential Capital Stock {private business economy)

US (net)

Japan (gross)
Germany (gross)
Industrial countries

4.5
1 2.5
8.4
5.0

4.0
9.4
4.9
4.2

Labour Productivity Total Economy {GOP/worker)
us

Japan
Germany
Euro 1 2
G-7

2.3
8.6
4.2
5.1
4.8
(60-73)

1 .2
3.7
2.5
2.9
2.8
(73-79)

Real Compensation Total Economy {per employee)
us

Japan
Germany
Euro 1 2

21

7.5
5.7
5.8

1 .0
3.9
3.0
3.2

0.8
1 .7
0.8
0.6

0.6
0.9
3.0
1 .2

0.6
0.3
1 .6
0.8

2.4
0.6
2.3

1 .6
0
0.2
0.4

4.8
1 .4
0.8
2.3
3.1
(60-73)

6.2
1 .7
2.1
4.6
4.9
(73-79)

7.1
2.5
5.8
9.1
6.8

6.5
2.6
7.2
9.3
6.7

4.6
4.1
8.3
9.0
6.4

5.6
3.3
7.7
9.2
6.6

5.4
5.0
8.7
7.7

1 .1

Unemployment Rote
us

Japan
Germany
Euro 1 5
G-7

Sources: OECD, Historical Statistics, 1 960- 1 995, i 995, Tobie 2 . i 5, 3. i , 3.2; 'Stotisllcoi Annex' Eur peon Economy, Autumn 2005, Tobl

s

l l ond 3 1 ; OECD, Economic Outlook Dotobase, iMF, Wodd Economic Outlook Oatobose; And row Glyn, 'imbolonc s of tho Globol Economy,'

New L It Review 34 (July· Auoust, 2005); Arrnsirono ol ol, Capitalism Since J 945, p. 356, Tobl A6.
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many now contend, simply because its technological potential has, for the most
part, been exhausted.
On the eve of the long downturn, in the late 1960s and early 1970s, economic
orthodoxy, still under the sway of the neoclassical-Keynesian synthesis, saw no
reason why the postwar Golden Age of growth and prosperity could not continue
forever. Since the only potential problem for ongoing expansion was thought to be
insufficient aggregate demand, and since aggregate demand could always be sub
sidized (and presumably reduced when necessary to control inflation), there was
no reason to doubt that the economy could remain perpetually dynamic. Scientists
and technologists, supported by ever greater expenditures on research and devel
opment, would provide an endless array of technological possibilities; capitalists,
assured of growing markets, would adapt these discoveries to production and
implement them at accelerated rates. As the OECD expressed the received wisdom
in its early 1970s report: 'the industrial and commercial exploitation of the existing
body of scientific and technical knowledge will continue to generate increases in
productivity for a long time to come.'1
Today, however, economic orthodoxy has changed to adopt precisely the oppo
site viewpoint. After a quarter-century marked by snail-like growth of investment,
productivity, and wages, more severe cyclical crises, weaker cyclical upturns, and
rocketing unemployment, mainstream economists cannot-any more than could
their boom-time predecessors-even consider the possibility that the individual
profit maximizing and the competitive market mechanisms that drive the capitalist
economy might themselves be responsible for secular economic problems. That the
capitalist system might, by its very modi operandi, actually breed crises and long
(though not permanent) downturns, as well as long booms, is simply not think
able, despite the fact that long booms and long downturns have been chronic, if not
cyclical, throughout capitalism's history from the start of the nineteenth century.
According to the newly purified Malthusian consensus, the economy proved
dynamic in the early postwar period and stagnant in the later postwar period for
exogenous, essentially technological reasons. In the early p ostw ar

period, the
knowledg a l low d for
preternaturally high rates of productivity growth on the part of both follow r
nd
leaders; but, as those stocks were used up, productivity growth slowed down. The
long downturn has manifested no underlying economic problems, but mer ly a
return to the technologically-determined norm after a period of abnorma I
economy boomed because stocks of unused technological

dynamism. The US leader initially availed itself of the backlog of apparently pow
erful techniques left unused during the Great Depression but, as it did so, its growth
naturally slowed down.2 The follower economies in Europe and Japan initially had
available to them the enormous shelf of unused technology already in use in the
US, but, they used this up to make possible their postwar booms. As they caught
up, their growth naturally fell back to the 'secular trend' . Indeed, as the propo-

OECD, The Growth of Output, p. 166. For official confidence in Keynesian demand subsidies as the
P. MacCracken et al., Towards Full Employment
nnd Stability. Summary of n Report to the OECD btj a Group of Independent Experts, Paris, June 1977.
2
The l us I " I LIM for this argument is W. J. Baumel, 'Productivity Growth, Convergence, and
Welfare: Wh t th LnnJHhm I nt Show', The A merican Economic l<eview, vol. l x x v i , De ernb•r '1986,
•pc Iaiiy p. l llO -4. I· I• ill I'll•• II, fur nNI 11C<•, l y K•·ugman, r,•ddllnN Prorip<•rily, pp. 9-6 .
"olu tion to the economy's problems well into the 1970s, see

242

THE ECONOMICS O F GLOBAL T U R B U L E N C E

nents of this standpoint conclude, ' I f seen i n a broad secular perspective, the

explanandum . . . appears to be not so much the slowdown of the 1970s as the growth
spurt of the previous two decades.'3 On the premise that the US economy could
grow at a

maximum annual rate of 2.5

per cent, the US Federal Reserve committed

itself during the first half of the 1990s to essentially permanent tight money, and is
literally cheered on in so doing by leading mainstream economists, who urge the
Fed not to give in to irresponsible politicians, unions, and publicists demanding
looser credit and state subsidies to demand in the interests of impossible-to-secure
higher rates of growth.4 We do live in the best of all possible worlds, these econo
mists tell US, it's just not as good as we hoped it would be.
Not all elements within the political and intellectual establishment, it must be ,

said, are entirely pleased by this Panglossian prognosis. More right-wing and les

politically insulated advocates of the free market are unable to accept so restrained
an endorsement of capitalism. After all, the implementation of Thatcherism- :
Reaganism, given a massive ideological and material fillip by the fall of commu•
nism, was supposed to unleash entrepreneurial energies previously restrained by
high taxes, inflexible labour markets, too large a welfare state, and too much stat

.'

.

regulation of business. But if, after more than two decades of wage-cutting, tax•
cutting, reductions in the growth of social expenditure, deregulation, and 'sounq
finance', the ever less fettered 'free market' economy is unable to perform half as

·

•

well as in the 1960s, there might be some reason to question the dogma that the free
the market, the better the economic performance.
Unable to admit the feeble results so far achieved by close to two decades in th

saddle of what could hardly be more profoundly pro-capitalist policy regimes, th ·

p ub l i c ists in charge of the

,

Economist and the Wall Street Journal, as well as busine

conomists of various political stripes, point to the striking advances in science ancl .

technology that have undoubtedly taken place in recent decades and conclude tha
growth and productiveness just must have been occurring at a rapid rate, especially
in that paragon of the free market, the US economy.5 The low growth of measure
output and thus productivity, they conclude, is a statistical artefact, resulting from
the inability to properly gauge the national product, especially in the service secto
where the growth of output is notoriously difficult to measure.
The representatives of each of these standpoints, both the economists and th
publicists, have an important point to make with respect to the other. But the focu
of each is misplaced. Both mistake effect for cause, since both entirely ignore th
long-term crisis of capital accumulation, manifested in the near-universal, radi
and sustained slowdown in the growth of the capital stock-itself deriving from
crisis of profitability in manufacturing-which has been at the root not only of t h
sharply reduced growth o f output and o f productivity, but also cyclical instab :i l i
and elevated unemployment.

The publicists of capitalist revival are on strong ground when they call i n to qu

tion mainstream economists' blithe accounting for sharply reduced produ t i vlt
3 N. Crafts and G . Toniolo, 'Postwar Growth: An Overview', in
Europe Since 1945. In 'the perspective f secular trends in "modern
truly exceptional . . . [and] th subs qu nt growt h t'c c
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growth after 1973, and for the quarter-century economic downturn more generally,
as a return to normalcy-as the expression of the exhaustion of abnormally elevated
postwar technological potentials and the reversion to a supposed 'secular trend'.
The very idea of a 'normal' growth path for capitalism, to which the economy can
be expected to return, as if to an equilibrium, appears speculative at best, in light
of the long periods of either strongly above average or significantly below average
growth that have marked the whole of capitalism's history, as well as the extraor
dinary transformations in the conditions under which capitalism has developed

over the last century or century and a half.6 h1 view of the succession from the long
boom of the years 1850-73, to the 'Great Depression' of the early 1870s to the mid
1890s, to the prewar upturn of the later 1890s through World War I, to the Great
Slump of the interwar period, to the boom of the quarter-century following World
War II-why should one expect a return to an 'average' between 1973 and the
present? Given, moreover, the extraordinary qualitative changes that have taken
place in the advanced capitalist world over the last century-with respect to the
nature of scientific and technical knowledge, the size of the agricultural and small
business sector, the level of demographic growth, the role and place of the state in
the economy, the nature of firms, the degree of education of the labour force, and
levels of expenditure on research and development (to name just a few important
variables)-why should we expect the economy to tend to anything like a constant,
or 'trend', rate of growth? Afterall, it is not the same economy as it used to be.
Far from appearing slow and stagnant, the scientific and technical progress of
the past quarter-century gives the impression to many analysts of having been as
rapid as before. It is not easy to determine the level of technological potential at any
given juncture, or the rate of improvement in technology over any given period of
time. Still, by the necessarily crude yardsticks by which technical change is meas
ured, virtually all of the systematic studies point in the direction of the maintenance
of past levels of improvement right through the long downturn, while virtually
none supports the opposite conclusion/ Continuity of techn ical change, but a reduc

i n pr

tion in the ability to make use of it, which has resulted from the appearanc

i nvest men t

manufacturing over-capacity and over-prod uction, the co nse q u n t fa l l
itability, and the ensuing declines in the growth of

and

demand would of course be congruent with the argument of t h i s text .

of
f

ggregate

Most directly telling, however, against the interpretation of postwar boom and
d ownturn in terms of technological potentials is that the actual historical path that
the growth of productivity-let alone of investment, wages, or employment-has
t a ken does not conform to what should have been expected, had productivity growth
acceleration and deceleration been determined primarily by the appearance and
ex haustion of technological possibilities. Had the decline in productivity growth
been primarily driven by the using up of technological potentials, one would have
l'xpected the following: first, paths of productivity growth on the part of both the

leader and the follower economies that declined both continuously and relatively
6

ra fts

and Toniolo 'see the period from 1913 to 1973 as being an exceptional one in the hlstory of

economic growth", in that it departed from the secular trend first (1913-45) by under- and then
( l lJ4.S-73) by ov er- pe rfo rmil1g it'. 'Postwa r Growth', p. 1 .
7
Sc�. for iJ1St 1 o, �. >rll khP•, ' I 'm ·lucl i v ity, R&D, and t: h Data onstraint', A mericn11 Economic Review,
vol. l xxxl v , M r 1 1 1 11 •
"mod •rn

1:

1
It
I.

244

THE ECONOMICS OF GLOBAL TU R B U L E N C E

slowly over the long term; second, a generalized process o f catch-up mainly locat ·
in the manufacturing sector, where the pressures to compete internationally in tra

•

able goods are particularly intense; third, the onset of a productivity grow t l

slowdown only as the technological catch-up process b y the followers in relation to

do

the leaders approached completion. But in neither temporal nor sectoral term

the postwar trends of productivity advance conform to the predicted patterns. N '
did the onset of the postwar productivity growth slowdown await the closing of t l
gap between followers and leader.
The US leader should have enjoyed its greatest productivity growth in the peri
immediately following the Great Depression or World War II, and seen its prod uc� .
tiveness steadily decline thereafter. But there i s virtually no corresponden

between what was theoretically the technologically-driven and the actual path 0'

T

.1'

productivity growth.
In US manufacturing, the course of productivity growth simply bore no relati
ship to the theory. Indeed, in this sector there is little sign that technologi
potential declined at all over the period. Between 1938 and 1 950, when it sh
have been at its peak, average annual manufacturing productivity growth, at

2.�

�

per cent, was slightly below that for the whole period between 1938 and 1973.8 Th

1

·

'

between 1950 and 1958, it fell sharply, to under 2.0 per cent, only to accelerate dt•
matically in the years between 1958 and 1973, to 3.5 per cent, when it should h

'

been slowing down. Nor is there evidence of an exhaustion of technology in t l
subsequent period. In the years around the two oil crises of the 1970s, the aver
annual growth of manufacturing productivity did fall sharply. But from 1979 it on

aga i n a cce l e rated markedly, and from that point until the present has proceede
be t te r than i ts average rate for the boom years of the long boom-at over 3 per

per a n n u m. Over the course of the 1990s, manufacturing productivity growth h

been more vigorous than at any time since the early 1960s.
The productivity trend outside of manufacturing, or for the economy as a wh 1
is as problematic as that for manufacturing from the standpoint of the thesis of t

1

nological exhaustion, but for the opposite reason. Whereas the drop· "

supposedly driven by the exhaustion of technology is non-existent within man

•

facturing, outside manufacturing the decline is far greater than could possibly
explained by such an exhaustion. For the long period from 1938 through 1973,

1 SO

productivity growth for the private business economy, as well as for the n
manufacturing sector, was fairly steady, except for modest fall-offs between

and 1958 and 1965 and 1973, and averaged 2.6-2.7 per cent per annum. Th r
little evidence for much of a slowdown before 1973-especially once capacity

lization is taken into account. Yet, when private business and non-manufa t ur n

productivity growth did fall, after 1973, the decline was not gentle, as in th

r

m

should have been, but catastrophic. If what lay behind the productivity grow t l
decline after 1973 was the using up of the exceptiona l l y l a rg e bac k log o f

technological opportunities that h a d been l e ft u n used fo l lo w i ng t he

Depression, the rate of prod uct i v i ty growt h o u tside of m a n u fa t u ri ng, or in
private business economy as a w hol , should sur ly hav
twenti e th -c e n t u ry h is t o r i
8

US D
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Table 1 3.2. US productivity g rowth, 1 890-1 996.

(Average annual per cent change.)

1 890 1913
-1913 -29

Mfgr
Nmfgr
Private business
GDP/hr
Total economy TFP
Private business TFP

2.2
1.1

1 929
-38

2.4

1 .4

1 .7

0.3

1938
-50

1950
-58

1 958
-65

1965
-73

1973
-79

1979
-90

2.7
2.7

2 .0
2.5
2.2
2.5

4.1

3.3

2.5
3.3

0.4
1 .9
1 .2

2.9
0.6
1 .5

0.9

3.0

2.4
2.6
2.4

1.1

1 .35

1 .2

5.7
2.2
2.6
2.2

1.1

2.5

1 .6

0.5

0.3

0.7

0.9

2.7
2.2
3.2

1 990 1995
-95 -2000
3.7
1 .7

Sources: for GDP/hr before 1 950 ond fotol economy TFP: A. Maddison, Dynamic Forces in Capitalist Development, Oxford 1 991, p. 71,
Tobie 3.13; for manufacturing ond private business TFP: BlS, 'Multifoctor Productivity Trends.' See olso Appendices I ond II.

between 1973 and 1996, labour productivity in the private business economy and
that for the economy outside manufacturing has averaged 1 .5 per cent and 1 .0 per
cent, respectively. These rates were far below those which prevailed in any other
periods of comparable length since 1890-leaving aside the years of the Great
Depression.9 Obviously, the productivity growth decline that has taken place
between 1973 and 1996 for the whole economy, as well as that outside of manufac
turing, has been anything but a 'return to trend'. (See Table 13.2.)
The follower economies diverged as sharply from the predicted pattern as did
the US leader. These economies should, according to the theory, have had the
greatest potential for catch-up at the start of the period, and seen it decline there
after. But, in the G-7 economies outside the US, taken both in aggregate and
individually, productivity growth, far from pursuing a relatively continuous down
ward path as technological potentials were used up, actually accelerated during the
1 960s compared to the 1950s and, neither in manufacturing nor in the pri v a t

ness economy, slowed down in any clear way before 1 973. When th

bu i

p r du t i v i ty

growth decline occurred, moreover, it took place not i n re l ati ve l y

o n t i l t lOU.

fashion, but drastically and all at once, falling by at least half in the years 1 973-79,
compared to the years 1960-73. It did so, moreover, in all of the follower adva nced
capitalist countries at almost exactly the same point in time. It is very difficult to
see how a process of using up technological potential could have brought about a
pattern of sharp, discontinuous, and universal fall in productivity growth such as
t hat which occurred after 1973.
Nor does the sectoral pattern of productivity decline among the followers
conform to the exhaustion of technology thesis any better than the temporal pattern.
A ccording to the theory, the force that theoretically drives catch-up-the pressure
i m posed by competition upon the followers to emulate the leader's technologyFor· t h 1 rfod b for· f Q�Il, .,.,. A. Moddi.son, Dynamic Forces in Capitalist Development, Oxford 1991,
A. M ddl ot , MNn/ltJrllllrl 1/w Wur/rl 1:r·uno111y '1820-92, OECD, Pa.ris '1 99", p. 41 . B 'tween 1. 973 and 1 992,
ltrtol f tor pr
ctlvlty In h' lrlf I "'t!I111111Y h " t'r't•pt up t· nn aver·n11c onnu I r· t of 0. 1 8 p r nt,
r•nm 1 r d l '1 .72 1 Otnl
�WHII I "thnd fU7� ml 1 .�0 petr vnt l �tw on I Y I :l n J 1 \l.�O. (p. 42),
9

p. 7 1 ;
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is mainly applicable t o the manufacturing sector, constituted mostly b y tradable ,
and not really to non-manufacturing, relatively untouched as it is by international
trade and competition. But, against the expectations of the theory, catch-up has gon
significantly less far in the manufacturing sector. In manufacturing, in the period
of the long downturn since 1973, the drive to catch up has been slow and patchy a t
best; this is because U S manufacturing productivity growth since 1979 ha . '
actually been as fast or faster than that of Germany, France, and Canada, thougl)

somewhat slower than that of Japan, Italy, and the UK. In contrast, in the privat
business economy as a whole, the closing of the gap has continued apace betwee

·,

1973 and the present, as the G-7 follower economies have continued to maintain
their superiority in their productivity growth rates over that of the US much bett

outside of than within the manufacturing sector. In fact, by 1992, in terms of outpu

;.

per hour for the whole economy, West Germany, France, and Canada had actuall
surpassed the US, and the US ranked only ninth in the world.10
Nevertheless, one should be wary of attributing this closing of the gap outsid '
of manufacturing to any great vitality of the catch-up process during the period

sharp slowdown in their own rates 'Of non-manufacturing pr �

the long downturn. This is because the followers have caught up to the US in thi

ductivity growth from 1 973, and only because non-manufacturing productivity i
i
sector in spite of the

the US in this era has barely grown at all. Had US productivity growth achiev

.1

even its average rate between 1890 and 1973, catch-up outside of manufacturing in
j

the period since 1973 would have been minimal to non-existent.11

Finally-and perhaps most disconfirming of the thesis that the exhaustion of th I ·

opporhmities for catch-up can explain the decline in productivity growth-th

·

deep , discontinuous, and simultaneous drop-off in productivity growth that to

p lace after 1973 occurred at a point when productivity levels in the G-7 economi

and 55-70 per cent of the US level in the economy as a whole.12 It encompasse.1 •
(aside from Canada) were still only 45-55 per cent of the US level in manufacturin

moreover, the US leader and the G-7 followers, and did so at precisely the sam
time and more or less to the same degree. It is impossible to see how the exhau

•

tion of opportunities for closing of the gap could have brought about such a pattern.
The idea that productivity growth should be understood as taking place prim
rily by way of followers' adoption of the leaders' technology, and leaders'

v

•

·

slower pushing back of the technological frontier is so schematic as to be positiv 1
misleading. Over the long period between 1890 and 1950, the US actually

extend

its lead over virtually all followers.B By the same token, in the postwar half-century,

10
N.F.R. Crafts, 'Economic Growth in East Asia and Western Europe Since 1950: Implications for Ll In
Standards', National Institute Economic Review, no. 4, October 1997, p. 81, Table 6.

11
Average annual growth of GDP per hour worked in the US between 1890 and 1973 was 2.4 p r nt,
Between 1973 and 1987 it was 2.6 per cent in Germany, 3.5 per cent in Japan, 2.3 per cent in the UK, 2.6 p

cent in Italy, 3.2 per cent in France, and 1.8 per cent in Canada. S. N. Broadberry, 'Convergence: What t h
Historical Record Shows', in B . van Ark and N. Crafts, eds, Quantitative Aspects of Post-War Europen11 Growt/ 1
Cambridge 1996, p. 330, Table 8.1.
12 Broadberry, 'Convergence', pp. 336-7, Tables 8.3 and 8.4; Hulten, 'From Prod uct i v ity lowdown to " ·
New Investment Opportunities', in H . Sieb rt, ed., npilnl Flows in I he Wot·ld ECOIIOmy, Tubing n 1 9 1, , Q,
13

'From 1870 to 1 950, 13 of th

onv l'fl n
MOI't ilnr ll'l,� lh� World /;COIIIliii,V, p. II.

strate cal: h-up , nd
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Table 13.3. Labour productivity g rowth of G - 7 economies excluding the US.

(Average annual per cent change.)
1 951-58

1 95�6

1 966-73

1973-79

3.6
3.4

5.1

5.2

2.3

5.7

6.2

3.5

Private business
Manufacturing

[I

Source: AGH.

Japanese manufacturing productivity has not just caught up, but forged ahead of
that of the US in many key lines of production. By 1992, according to McKinsey
Associates, Japanese manufacturing productivity surpassed that of the US in five
of the nine industries studied (steel, automotive parts, metalworking, cars, con
sumer electronics), was ahead by at least 50 per cent in metalworking and steel, and
was approximately equal in two others (computers, and soap and detergent) . On
the other hand, in the two industries studied in which Japan lagged behind, indeed
very far behind, the US (food and beer), the explanation clearly had nothing to do
with technological potentials and everything to do with economic regulations and
protection that allowed, even encouraged, those industries to avoid adopting
readily available labour-saving techniques.14
The notion that there is a given armoury of technology, which the leader is best
at improving, but which the followers can draw on to increase productivity more
rapidly than the leader can through innovation, is too simple to grasp the actual
processes of technical change. In the first place, levels of expenditure on research
and development and on human capital (including the education of technicians or
engineers, skilled workers, and unskilled workers), will certainly have a significant
effect on technological advance, and thus productivity growth, yet these can be

quite independent from technological leadership or followersh ip. In a d d i tion , tech

nological advance usually takes place in the course of cap i ta l accu m u l a t ion i ts I f
through learning by doing, economies of scale, and so forth. T

h n i al ad van es

achieved in the process of production will, moreover, often s t i r n u l a l:e b rea k t h roughs
in the laboratory, as well as vice versa. It follows tha t the speed - u p of e onomic

growth, made possible by rapid capital accumulation, itself tends to l ead to t he accel

eration

of productivity growth, making it possible for the leader to stay ahead or

the follower to leap ahead.

a greater availability of unused technology will allow for faster growth. It is rather,
The point is obviously not to challenge the proposition that, all else being equal,

to point to the need, in explaining the postwar growth process, to expand the focus
beyond the degree of unused technology to include the economy's
what technology exists and, in particular, its capacity

capacity to adopt
to create new technology, as

w e l l a s to maintain cognizance of the idea that technological advance may be as
much a hmction of economic growth-and thus the (not-immediately-technological)
cond i t ion

14

making for growth-as vice versa.
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Catch-up was thus certainly critical in explaining the accelerated growth o f th
period of the boom between 1950 and 1973. But it could assume such a central rol
only because of certain, historically quite specific, conditions that came to prevai l
in the postwar epoch: first, the dramatic increase in the capacities for capital accu·
mulation and technical change accrued by the European and Japanese economie
as a result of the internal socio-economic, political, and institutional transforma·

,.

tions that took place in these economies in the wake of World War II; second, th

US

corresponding reduction in the capacity for capital accumulation and technical
advance which affected the

economy, not only as a result of domestic socio·

economic and institutional developments, but especially the stepped-up orienta•
tion to overseas investment of its leading manufacturers and financiers; and third,

US hegemon that, at least for a time, appreciated

the dramatic reduction in barriers to the free flow of goods and investment, whicl
was itself fed, and overseen, by a

the necessity to nurture the economies of its partners and rivals in order to realiz
the interests of its own leading capitalists and its state. Catch-up did not, moreover,
work by itself to power accelerated productivity growth; it was heavily suppl •
mented by large-scale, 'indigenous' technological improvements in the followe1·
economies themselves, advances that emerged from learning by doing which wa
itself a by-product of their unusually high levels of investment in new plant and
equipment. In line after line-textiles, cars, steel, consumer electronics, machinery

·;

US, they surpassed it by introducing major technological advances of their own.

and so on-the followers did not just match the state of the art established in th
As to the period of the long downturn from 1973 to the present, the exhaustion

of opportunities for catching up is incapable of explaining the productivity declin

1

Jet alone the long downturn itself, because, as emphasized, the pattern of sudden,
sha rp, un iversal, and simultaneous productivity growth drop-off during the year
1 973-79, which followed upon an extended period of quite high, universal, and
steady productivity growth increase, simply cannot be explained in terms of th
exhaustion of backlogs of technological opportunities-especially since so much

that backlog was still available and unused in the follower economies when the pr •
ductivity growth decline began.
That pattern is, however, explicable in terms of the reduction in the advanc d
capitalist economies' capacity to realize and develop their technological potentia l

1

which resulted, as I have argued, from the sudden, sharp, universal, and simu l t •
neous falls in growth of the capital stock, especially in manufacturing, that to
place across the advanced capitalist world . The reduction of capital accumul a t i
w a s a function of the decline in the rate of profit, especially i n manufacturing, th

Sharp!

took place between 1965 and 1973-and also between 1973 and 1982-in all of t h
advanced capitalist economies, taken individually and in aggregate.

reduced manufacturing profitability and investment growth broug h t a b u t
sharply increased instability, manifested i n three recessions more serious than a n

US).

a r du

that had occurred between 1950 and 1973, a s well a s unemployment a t
Depression levels (outside the

It is impossible to see how

technological potential could have universally occurred in su h a
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growth o f investment-must surely account for a great part of the productivity
drop-off, as must also (in the

US

at least) the growing use of labour relative to

capital in production that followed from the holding down of wage growth that
was itself the direct, immediate response to the fall in profitability. An exhaustion
of opportunities for catch-up cannot account for the secular decline of productivity
growth, let alone the long downturn; but the long downturn is itself largely respon
sible for the secular decline in productivity growth. By the same token, were the
conditions that have held profitability down and that precipitated the long down
t urn to be transcended, the economy would find no overriding technological
barriers to very substantially raising investment, and on that basis, productivity
growth and economic dynamism.

C h a pter 1 4
A N EW L O N G U PT U R N ?

While the long downturn i s inexplicable in terms of the exhaustion of technolog
ical opportunities, its great length, specifically its extension through the middle of
the 1 990s, certainly cries out for further explanation. After all, the processes of wage
repression resulting from the success of capital in class conflict, and of the shakeout
of high-cost, low-profit means of production resulting from the sharpening of inter

US, but

capitalist competition and periodic recession, have been proceeding for quite a long
time, with a good deal of intensity, especially in the

also in Germany and

Japan. Why have these processes failed to bring about a reduction of production
costs sufficient to restore the rate of profit, particularly in manufacturing, and found
a new boom? To this question, a broad range of commentators in the business press,
the mass media, and multifarious journals of opinion have been saying, in effect,

of 'turbo-cha rged capitalism' and that the performance of the US economy in par

that in fact

they have-that the

international economy has suddenly entered an era

t i u la r, goi n g back at least to the start of the 1990s, if not the 1980s, and most

US Federal

speci a l l y in the last few years, manifests an economic revolution that has opened

US

u p a 'new era'. Even the normally cautious head of the
Greenspan, has allowed that the

Reserve, Alan

economy just might be going through a 'once

iri a lifetime' spurt in productiveness. Have we finally transcended the long down
turn and entered a new secular boom? And, if not, why not?
Although the view that the US economy has entered a 'new age' has become some

1 . A New Age of US Growth and Hegemony?

thing of a commonplace, the empirical foundations for this claim are, as has been

emphasized, remarkably hard to find in the basic macroeconomic data for th ·
cyclical upturn of the 1990s. What, then, has been behind the view's increas.i n

acceptance?

The fundamental, intuitive basis for the idea that a new economic epoch ha

arrived, requiring a 'new paradigm' to understand it, is unquestionably the sp

•

tacular performance of the stock market. Between the second h a l f of 1 989-w h n

end

it recovered its level on the eve of the crash of October 1 987-a nd Octo be r 19 7,
somewhat more than d oubl

d . In t h t wo

of 1 994 t h rou g h 0 tob r 1

f M r h 'I
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the previous twenty-five years.1 Such spectacular gains, i t is widely assumed, just
must be indicative of a positive transformation of the real economy.
Yet it should be obvious that, in itself, the performance of the stock market in
the short and even medium run is at best a gross indicator of the performance of
the underlying economy. As recently as 1991, a boom in the Japanese stock market
of roughly the same order of magnitude-which accompanied, moreover, a half
decade or so of economic growth that was rather more impressive than that which
the US has recently experienced-issued, unceremoniously, in deep recession. True,
the analogy with Japan is, in important respects, off the mark, since the US
economy's upturn in the 1990s has brought significantly greater gains in prof
itability than did Japan's of the second half of the 1980s. Still, there can be little
doubt that the bull run of the 1990s has far out-distanced any parallel gains in the
underlying economy.
By spring 1998, the ratio between stock prices and earnings had soared into the
high 20s, well above its pre-crash level in October 1987, more than double its
average of 13.7 between 1871 and 1992, and an all-time high. The so-called 'Tobin's

Q', which measures the ratio of companies' stock-market value to their net assets
at current cost of replacement was, at 130 per cent of underlying corporate net
worth, higher than at any time since 1920, double its long-run average, and about
three times higher than a decade ago. There are two possible responses to these
figures. One is to believe that the US economy has entered a 'new era'. The other
is to conclude that the stock market has overshot the recovery of the economy. It
is true that the profit picture has improved significantly for US firms in recent
years-between 1989 and 1997, corporate profits increased by about 82 per cent
and a gain in profits. Yet such a gain in profits cannot justify the tripling in stock
prices that took place in the same period, and gains in actual economic perform
ance over the 1990s that parallel the gain in profits are, as emphasized, hard to
locate.

The main direct argument for the notion that there has been a q ua l i ta ti ve

improvement in US economic performance is that the fundamental m ac roeconomi

statistical series denying the reality of such a qua l i ta ti ve i mprov m nt- na m ly,

that for the growth of output and thus produc ti v i t y i n th

privat

economy-is fatally flawed. U S productivity growth, i t is a rgu d ,
upwards, but the statistical evidence documenting this explosion has

b 1s i n

SB

xpl d d
lud d t h

data gatherers because i t has occurred in new lines within the service sector, w here
the growth of output is difficult or impossible to measure. Nevertheless, the fact
remains that, while some gains in productivity outside manufacturing over the past
quarter-century or so may well have gone unregistered in the official statistics, it
appears to be

statistically impossible that even their full

incorporation in the data

could much alter the official picture. The point is that those who argue that pro
ductivity growth outside manufacturing has gone so under-recorded as to account
for the recorded (but in their view non-existent) productivity crisis cannot explain
how productivity growth outside manufacturing could possibly have been so

m.ore

under-r

much

ord d in the quarter-century following 1 973 than in the quarter-
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century before a s t o have determined the enormous fall-off that occurred between
these two periods. The reason that they cannot is that the

increase

in size of the

sectors where productivity growth is plausibly under-recorded was far too small
to have accounted for more than a fraction of the

change for the worse in aggregate

',

productivity growth that took place, even on the most generous assumptions about
the degree of under-recording that took place.
According, then, to Zvi Griliches, a leading contemporary student of US produc- '
tivity growth, the 'unmeasurable sector' of the economy-where productivity
growth either cannot be properly gauged or is at least subject to legitimate doubt
could very well include all of the service sector (aside from the transportation and
utilities industries, which are tolerably well-measured) plus the construction
industry. By this definition, the output of perhaps half of the private business
economy was measurable with a good degree of confidence in the immediate

·

postwar period, whereas the fraction today may be under one-third.2 Still, as

D.E. Sichel has pointed out, the growth of this 'unmeasurable sector' was limited to
just 5.6 per cent for the years 1973-79 as against 1950-72 and another 3.8 per cent ·.
for the years 1980-90 compared to the years 1973-79. For this reason, even if the ·:
of unmeasured productivity growth that took place in the 'unmeasurable

amount

sector' is assumed to have been (an extreme maximum) of 2.4 per cent for the years

1973-90-so that productivity growth in the 'unmeasurable sector' averaged 3.4 per
cent, rather than the 1 .0 per cent that was recorded-only a fairly trivial 0.23 pet

�

..

1

cent of the total productivity growth drop-off of 1 .5-2 per cent that took place in the ';
years 1973-90 from the years 1950-73 would be accounted for.3 The point, again, i$ ,
that the only unrecorded productivity growth relevant to the explanation of the
change for the worse in measured productivity growth that took place after 1973
occurred in the addition to the 'unmeasurable sector that was made after that date}
this is because all other unmeasured productivity growth, whatever its estimated
size, would presumably apply equally to, and thus raise the productivity growth
totals equally for, the periods both before and after 1973.'4
To reach the same conclusion another way: even on the extreme assumptions,
first, that, before 1973, all of the non-manufacturing labour productivity growth
that occurred was perfectly recorded and, second, that after 1973, 50 per cent of th
non-manufacturing productivity growth that actually took place went unrecorded,
the average annual rate of US labour productivity growth outside manufacturin
from 1973 to the present, at 0.75 per cent rather than 0.5 per cent as recorded, would
still have been less than one-third its level of something over 2.5 per cent for th
period 1968-73, and still at record lows.5

Griliches, 'Productivity, R&D and the Data Constraint'.
3 D. E. Sichel, 'The Productivity Slowdown: Is a Growing Unmeasurable Sector the C ul p ri t? ', Th
Brookings Institution, unpublished manuscript, November 1995.
4 It should be noted that if to take account of hypothetically unmeasured productivity growth that to k
2

place in the years 1948-73, one were to accept an upward adjustment of the rate of prod ucti v it y gro'wth t hut
was symmetrical with one for the years 1973 to the p r sent s u ffi .ient· to signifi a n t l y raise the rate ol
productivity growth and thus output growth for t hos years, It would have t he ff t of l o w er i ng I v lo Of
productivity and output in 1948 far b l o w th low st I Vt•l� ! ' h. t ouid po�� l b l y h· vc obt II �d . It w, uld, f
exampi·', suggcat vc•·y i m plau•lble lcvviM of povt'l'ty.
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I n fact, much reduced productivity growth outside o f manufacturing i s just what
was to be expected, given the greatly reduced rate at which workers have been

equipped with new plant and equipment over the course of the long downturn, espe
cially since the start of the 1980s. Between 1982 and 1996, labour productivity in
non-manufacturing grew at the feeble average annual pace of 0.5 per cent. But this

was hardly surprising since in these days the non-manufacturing net capital-labour
ratio grew at an average annual rate of 0.3 per cent. Between 1950 and 1973, when
non-manufacturing labour productivity was growing at an average annual rate of 2.6
per cent, the net capital-labour ratio grew at an average annual rate of 2.0 per cent.
Those who believe productivity growth has been greatly under-measured
in recent years might point out, in response, that investment in computer and

I

:i Il

II I
I

peripheral equipment, as well as other sorts of information-processing technology
has been growing extremely rapidly, and might therefore suggest that under
measurement of its contribution may account for a significant part of ostensibly
unmeasured productivity growth. The capital stock of computers and peripheral
equipment increased at the phenomenal average annual rate of 30 per cent between
1 975 and 1985, and near 20 per cent between 1985 and 1993. The fact remains that,
even by 1993, the share of computer and peripheral equipment in net capital stock
was just 2 per cent. This was more than triple its level of 1975, but, even granting
huge productive powers to computers, clearly too small to make much of a dent in
aggregate private business productivity.6
Beyond unjustifiable deductions from the stock-market boom and unsubstanti
ated claims about unmeasured productivity growth and the impact of computers,

i t is the combination of low rates of price increase and low unemployment that has
been most vaunted as indicative of the emergence of a so-called 'new paradigm'.
I n recent years, the average annual increase of the consumer price index, at under

3 per cent, has fallen to levels not seen since the mid 1960s, while unemployment
has fallen below 5 per cent for the first time since 1970. Had all else been equal,
l hese might have been significant achievements. As it is, they are hardly a cause for
cel ebration, for the

costs of their achievement far outweigh the gains

that th y re p

resent for the great majority of the working population.
It should be noted first that even contemporary econo m i

o r t h o d oxy has fa i l d

l'Conomy's vitality. As even the Internationa l Moneta ry F u n i he s b ' 1 1 o b l i g · d

I l l establish that inflation rates of up to 8 per cent have any

n

gat i v

i mp

t 01 t l

tl

'

n d rnit, there is no evidence that reducing inflation below 8 per cen t y ields a ny ga i n s
w ha tsoever in terms of growth or living standards.7 For this reason, there a re st rong

14 r ounds for believing that the grand crusade to control inflation, while very costly

lo most people, has had little positive effect, except, of course, for the owners and

ll'nders of capital.

The low rates of inflation and unemployment of the recent period are unremark

o�h lc, for they are the direct result of the extraordinarily slow growth of both demand

1 1 1 1d wage costs. The slow growth of aggregate demand is evident in the slow growth

1 1 f COP. Fo l lowing the recession of 1990, the US economy experienced 'the most

I> S. I . O l i ner and D. E. Sichel, 'Computers and Output Growth Revisited: How Big is the Puzzle?',
lil'll<lkill8� l 'ar;er� on Econo111ic Act ivity, no. 2, 1994, pp. 276, 279.
7
I M I ', World Econo111ic Oul look, October 1996,, pp. 120-1. See also M. Sarel, 'Non-Linear
H l i•<' l" of l n f lnt h 11 1 on Economic Grow th', IMF Staff Par;ers, vol. x l i i i, March 1 996.
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sluggish recovery i n modern times'.8 Even by the end o f 1996, the average annual
rate of growth for the six years of cyclical upturn from 1990 through 1996 was 2 per
cent (2.4 per cent in 1996). Nor is the slow growth of aggregate demand a mystery;
it is the direct expression of the slow growth of investment demand, arising from
low profit rates and secularly high real interest rates, the stagnation of consumer
demand resulting from the long-term stagnation of wages, and the collapse of gov
ernmental demand stemming from the sharp turn to budget balancing under Clinton.
If the growth of demand pulling up prices has been muted, the growth of costs
pushing up prices, especially as represented by the growth of wages, has been all
but non-existent. Between 1990 and 1996, the average annual growth of the real
wage in the business economy was 0.2 of 1 per cent. By the end of 1996, as one con
sequence, median income for a family of four was still 3 per cent below its level of
1989 and just 1.6 per cent above the level of 1973.9 It is true that such very low wage
growth as has prevailed throughout the 1990s has not always been compatible with
the relatively low rates of unemployment that have recently been achieved. But it
can hardly be surprising in light of recent economic history. It is not only that
workers' organizations have been profoundly weakened under the decades-long
assault of employers. It is also that conditions in the labour market itself, specifi
cally high levels of job insecurity and intensified competition for falling numbers
of decent jobs, have powerfully and directly depressed wage aspirations. While the
proportion of jobless has been low, the proportion of those laid off has been
extremely high. In the 1990s, the share of workers losing jobs (held a year or longer)
jumped significantly, to 15 per cent for the three years ending 1995. This rate of job
loss was higher than at any other time since the Bureau of Labor Statistics began
gathering data on job loss in 1981-including the recession years of the early 1980s
and early 1990s-and is especially significant in light of the fact that displaced
employees who find new jobs earn on average 14 per cent less in their new posts.
Nor has the pace of downsizing shown any sign of slowing down.10
Similarly, while the size of the unemployed population putting downward pres
sure on wages has been relative]y small, the size of the employed population putting
downward pressure on wages has been very great. The rise of a low-wage economy
has been a central theme of this text, and it has been noted that over half of th
labour force experienced wage declines of between 8 per cent and 12 per cent during
the period between 1979 and the present. One of the manifestations of this trend i
that, today, 'nearly a third of all workers are stuck in lower-skilled jobs paying les
than $15,000 a year. So employers can find plenty of eager applicants willing t
jump ship and trade up to fill well-paying jobs that don't require a college degree
a category that . . . covers three-quarters of all jobs.'11 Put another way, at least a

third of the employed labour force, though actually holding jobs, constitute a hug
'surplus army of employed', functioning along with the unemployed to p la
powerful downward pressure on wages.

8

Business Week, 14 July 1997.
Fiore and Brownstein, 'All But the Poor Got l�k he r in '96' Los Augeles Times, 30 , ept ·rnb >J' '1 997.
10 As G. Koretz summed up his r port on th most· re e n t l •· •ported dot, on Job lo!l!l ··arty In ·: 997, ' , . ,
the downsizing ! Tend cont·in ues unobot •d.' 'Th ·• Down�J·J� nf DnwnH11.\11f1', !Jusl•m•s W�t·k, 4 i\� r\1 1 997.
n
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Table 1 4. 1 . The cost o f controlling inflation in t h e US: com paring 1 950-65 to
1 990-97 .

(Average annual per cent change.)
Consumer
price index

Unemployment
rate

GDP

1 990-97

3.0

6.2

2.8

Real hourly
wages
0.5

1 950-65

1 .8

5.0

4.0

3.1

Sources: See Appendix II Sources for Main Variables.

The US government, along with those of all the other advanced capitalist coun
tries, has, of course, for almost two decades, made the reduction of price, and
especially wage, increases the supreme goal of policy, and has, to this end, con
sciously and intentionally traded off economic growth and the living standards of
the vast majority for reduced inflation. But just how modest has been its achieve
ment can be grasped when the 1990s numbers on unemployment and the rise of
prices are juxtaposed to the corresponding figures for the growth of output and of
wages, and then compared with their counterparts for the years 1950-65.
The fact remains, however, that, in terms of its own

raison d'etre, the unending

campaign against 'inflation' has been an unmitigated success. The control of infla
tion has been manna from heaven-or perhaps, more precisely, from the Federal
Reserve-for the leading capitalist interests in today's economy. The benefit for the
'finance industry' in particular has been enormous, its loans retaining virtually all
their nominal worth and the flow of its investments to the stock market eased by
stable interest rates. Still, the overriding significance for capital of the misleadingly
termed 'fight against inflation' is to be found in the repression of wage growth; it is
only the stagnation of wages that has made possible the continued making of profits
in a private business economy outside of manufacturing that has been unable to raise
average annual productivity growth much above 1 per cent a year during the period
from 1990 through 1996---or in fact over a quarter of a century. Most indicative of
the real condition of the US economy, then, has not been its ability to control prices,
but its dependence on controlling the price of labour, its incapacity to accommodate
v irtually any real wage growth. Alan Greenspan made clear how much confidence
he has in the view that the US economy has entered a new era when in October 1997,
i n the wake of little more than a year of 3-4 per cent growth of GDP, he warned that
he might soon have to raise interest rates. This was not, as he made explicit, to keep

c l own the growth of prices, which had in fact been decreasing, but to control the
i ncrease in wages. Greenspan admitted that there was still 'little evidence of wage
a

celeration'P What he failed, however, to point out was that the real wage in the
"1 2

fn

Greenspan's words, ' . . . the performance of the labor markets this year suggests that the economy

hoH been on an unsustainabl t rack . . . Short of a marked slowing in the demand for goods and services and,
lwn c, la bo r
.r a d gr
of
lll�rnt ion of productivity growth that appears unlikely-the imbalance between
l hc j!rc>Wth In labor cl m nel nd t lw xp nAion of potenl"ial laborsupply of re ent years must erode the cu rren t
�t· tp nr lnfl I I 1'1 u 5 net.' I NRtrpt� !'rom J1 d "hi f'R Stat m .nt', Netv York TinwR, 10 Sept mb )" 1 997.
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business economy had succeeded i n reaching its level o f 1988, and that in the man
ufacturing sector its level of 1986, only by the middle of 1997.13

2. A New Global Boom?
It is, however, one thing to demonstrate that actual US economic performance
during the 1990s has shown little sign of a decisive economic turnaround; it is quite
another to demonstrate that a new secular boom is off the agenda. From the stand
point of this text, the fundamental condition for a definitive transcendence of
the long downturn is the overcoming of the secular problem of manufacturing
over-capacity and over-production, as manifested in a

system-wide

recovery of

profitability. Has such a recovery occurred, or is it in the offing?
The decade of the 1990s has been mostly one of crisis for both the Japanese and
German economies, with the rate of profit in their private business sectors falling
by mid-decade below their levels at the end of the 1980s, largely due to steep
declines of profitability in their manufacturing sectors. For these one-time eco
nomic miracles, recoveries in profitability sufficient for the restoration of their
former dynamism would require major turnarounds. (See p. 7, Figure 0.3 and p. 8,
Figure 0.4.)
In the US, in sharp contrast, profitability

had rebounded significantly.

Despite

the weakness of the cyclical upturn, the rate of profit in the private business sector
had increased steadily over the course of the 1990s. By 1996, it had, for the first
time since the start of the long downturn, decisively surpassed its level of 1973,
achieving its level of 1969, 20-25 per cent below its boom time peaks, and, by 1997,
it had risen 7 per cent further. Making this recovery possible was, in part, th

re s i l i ency of the non-manufacturing sector. There profitability had never fallen al l

that greatly, had made significant recoveries in both the late 1970s and the early

to mid 1980s, and had risen over the course of the 1990s above its 1969 level, t
within 15-20 per cent of its heights in the boom. But the truly dynamic element
was obviously the manufacturing sector: rising by 25 per cent above its averag
for the second half of the 1980s, 100 per cent above the terrible lows of the early
1980s, and about a third above the levels registered at the end of the Keynesian
1970s, the manufacturing profit rate managed by 1995 and 1996 to exceed its lev 1
of 1973 for the first time and to come to within about 30 per cent of its level at th
peak of the boom.
The practical significance of this recovery was considerably amplified by corpo·
rations' success during the 1990s, first, in reversing the trend of the 1980s toward
the accumulation of debt and, second, in exploiting the tax breaks that they had

secured with the massive shift in political power in favour of capital that had tak n

place since the 1960s. Net interest payments had taken 35 per cent of manufacturin

corporate profits between 1982 and 1992, up from just 15 per cent between 1973 and

1979. But they consumed only 17 per cent of corporate profits between 1 992 a nd

1996. Between 1965 and 1973, after-tax profitability in corporate manu factu ri ng f 1 1

41.6 per cent to set off the long downturn, a couple of points

more t han p r -ta prof·
r ov ry of pr -t

itability had fallen in the same period. But by 1 96, wb r as t h

13
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profitability had left i t still 30 per cent short o f its boom-time peaks o f 1965-66, that
of after-tax profitability left it only 16 per cent below that high point.
Very recent positive developments in the US economy, notably in its manufac
turing sector, have not only reflected the rise in profitability, but have helped to
carry it further. Above all, year-on-year increases in investment in new plant and
equipment, which were almost non-existent between 1985 and 1992, have suddenly
become very large indeed, averaging approximately 10 per cent between 1993 and
1997 in both the private business economy and in manufacturing.l4 This new and
rapid investment growth had a positive impact on already rising manufacturing
productivity growth, which averaged an impressive 4.4 per cent between 1993 and
1996, contributing centrally to the parallel rise in the manufacturing profit share,
and thereby the manufacturing profitability revival. Moreover, coming on top of
a decade-long fall of the dollar against the mark and yen, the acceleration of
manufacturing productivity growth, in combination with still stagnant wages,
made it possible for manufacturing exports to rise sharply, at 11 per cent per annum
between 1993 and 1997, thereby enhancing the growth of manufacturing output,
feeding back into the revival of profitability, and making for a virtuous cycle of a
sort last seen in the early 1960s. Outside manufacturing, there is still little sign of a
break from the long-term stagnation of productivity. Nevertheless, the profitability
rise that has taken place there has made for an even greater increase in investment
growth than in manufacturing, and brought about a major increase in the expan
sion of output. Indeed, in 1997, the US economy finally achieved-for the first
time during its supposedly miraculous recovery-a true boom year, securing
outstanding gains in just about every significant variable: GDP, investment, pro
ductivity, wages, and employment.
The ultimate issue, of course, is whether the economy can sustain its momentum.
This amounts to the question of whether or not it can extend and consolidate its
recovery of profitability by continuing to ward off or counteract both upward
pressures on costs resulting from rising wage growth (or falling productivity

sp i I

growth) at home, and downward pressures on prices, resu l ti n g from i n te ns i fy i ng

competition from its leading international rivals. This qu s t i o n ta k

urgency in light of the fact that the US recovery was b u i l t pr
cally unprecedented wage repression and dollar deva l ua t ion.

01

is ly upor h istori·

In 1997, for the first time in five years, real compen s a ti o n ros

n ti eab l y , by

1.5 per cent, and was growing much faster than that in the second half of 1 997 and

the first half of 1998. Clearly, ever lower rates of unemployment and recent rapid

growth, as well as the lengthening expansion, have begun to hit home. Even now,
however, the pressures militating against the

disruptive

growth of wages are

extraordinarily powerful, and provide perhaps the strongest basis for believing that
the ongoing US revival can continue. Even in 1997, the growth of unit labour costs
for the private business economy as a whole was still lagging behind price increases.
This is not to deny that wage growth could conceivably undercut profitability. It is
rather to contend that the limits of the US recovery in the medium to long run are
likely to be found more in limitations on the broader capacity of the US economy
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t o maintain its vitality, and thereby to accommodate increased wage growth, th
in any autonomous push from wages beyond productivity and prices. What w
in the last analysis, determine the fate of the upward trend of profitability in th
US will not be domestic economic developments alone, but those development
relationship to systemic and international ones. The fundamental question
whether, in the course of its current halting cyclical economic recovery, the

economy can finally transcend the over-capacity and over-production in manufa ol ,

turing which have fettered economic growth in the advanced capitalist economi
since the long downturn began at the end of the 1960s.

Slowing Demand, Accelerating Exports

;

From the start of the long downturn, of course, the advanced capitalist eoonorrtiels;
sought to restore economic dynamism by imposing ever greater restrictions on th
growth of wages, direct and indirect, as well as, from the end of 1970s, on the suppl
of credit and the size of government deficits. This programme was supposed t
raise profitability in aid of revived capital investment and thereby renew
dynamism, directly by holding down costs and indirectly by intensifying intercapt
italist competition so as to weed out less productive, less profitable means

production. Nevertheless, it failed to accomplish its purpose, mainly because th
underlying problem behind reduced profitability was not so much generaliz

upward pressure from direct and indirect wage costs, as downward pressure 011
prices resulting from over-investment leading to over-capacity and over-produ

•

tion in manufacturing. Since the required investment surge never materialized, th
accelerating reduction in the growth of wage and social spending costs and in th
avai lability of credit throughout the period could not but issue in the ever declinin
growth of aggregate demand, exacerbating manufacturing over-capacity and
slowly strangling the economy.
The Keynesian subsidies to demand that marked the era from the mid to late 1960
to the end of the 1970s were helpless to alleviate manufacturing over-capacity and
over-production because they facilitated the survival of precisely those redundru1t
means of production that most needed to be eliminated. The monetarist macroec
nomic restrictiveness that came in the 1980s did, no doubt, somewhat help to resolv

•

up

the problem by forcing the more rapid expulsion of high-cost, low-profit firms from

over-subscribed lines; but it also exacerbated it by making it more difficult to set

new establishments outside those lines. Monetarism might have 'worked' better had
capitalist governments been willing to sustain more severe recessions in aid of mor
severely reduced wages and the more extensive (and indiscriminate) destruction

f

capital. As it was, the increased assumption of credit especially by Reagan's military·
Keynesian state, as well as by consumers suffering decreased income growth, by
corporations hit by reduced retained earnings, and by financial operators underta k.in
leveraged buy-outs and mergers and acquisitions, made for a certain degree of st

bility, but slowed the shakeout. Coming on the heels of severe m oneta ri st restr.i ti n
on lending, they also caused a sharp rise in real interest rates. Sin e profi tabi l i ty

not much recover, investment growth actually fel l d u ri ng th
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The launching near the start o f the 1990s o f Clinton's budget-balancing campaign

I n place of Reagan's record deficit spending and the parallel commitment by the
I •: u ropean governments to ever-increasing austerity in preparation for monetary uni

l ication further tightened the noose around the neck of the world economy. For the

i'i rst time during the long downturn, virtually all of the advanced capitalist economies

were systematically tightening both fiscal and monetary policy in unison. Since

i nvestment growth fell still further, domestic markets stagnated even more, leaving

t he world's economies with little choice but to step up their reliance on exports to

Hpur growth. But, as the ratio between the growth of exports and the growth of
domestic output reached record levels for the postwar epoch, the contrast between
t he booming 1960s and 1990s could not have been starker: whereas in the earlier
period the acceleration of trade had amplified rapidly growing domestic markets,

in the latter it sought to compensate for declining ones. (See p. 265, Table 14.2.)

Since the growth of output of (mostly manufactured) tradables was accelerating

d iscontinuously as domestic markets stagnated, over-capacity and over-production
were made worse. When Germany and Japan, on one side, and the US, on the other,
Pnce again went in opposite directions in response to a further and unprecedented ly
d rastic reversal in the value of their currencies, the divergence was more extreme
than before. Germany and Japan suffered what were by far their longest and deepest
economic downturns of the postwar epoch. In contrast the US manufacturing sector,
helped by the declining competitiveness of its leading rivals, succeeded in expanding
its overseas sales at rates that it had long been unable to approach. Largely on this
basis, it achieved a significant recovery of manufacturing profitability and dynamism.
Nevertheless, this bifurcated evolution was hardly symmetrical in its nature, since,
over the first half of the decade the reductions in manufacturing profitability and the
onsequent damage to the German and Japanese economies were by no means com
pensated for by US gains, and the world economy was exhibiting less dynamism than
for any comparable period since 1950. (See p. 240, Table 13.1 .) Is there any reason to
foresee an escape from this pattern during the second half of the decade and in the
years to come?

The Optimistic Scenario
Prom autumn 1996 to autumn 1997, the advanced capitalist world would appear
to have been following a textbook pattern of growth through the expansion of the
d ivision of labour. During that year, the US merchandise exports surged spectacu
la rly by 24 per cent, accounting for no less than 42 per cent of the economy's growth
and thereby for the first really major annual increase in economic growth, of 4.3 per
cent, during the highly restrained cyclical upturn of the 1990s. The US boom con
t ributed substantially, moreover, to setting off more robust export expansions in
both Europe and Japan.15 It has therefore held out the possibility that the advanced
capitalist economies are finally ready to follow a Smithian recipe of mutually self
reinforcing growth through specialization and the gains from trade.

In this classic scenario, a US economy-in which profitability had finally been

r 'stored by means of wage repression and painful, very large-scale processes of
1 .�

on 1 1 1
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rationalization and technical change i n manufacturing-would lead the world
economy out of its doldrums. It would do so by accelerating the growth of the US
market not, as before, through Keynesian deficits and declining competitiveness,
but by sustaining and stepping up its nascent investment boom. The latter, by taking
advantage of economy's newly won competitiveness on the world market and its
highly exploitable labour force, would bring about the increase of output and pro
ductivity at rates not seen since the long postwar upturn. For their part, the US's
chief trading rivals, having profited from the huge shakeouts of redundant means
of production that took place during their 1990s recessions, would now grow
through providing cheaper goods for the US (and world) market, while soaking up
ever greater quantities of US exports.
This new and optimistic scenario certainly cannot be ruled out, for the US prof
itability recovery has been major and its positive economic effects real. Even so,
there are grounds for doubting that the international conditions are in place to
realize it, for we may be on the verge of still another, perhaps even more brutal,
round of that heavily zero-sum battle for world markets in manufacturing, under ,
conditions of sk>w-growing demand, that has for so long stood in the way of
renewed international economic dynamism. The fundamental point is the obverse
of the Smithian hypothesis just referred to-that since virtually all of the world's
leading economies are seeking to emerge from their difficulties through major,
simultaneous increases in their reliance on the world market, based on still another
and deeper phase of wage repression and macroeconomic austerity, the inevitable
flood of exports is more likely to issue in redundancy of output, intensified com
petition, and over-supplied markets than in the mutual gains from trade.
Most strikingly, even the US economy was able to secure its first whiff of boom
conditions during the current extended cyclical upturn only on the basis of extraor
dinarily accelerated export growth. At the end of 1997, the growth of manufacturing
capacity in the US was increasing at 4.3 per cent per annum, well ahead of the
growth of consumption, and expenditures on business investment more generally
were expected to rise at double the rate of consumer spending.16 Barring the unlikely
appearance of massively increased wage growth, the growth of consumer spending
can hardly grow much faster, because so much of it has been powered by a precip
itous decline of savings-justified by consumers' reference to the vastly increased
personal wealth that has ostensibly been created by the rocketing of stock- market
values 17 It would seem then that much of the recent expansion in US productive
power will be realizable only if sales on the world market can be substantially
increased. Yet the international conditions required to make this possible seem
unlikely to materialize for all-too-familiar reasons.

Barriers to Systemic Recovery
US economic success and the weaknesses of its leading rivals have already issued
in yet another adjustment of currency values, with the result that US manufac
turing is already seeing eroded perhaps the
16
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decade-long export boom. Since the 'reverse Plaza Accord' o f spring 1995, agreed
to by the G-3 governments to prevent the collapse of the Japanese economy, the
dollar has appreciated substantially against the mark and the yen (by 20 and 50
per cent, respectively). The conditions are thus being been created, not only for yet
another reversal of the loci of competitive advantage, but, in addition, for the
further exacerbation of manufacturing over-capacity and over-production. For,
while both the German and Japanese economies are relying on the growth of
exports as the basis for their recoveries, their overseas sales have, less than on any
previous occasion, succeeded in catalyzing economy-wide expansions. The
outcome can only be even slower-growing domestic demand and even greater
reliance on exports.
In Germany, as stressed, the radical programme of cost-cutting that has prepared
the way for a new and vibrant export boom has proceeded largely through various
forms of rationalization and the slowing of the growth of direct and indirect wage
costs, and

not through growing investment or employment. So the revival of man

ufacturing through exports has provided little demand pull on the rest of the
economy. Despite increasing unemployment, moreover, the German authorities
have not budged from their long-held conviction that subsidies to demand only
cover up the underlying, 'structural' cost problem. To underscore the point, they
sharply raised interest rates in the summer of 1997. The upshot has been predictable:
the German economy has recovered only slowly; the other European economies, in
lieu of the German market, have depended much more than usual on the US; and
Germany itself will look even more to exports.
In Japan, the situation is analogous, though far worse, with much more serious
implications for the world economy. The export boom that followed the initial fall
of the yen proved even less successful in providing impetus for the economy than
i n Germany. The Japanese government meanwhile demonstrated its determination

to make sound finance the basis for revived growth with a spectacular essay in
deflationary hubris-a 2.5 per cent increase in indirect taxes-and thereby put a
quick end to the weak upturn, opening the way to the worst recession of the postwar
epoch. To prevent recession becoming depression, the government did finally
la unch, in the first part of 1998, a new, very major round of fiscal stimulus; yet it is
hard to see how this can do much more than secure some temporary stability.
Especially with the yen at lows not seen since the start of the 1990s, and with no
a pparent alternative force to drive the economy forward, the Japanese economy
continues to look to exports to revive. Even so, there are grounds for believing that
i t has already, precisely by securing through yen devaluation the conditions appar
ently necessary for the revival of its manufacturing sector, ended up actually
u ndercutting the foundations of its recovery by undermining its manufacturers'
ma rkets.
[ t has been a central theme of this text that, under the prevailing conditions of
i n ternational over-capacity and intensified competition, competitive advantages
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yen beginning i n spring 1995, s o vital for keeping the Japanese economy afloa t, ·
which propelled the Asian economies into their current profound crisis and ende
up threatening not only Japanese recovery but that of the entire system.

The East Asian Crisis

The economies of Northeast Asia and Southeast Asia had exploited the super-higl 1

yen of the post-Plaza Accord decade to grow impetuously, initially by invadin.
markets previously held by Japanese producers, particularly in North Arneric.
Japanese multinationals, of course, played a central role in underwriting the Asi

economies' export boom through substantial direct investment in relatively low
cost production facilities, made all the more attractive by local currencies whi
because pegged to the dollar, fell against the yen by 40 per cent or more betwe

1990 and 1995. What appeared to be the unlimited possibilities for the growth
manufacturing through exports allowed these economies access to apparerrtb .
unlimited supplies of capital which fed enormous building booms, as well as th •

construction of ever greater productive capacity in manufacturing sectors th

began to cater not only to North America, and to a lesser extent to Japan, but ·t
growing domestic markets on the Asian continent.

With the fall of the yen, however, the continuation of the super-fast growth th
had come to be taken for granted throughout the region was put in jeopard
Nevertheless, the general response throughout most of Northeast and Southe
Asia to intensified competition and weakening demand for their goods was to p
even more money into new plant and equipment. This appears paradoxical, but,

view of their overwhelming dependence on exports, and the impossibility of re

1

enting to the horne market in the short term, manufacturers in the region had lit
choice but to try to improve their export competitiveness through greater inv
rnent. Existing over-capacity, the consequence of years of investment growth

20 per cent per annum, was thus made worse. Inevitably, virtually all of th
economies suddenly suffered sharp reductions in their export growth and /
profits, especially under the impact of intensified Japanese, as well a s Chinese, c

petition, not only in other markets but in Japan itself, as the growth of over

sales in the region as a whole (excluding Japan) fell from 20 per cent in 1995 to 4 '

per cent in 1996-97. As current account deficits suddenly rose, it became obv i

that the region's growth prospects had been significantly reduced-even th u
local construction and stock-market booms temporarily continued, driven by
valued currencies. The influx of outside funds soon slowed, however,
speculative attacks on local currencies mounted, ultimately forcing very

competitive devaluations across the region.I8

m

j

In this situation, Western and Japanese banks, which had recently been pou l

in money to finance both manufacturing over-production and dornest i

building, suddenly began a rush to withdraw their m os t l y short-term

precipitating a run on the money markets. East Asia fow1d itself su ffe r i n g fr
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familiar domino effect that marks an accelerating debt crisis, the same sort of down
ward spiral that is experienced in a stock-market panic. Each foreign lender feared
that all the others might withdraw their money, and tried to get out as quickly as
possible. The result was the self-fulfilling disappearance of almost all overseas
credit from the economy of the region, which made it impossible for producers,
used to routinely rolling over their loans, to honour their commitments. The situa
tion was made much worse by the fact that Asian manufacturers generally operated
on the basis of high levels of debt and that Asian borrowers were having to repay
their loans with currencies that had lost much of their value.
It was here that the IMF stepped in. The IMF might have attempted to get the
i nternational banks to agree formally to act together to keep their money flowing
i nto Asia so as to counteract the panicky withdrawal of credit, for pouring in money
is the normal remedy for a liquidity crisis. After all, the underlying problem facing
many Asian firms was the insufficient international demand for their goods, not

t he inefficiency of their production, let alone their dependence upon (non-existent)
government deficit spending. Some firms would no doubt have had to be trimmed
back; others would have had to go under. But the whole regional economy did not
have to go down. As it was, the IMF, mainly concerned that European, US, and
japanese banks be repaid in full, demanded, in Hoover-like fashion, that credit be
tightened and austerity imposed, radically exacerbating the debt crisis and ensuring

a devastating depression.19

In less than a year, the fall of Northeast and Southeast Asian currencies against

the dollar has been in the range of 35-40 per cent and the broader destruction of
values has been much greater. Since June 1997, stock markets have fallen by 89 per
cent in Indonesia, 75 per cent in South Korea, 73 per cent in Malaysia, 71 per cent

in Thailand, 57 per cent in the Philippines and 47 per cent Hong Kong. 'This is no
mderly reversal; it is a panic-led rout', and it cannot but bring about a very major
i n ternational competition.2° First, Asian goods w il l ob v i ousl y b

reduction of global demand vis-a-vis supply and consequent intensi fica tion o f
gi ven the size of the currency devaluations 21 Secon l, Asian
depression, will be able t o absorb far few r a p i ta l a n d

on

m

mu

h

rk ts, in t l

L i m •r

g

gri

�m dH, thwt f

few er imports.22 Third, since a smaller p rop o r t ion of Asi J,·prod u •d Hll l

xl 11
PI

)f

wtII

of As i an expo•·tl'l i n to m l l'l •lH
so much of re e n t l y onst ru t ' �

�n l d within the region, Asian economies w i l l d p n d to
<'X ports to the rest of the world. Finally, the flood
Pu tside Asia will be all that much greater, s ince

h a p r,

·'

l
' l

•v •n

• t •r

lll

p l a nt and equipment was predicated on the continuing growth of t iP Asi

r

• ·conomies at their former rates of expansion and will therefore have to find o u t l ets

• I I lower prices beyond the region.23

I IJ
This is not the place to discuss the other terms imposed by the IMF, to break down and open up the
"''"' Asian sta ti st and organized capitalisms, notably in Korea. But see R. Wade and F. Veneroso, 'The Asian
< l'iHis: The High Debt Model Versus the Wall Street-Treasury-IMF Complex', NLR 228, pp. 3-23.
'.'I I M . Wolf, 'Flight t o Quality', Financial Times, 13-14 June 1998.
21
1 '. Le w is, 'For Asia, Austerity and Exports', New York Times, 9 September 1997.
'l2 For example, i n Southeast As i a as a whole, car sales grew by 20 per cent a year between 1993 and
1 •1•1;,, hut by t m l y 6 1 ''' ent in 1 996 an I a forecast 5 per ent in 1 997. 'The Downpour in Asia', The Economist,
I Nllv<•mb •r .1 997 .
2:1 So�, lor l1 �t 1 c ,, M . 1 .. 'l l ffnrd nd ) , l '1u:1 , ''1'111� 1�1 nd I" 'rn�y lor Chi) H', llu.•ilwss Week ,
l h s�l'l�mb�l' I Wr>; ' ' l 'lw l liWI P" lr 11 i\NI ',

' 1!
I

264

THE ECONOMICS O F GLOBAL T U R B U L E N C E

The sudden squeeze o n the East Asian economies, i t must b e stressed, has come
not just from Japan, but from the growing presence of China on the world market.
When China devalued its currency in 1994, it sharply increased its cost competi
tiveness in low-end production, just as Japan was to do in high-end production in

1995. In recent years, moreover, there has been a major slowdown in the growth of
consumer demand in China, which has reduced capacity utilization to 58 per cent, ,
while bringing down inflation from 30 per cent in 1994 to less than 2 per cent
presently, obliging Chinese producers to orient to an ever greater extent toward the '
'
world market. The decision by the Chinese authorities to shrink the enormous stateowned industrial sector can only bring about an even greater fall in the growth of
domestic employment and consumption. But, given the devaluations in Southeast :
Asia, Chinese producers will face fiercer competition in mainstay exports like ,
apparel and textiles, and will thus find it sensible and obligatory to accept lower :
prices; indeed, the Chinese government may ultimately have little choice but to
further devalue its currency, thereby increasing the downward pressure on
Northeast and Southeast Asian manufacturing prices.24
It can be too easily forgotten that, over the past decade and a half (through 1996),
Northeast and Southeast Asia was the

only

centre of dynamic capital accumula

tion within a stagnant world capitalism. Some indication of the depressing impact
that the struggling region could have on the world economy is conveyed by the fact .
that in 1996 the Asian economies combined (excluding Japan) invested no less than

$914 billion, almost exactly the same amount as did the very much larger US
economy in the same year.25 Given, moreover, that these economies are already
responsible for perhaps 20 per cent of the world's exports, the inevitable decisiv
i ncrease in their export orientation is bound to be strongly felt everywhere on world

ma n u facturing markets. It is conceivable that, were the East Asian economies th
only ones in the process of sharply stepping up their overseas sales and experiencing the slowed growth of domestic purchases, the increased supply could b
absorbed without too much disruption to the system. But in view of the fact that
Japan, Germany, and Europe, as well as the US, have been pursuing analogous pat•
terns of export-dependent growth with slow-growing domestic markets, it is not

easy to see how the world economy will avoid a further major worsening of man·
ufacturing over-capacity and over-production, with rising exports
stagnant domestic demand pushing down profit rates.26

in the face f

it

In particular, it is difficult to see how the depressing impact of the Asian crisi

can fail to communicate itself, and be very much amplified, as a consequence of

effect on Japan. The Japanese economy, it has been emphasized, has sought f r
more than a decade to extricate itself from the profound crisis of its export-orient

form of development, mainly through a very rapid and profound reorientation t
Northeast and Southeast Asia. By 1996, Asia was absorbing 45 per cent of Japa n'
24 T. Walker, 'Slack Demand Mars China Outlook', Financial Times, 30 July 1997; j . Harding, 'Jil:t r·s In
Beijing', Financial Times, 10 November 1 997; G Koretz, 'Low Price: Bad Omen for hina', 811sine s We k,

10 November 1997.
25 Mandel, 'The Threat of Denation.'
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Table 1 4.2. Exports accelerate as output stagnates.

(Average annual percent change.)
1 960-74

1 970-80

1 980-90

OECD exports

8.8

5.4

4.9

6.5

OECD output

4.9

3.2

3.0

2.2

Ratio of exports to output

1 .8

u

1 .5

3.0

1 990-97

Sources: Glyn et ol., 'Rise and Foil of the Golden Age', p. l l l , Tobie 2.22; OECD, Economic Outlook, no. 62, pp. A4 and A43, Tables l and 39.

exports and approximately the same percentage of its foreign direct investment in
manufacturing. Japan's banks were responsible, moreover, for between 30 and 40
per cent of all of East Asia's outstanding loans from the advanced capitalist
economies. There can not be much doubt therefore that the Asian collapse has been
an absolutely pivotal factor in undermining the Japanese recovery. Not only has
the depression in Asia reduced Japan's export growth, while exacerbating its banks'
already major problem with bad loans and thereby further restricting credit; it has
profoundly darkened the overall outlook for the economy by blocking what has
long been viewed as the most promising pathway to renewed Japanese economic
dynamism. Simply put, the crisis in East Asia has at least partially enveloped the
world's second largest economy, and in so doing must exacerbate already deep
ening international difficulties with shrinking demand growth and the over-supply
of manufactures.
It could possibly still be the case that, with a sufficiently sustained expansion of
investment and employment, the US economy can provide the growing market
which the international economy needs to offset and absorb its emerging explosion

of exports. In this-again optimistic-scenario, the flood of low-priced goo ds

coming from Japan and the rest of Asia would mainly serve, like those com i ng from

the rest of the export-oriented advanced capitalist economies, n o t so mu h to for e
down US producers' prices and profits as to reduce their p rod u t i n

osts,

enhancing their competitiveness, increasing their mark-u ps, a n d s t i m u l a t i n g
further capital accumulation. They would, by the same token, revive the lo a l
economies, making possible the greater absorption o f US imports. Complementarity
would, in other words, override competition, setting off a virtuous upward spiral,
with the US pulling along the world economy toward a new boom.
Given, however, how rapidly and discontinuously the growth of world exports

i s likely to increase and how sharply the growth of world markets is likely to con
tract, the perpetuation and exacerbation of longer-term trends toward international
over-capacity and over-production seems more likely than their transcendence. In
particular, because East Asia, including Japan, has been absorbing one quarter to
one third of the US economy's manufacturing exports during the latter's boom, it
is n ot easy to see how the growth of US overseas sales can fail in the coming period

t o b v ry significantly reduced. Given, moreover, the radical devaluation of Asian
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prepared themselves t o compete at a n exchange rate of 100 yen/$, can fail, in
tandem with their Asian counterparts, to place excruciating downward pressur
on US manufacturers' prices with the exchange rate at 130 to 140 yen/$. But, in
view of the absolutely crucial role that has been played by the reviving US manu·
facturing sector in the broader recovery of US capital, any substantial reduction in
that sector's prospects must have major consequences for the sustenance of the US ,
boom. Yet, given the emerging conditions on the world and US market, such a nar·
rowing seems unavoidable.
Intensifying competition seems almost certain, then, to squeeze manufacturin
profits especially by reducing US exports to Asia and increasing the pressure from
especially Asian tradables on US import markets and US prices. But if manufacturing

'

profitability falls, the ramifications will be extensive indeed. Investment growtli:

,
would fall, but then so would productivity growth, opening the way for further pres· ,
sure on profits from wage growth. The stock market would have to fall too; ·

sustaining the long-expected downward adjustment, but, if stocks did fall, th
growth in consumer demand required to make up for falling export and investment
growth could not easily materialize. In this more probable scenario, redundant pro•
duction would for still another time undermine the gains from trade and competition

would end up trumping complementarity. The accelerating supply of world exports irt

the face of shrinking markets, far from fuelling US profits and sustaining the boom1
would undercut them and thereby the recovery, in this way cutting short a system•
wide secular upturn and risking a serious new turn downward of the world
economy.

.

Afterword
D E E P E N I N G T U R B U LE N C E ?

Almost eight years have passed since the original publication of The Economics of
Global Turbulence. Written at the height of the 'New Economy' boom, it questioned
the foundations of the upswing of the late 1990s, suggesting that the persistence of
chronic over-capacity in the international manufacturing sector would continue to
prevent the advanced capitalist economies from transcending the long downturn.
The emergence of new data and the perspective of historical distance since then have,

I believe, both confirmed that analysis and allowed for a deeper and more detailed
account of the recent period. In what follows, I briefly retrace the transition from
long boom to long downturn between the mid 1960s and mid 1970s and the initial
responses by the advanced capitalist economies to the accompanying crisis of prof
i tability, as the newly industrializing East Asian economies entered the stage. From
that point of departure, I review the significant revival achieved by the US economy
between the mid 1980s and mid 1990s, its trajectory and foundations, and go on to
locate its ultimate limitations in the factors making for the declining economic

dynamism of the world economy as a whole during this period. On that basis, I explain
why the very forces that unleashed the New Economy boom and stock-market
bubble could not but issue in the stock-market collapse and recession of 2000-01. I
conclude by analyzing the hesitant cyclical expansion that has marked the first half
decade of the twenty-first century with the goal of confronting the fundamental but
s t ill-unresolved question of the future of the long downturn. What forces are making
for its transcendence? What factors are contributing to its still further perpetuation? 1
The fact remains, however, that, according to the official story, the disconcerting
economic developments of 1997-98, 2000-01, and since represent no more than
m inor glitches in an ongoing story of US economic progress. In this account, during
t he second half of the 1990s, the US economy, by virtue of its freed-up markets and

i ts unmatched entrepreneurial-cum-financial institutions, achieved a breakthrough

u n a v ailable to its stodgier counterparts in Western Europe and Japan, who
remained mired in the slowed growth that had plagued the advanced capitalist

\'

onomies for more than two decades. Taking advantage of epoch-making
T here build
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advances in information technology, the US stock market was able to hothou
production revolution and economic boom on the basis of its ability to single
those companies that promised the best profits by virtue of their technologi
dynamism. Institutional investors piled into those firms' equities, driving up th
prices, and signalling to bond markets, banks, and equity markets the desirabili
of lending to them and buying their shares. On the basis of the increased borrowil'\ •,
and stock issuance thereby made possible, these same corporations-disprop
tionately in high-tech industries, but also to be found throughout the manufactur'
durable goods sector and related industries-were enabled to accelerate investm
in advance of profits, making for faster productivity growth and even greater pot
tial returns. Higher 'expected profits' made for still more elevated equity pric ,
which enabled further stepped-up borrowing and stock issues, allowing still m
rapid capital accumulation, making for further leaps forward in technolo
enabling productivity growth to rise even higher, making possible even high r
expected profits . . . issuing in what Fed chairman Alan Greenspan celebrated a ,,
'virtuous cycle' of economic expansion.2
But this analysis proved topsy-turvy for the simple reason that expected profti,
failed to materialize as actual profits. During the long expansion of the 1990s, ··
average rate of profit rate in the private economy remained 15-20 per cent bel
that for the 1950s and 1 960s, and a good deal more depressed than that in Germm
and Japan. From 1997, moreover, profitability plummeted in the US and across tl'
world economy, even as the New Economy boom ascended to its zenith. Rath
than setting the US and world economy on a new course, the forces driving t , .
New Economy actually exacerbated the fundamental problem making for Ion
term slowed growth-namely, persistent chronic over-capacity in manufacturi.n •
and related sectors making for secularly reduced profit rates for the economy
whole. As a consequence, they ensured the still further extension of the long do·
turn, rendering unavoidable the equity price crash and sharp cyclical fall-off th ·
brought a dramatic climax to the long expansion of the 1990s and opened the w,
to a new period of turbulence opening in the early years of the new millennium;
To explain this denouement and its sequels is the ultimate goal of this Afterw

·.

The US Recovery and Its Limitations
Between 1985 and 1995, the US economy, led by its manufacturing sector, initiat
a very real and, in its own terms, well-founded recovery. This was based upon th
spectacular, if ultimately incomplete, reversal of the deep decline in manufacturln
profitability that was heavily responsible for driving the US and the advan
capitalist world from long boom to long downturn. Nevertheless, the resurg nQ
2 'Testimony of Chairman Alan Greenspan Before the Committee on Banking, Housing, and Ul'l>
Affairs', US Senate: The Federal Reserve Board's semi-annual monetary policy report, 21 july 1 998, P dora!
Reserve Board website. Compare 'Annual Report of the Council of Economic Advisers', Econo111ic Report oJ
the President 2001, Washington, DC 2001; A. S. Blinder and ) . L. Yellen, The Fabulous Decade, N w Y rk 2
For Greenspan's retrospective reiteration of this standpoint, see, for example, 'The E o n o my: R mark
S E o n n )'I
Chairman Alan Greenspan at the Bay Area ouncil onf reo e', n January 2002 and 'Th
Remarks by Chairman Alan Greenspan 0 fo re t he J nd p t1CI •nt ommunlty of Bank •r� of Am rl ', I
March 2002, both at the PRB w bslt .
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of the U S manufacturing sector and the private economy a s a whole ultimately
proved abortive, because the profit rate revival on which it was founded turned
out to be unsustainable in the context of a world economy that remained fettered
by reduced rates of return and ever weaker economic growth.
The advanced capitalist economies had originally been projected from long
boom to long downturn as a consequence of the extension and intensification of the
same process of uneven development that had underpinned the postwar expan
sion. Exploiting the potential advantages of coming late, the statist and organized
apitalist manufacturing economies of Japan and Germany achieved unprece
dented rates of development between 1950 and 1970, especially by focusing on
exports and the appropriating of large chunks of the world market from the US
hegemon. The latter managed, however, to perform quite creditably by defending
i t s own domestic market, while its leading corporations turned to foreign direct
i nvestment in manufacturing and the internationalization of finance. But the oper
n tion of this initially symbiotic relationship between earlier and later developers
u ltimately proved self-limiting, because it took place increasingly by way of the
nccelerating growth of redundant output. By the middle 1960s, manufacturers of
t h e later-developing blocs were not only succeeding in imposing their relatively
low prices on, so as to swell their shares of, the world market, but were simultane
ously able, by virtue of their relatively reduced costs, to maintain their old rates of
profit. US producers thus found themselves facing slower growing prices for their
output, but caught with inflexible costs as a result of being weighed down by out
d ated plant and equipment, as well as relatively high wage levels that could not
quickly be squeezed downward. The outcome was the emergence of manufacturing
over-capacity system-wide.
Over-capacity struck the US first during the second half of the 1960s, and, owing
lo the US economy's preponderant place within the advanced capitalist world, it
made for the reduction of profitability in both manufacturing and the private
economy as a whole for the G-7 economies taken together. But Japan and Germany

d i d not long remain immune. With the deep devaluation of the dollar, and corre

sponding appreciation of the yen and the mark, that resulted from the international
monetary crisis of 1969-73, Japan and Germany also came to shoulder a significant
.
share of the overall profitability decline. Symptomatically, non-manufacturers in
L he US, and across the G-7 economies, shielded as they were from the pressures of
in ternational competition, experienced the crisis of profitability to only a relatively
small extent, despite sustaining higher increases in unit costs than their counter
pa rts in manufacturing; this was because, unlike the latter, they were able to raise
prices sufficiently to protect profits. (See p. 108, Table 8.1 and p. 109, Figure 8.1.)
The initial response by US manufacturers to the intensification of international
competition leading to sharply falling profitability was to try to invest their way
) l l t of its crisis. This they sought to accomplish by falling back on their proprietary
cn p .i ta l, especially their capacity for technical change, in order to raise productivity
grow th so as to restore their competitiveness and rate of return. Between 1%9 and
l l J79, d es p i te th i r red u ed profit rates they accumulated capital almost as rapidly
1 6 . Th US government provided all-out support for this
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producers' Japanese and German rivals refused to yield ground. They accepted
lower prices and further reduced profit rates in order to retain their shares of th
world market, rather than gracefully ceding the field in textbook fashion, thereby
thwarting the efforts of US producers to restore their rates of return.
Simultaneously, the processes of uneven development that had initially driven ·
the world economy from long boom to long downturn extended themselves furthe
as the manufacturing economies of the Northeast Asian NICs exploded onto th
scene, making for still fiercer competition and greater over-capacity in international.
manufacturing during the 1970s and after, in much the same way as had theitl
'
Japanese and European predecessors in the 1960s and early 1970s. South Korea and
Taiwan led the way, matching the record rates of growth achieved by Japan
recurring to Japanese-style state intervention, organized capitalism, and export or· ·
entation, as well as by tying their trajectories of development very closely to tha
of Japan.4 As Japanese manufacturers rose rapidly up the technological ladder and
faced ever higher wage costs, they sloughed off industries where technique wa
less advanced and less skill was required. South Korea and Taiwan took up thes"
same industries, accelerating the process of technical advance through the purchas
of Japanese capital and intermediate goods, participation with Japanese multit
nationals in joint ventures, and reliance on Japanese distribution facilities, so as t.
penetrate the US market with remarkable rapidity. By nurturing South Korean and '
Taiwanese manufacturing, Japan's government and its manufacturers cultivated
fast-growing markets for Japan's own high-tech inputs for manufacturing produc•
tion and gained indirect access for Japan's producers to the US market in a period .
of rising protectionism. The triangle trade thus constituted among Japan, th. ,
Nort heast Asian NICs, and the U5-with only restricted exporting back to th
Japanese market-would constitute the elementary model or template for th
spectacu lar development of East Asian manufacturing that ensued, although sub•
sequent variations on this basic theme of regional economic integration would
become ever more complex, soon entailing large-scale foreign direct investment fo
the relocation of manufacturing as well as trade. By ascending by these means th
product cycle with unexpected speed, South Korean and Taiwanese producers
and their East Asian successors-exacerbated the problem of internationa l •
over-supply by duplicating rather than complementing already-existing produ •
tion and seizing market share at the expense of their competitors in the advance
capitalist economies as rapidly as had the Japanese themselves.
By the end of the 1970s, due to the combination of an insufficiency of exit fror
over-supplied manufacturing industries by producers in the core economies and
surfeit of entry by producers in the emerging periphery, manufacturing over
supply vis-a-vis demand was exacerbated, and manufacturing and private sect
profitability in the advanced capitalist economies taken individually and in aggr
gate fell even lower than in 1973. (See p. 142, Figure 9.1.) In this context, Keynesian
deficits, along with the increases of private borrowing that they fac i l itat d,
provided the additions t o demand that made it possible for the economy to sustai
·
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worsening over-capacity yet avoid crisis and continue to expand. But they also held
back the shakeout of high-cost, low-profit means of production that was needed to
restore profitability. Against this background, inflation exploded out of control and
current account deficits reached historic highs, precipitating runs on the currency
that demanded decisive action if the dollar's very status as international key cur
rency was to be preserved. The Federal Reserve found itself with little choice but
to impose 'structural adjustment' upon the American economy itself.
The tum by the Federal Reserve to monetarist tight credit at the start of the 1980s
was aimed, in the first instance, to force up unemployment so as to further reduce
wage pressure and break the back of inflation. But it was also intended, with the
help of big tax breaks for the corporations and a major dose of financial deregula
tion, to detonate a major restructuring of the US economy-by eliminating the huge
overhang of high-cost low-profit means of production that continued to hold down
manufacturing profit rates, by dealing a death blow to unions so as to make increases
in real earnings ever more difficult, and by opening the way for a reallocation of
means of production out of industry into financial services. In fact, the cataclysms
and shifts that were detonated by the Volker quake did set the US economy on a
new course-toward manufacturing revival, the expansion and consolidation of a
low-wage economy outside of manufacturing, and the dramatic ascent of finance.

Manufacturing. The Fed's historic tightening brought real interest rates to their
highest level of the twentieth century, and, in tum, an ultra-high dollar. As a conse
quence, during the early 1 980s, as the US and world economy sank into their deepest
recession since the 1930s and the dollar ascended to unprecedented heights, the US
manufacturing sector entered into its most severe crisis of the postwar epoch. Not
only did already-serious system-wide over-capacity in international manufacturing
get much worse as a consequence of the collapse of global demand, but US manu
facturing competitiveness plummeted, with the consequence that both exports and
profitability plunged. When the Reagan administration invited record Keynesian
deficits in the face of already ascending real costs of borrowing, it forced up interest
rates further, encouraging the real effective exchange rate of the dollar to rise into
the stratosphere. It thereby supplied the demand to drive the domestic economy and
that of the rest of the world from its cyclical downturn, but at the same time incited
a crisis of US trade. Between 1980 and 1985, the explosion of federal borrowing in
the context of an ascending dollar enabled US purchasers to suck in manufacturing
imports at a pace unprecedented during the twentieth century; but meanwhile
export growth virtually disappeared. For the first time in the postwar epoch, there
fore, the US current account balance, in surplus as late as 1982, went deeply negative.
This descent was almost entirely accounted for by the parallel reversal of the man
ufacturing trade balance, which went from a surplus of $27 billion in 1980 to a deficit
of $124 billion in 1987. In that turnabout, exporters from Japan and the Northeast
Asian NICs played the leading role, as they appropriated hugely increased shares
of the US import market. The resulting increase of the trade deficit with East Asia
( i n l ud ing Japan) accounted for the entirety of the increase in the US manufacturing
t rade d fi i t i n t h is interval. It was a sequence that would be repeated several times
ov r t h n t
rt •r- >n t u ry-w i th th explosion of debt, the elevation of asset
lc I 1 � of t h
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breaking current account deficits, major jumps forward for East Asian manufac
turing, and devastating hits to the US manufacturing sector.5
In 1981-82 the US manufacturing profit rate dropped to its postwar nadir, and,
even by 1986, remained 20 per cent below its level of the late 1970s. Under thi
degree of stress, the manufacturing sector had little choice but to contract in order
to cut costs, sloughing off a great mass of redundant high-cost, low-profit means
of production-both labour power and plant and equipment. In 1982, the business .
failure rate reached its highest level since the Great Depression of the 1930s, and it
continued to rise past the middle of the decade. 6 The resulting gargantuan shakeout
constituted a turning point. For it established the necessary, if not sufficient,
condition for the revival of the manufacturing profit rate and thereby that of the
private economy as a whole. (See p. 273, Figure 15.1.)
Over the next ten years, between 1985 and 1995, US manufacturers were able to ;
achieve a dramatic turnaround, which set the US private economy as a whole on a
path toward revitalization. They held down the growth of real compensation
(wages plus benefits) to near zero, benefiting meanwhile from steadily falling real
long-term interest rates, which declined from a peak of 8.7 per cent in 1984 to 4.65
per cent in 1990, as well as the substantial reduction of corporate taxes,
Rationalization, moreover, continued apace, as the growth of manufacturing capital
stock between 1979 and 1990 fell off by more than half compared to that of the 1970s,
while manufacturing employment (in terms of hours) stagnated between 1985 and
1990. Out of the resulting processes of capital and labour shedding, the rate of man
ufacturing productivity growth rose impressively with the benefit of littl
i nvestment, surpassing that for the postwar boom. Most important of all, with the
Plaza Accord of 1985, the G-5 powers (the US, Germany, Japan, the UK and France),
acting i n response to the devastation of US manufacturing wreaked by record high
interest rates and the rocketing currency, detonated a decade-long plunge of the dollar.
The huge resulting improvement in relative international costs made possible a
great leap forward in US international competitiveness, and US exports increased at
their highest rate since World War II. On this basis, the US manufacturing sector wa
able to achieve an extraordinary 65 per cent increase in its rate of profit between 1985
and 1995 of 65 per cent. In the same interval, profitability outside manufacturin
failed, in effect, to rise at all. The ascent of the manufacturing profit rate was ther fore entirely responsible for the parallel comeback in the profitability of the privat
economy as a whole, lifting its rate of profit above its level of 1973 for the first tim
in two decades. (See p. 274, Figure 15.2.)
Because it was achieved mainly by means of rationalization and the reduction o
costs, the recovery of profitability in manufacturing failed, for an extended period,
to lead to any improvement in manufacturing dynamism to speak of, let alone any
contribution by manufacturing to economy-wide growth. Manufacturing corpora
tions rendered themselves that much less capable of inciting economic revitalizati n
when they assumed a vanguard role in the great leveraged merger and buyout man!
5
6

UNCIAD, Trade and Development Report, 2005, New York 2005, p. 18, figur 1.2.
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Figure 1 5. 1 . US business fai l u re rate a n d liabi lities of fai led businesses,
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of the 1980s. This entailed record-breaking borrowing by manufacturing corporations
for the purpose of purchasing the equities of other corporations, and left manufac
turers by the end of the 1980s saddled with previously unheard-of levels of debt.
When the economy entered into a new recession in 1990, manufacturing corporations
across the economy confronted still another life-threatening crunch, and between 1990
and 1993, the business failure rate reached and exceeded the postwar records set i n
the recession of the first half of the 1980s.

Had it not been for the bail-out engineered at this poi n t by t l
, fl n 11 i I
Board, the debacle in manufacturing might we l l h av b 1 1 wors
institutions, especially commercial banks, were themse l ves w e ig h d d ) W t b
mountains of bad debt and in no position to come to the aid of r i pp l d m 1 1 u f
turers. Between 1989 and 1993, the Fed reduced the Federa l Funds rat
t he ra te of
interest that banks charge one another, by six percentage points, bringing the real
cost of short-term borrowing in the US close to zero. The real cost of long-term
borrowing had, meanwhile, continued its extended slide, falling from 4.65 per cent
· ,

•

in 1990 to 3.6 per cent in 1993. Under these favourable conditions, simply by effec
t i vely ceasing to borrow, as well as by selling equities rather than purchasing them
as they had persisted in doing throughout the previous decade of mergers and
acquisitions, manufacturers were able, in a relatively short space of time, to repair
t he i r balance sheets, preparing the way to finally translate their profit rate recovery
i n t o economi c expansion.
B g i n n i ng in the fourth quarter of 1993, with profitability on the rise and balance
sl
ts right d, t he man u facturing sector was finally ready to shake off its lethargy.
M n u f t u r i n g i n v s t m n t , ou t pu t , and ex po r ts a l l sudde n .l y thrust forward,
·

il
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Figure 15.2. U S net profit rate i ndexes, 1 9 7 8-200 1 .
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initiating an extended acceleration and providing a major stimulus to the rest of th
economy. Non-manufacturing industries in general, and the financial sector in

pa rticular, evinced new life and, during the middle third of the decade, the privat
ec onorn y as a whole appeared to be verging on a new era. (See Figure 15.2.)

Non-Manufacturing. While the manufacturing sector laid the foundations for a US
economic resurgence by means of a process of self-transformation achieved prima•
rily through slimming down, cost-cutting, dollar devaluation, and, only late in th
day, stepped-up GDP growth and capital accumulation, most of the non-manufa
turing sector did something like the opposite-achieving fairly rapid growth but
with virtually no development, consolidating in the process what was in effect
•

vast, and ever-expanding, low-wage economy. This process had its origins as f
back as the early 1960s, but came into its own in the 1970s, with employers' stepp d·
up assault on unions and the government's deregulation of a number of indush·i 1
which also had the primary purpose of reducing union power. It was brough t t
fruition in the 1980s when, under the approving eye of the Reagan administrati 1 11
employers engaged in systematic violations of the National Labor Relations law
as, in effect, to obliterate private sector unionism, especially outside the manuf
turing sector. The implicit or explicit goal was to bring down wage growth-ind
absolute wage levels-especially in those industries where these had hitherto b
relatively high due to union strength.
Employers' cutbacks of wage growth i n response to t h e fa l l in th ra te of pr
and economic slowdown had b n-a nd o n t i n u d t be- p w rfu l, a nd I tin
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employers sustained the downward pressure on earnings even as the rate of price
increase fell back, and by 1995 in the private sector as a whole they had succeeded
in reducing the level of real wages (excluding benefits) for production and non
supervisory workers 8.5 per cent below their level in 1973. The carnage was
particularly extreme in such industries as construction, transportation, and mining,
where workers had hitherto been relatively well-organized and well-paid, but were
now subjected to enormous cuts, the result of systematic employer attacks-by way
of carefully plarmed union-busting, deregulation, or radical shifts in location and
technology, or a combination of these. As the manufacturing sector entered into
crisis, this revolutionary reduction in earnings growth, indeed absolute earnings
levels, opened the way for a huge redirection of capital and labour, enabling the
giant sector of the US economy outside of manufacturing to expand impressively,
and on an entirely new basis.
From the early years of the 1980s, the jolt to demand imparted by the Reagan
administration's record budget deficits pushed the non-manufacturing economy
forward. With real wages falling, firms in non-manufacturing industries found it
easy to add jobs, and they increased employment at breakneck speed, at twice the
average annual rate of the postwar boom. Meanwhile, in view of the decline of real
earnings, employers had every incentive to substitute labour for capital, and, the
growth of output per unit of labour input collapsed. Contrary to received opinion,
labour productivity in the economy outside of manufacturing had grown about as
fast as that in manufacturing during the long period between 1939 and 1965 and
decelerated only to a small degree as profitability declined between 1965 and 1973.
But in the wake of the sustained onslaught on real earnings that followed, the rate
of growth of productivity in the non-manufacturing sector between 1979 and 1995
plunged to levels previously unheard of during the twentieth century. (See p. 245,
Table 13.2.) Employers thus turned to labour-using techniques to exploit the lack
of wage growth; by the same token the snail-like pace of productivity growth meant
that they could not afford to allow wages to rise much. The US had emerged as a
low- wage economy par excellence.
Employers' success in forcing down real wages of production a n d non
supervisory workers for the better part of a quarter-century did not how ver en .ble
t hem to restore the indispensable basis for sustained dynamism, viz a sat isfa tory
rate of profit. The non-manufacturing economy, producing mostly n o n t ra d ab l s
and therefore largely shielded from international competition, sustained not h i ng
remotely like the deep fall in profitability that struck manufacturing in the later 1 960s
and 1970s. Henceforth, however, the situation darkened considerably. The non-man
ufacturing sector was hard hit by the Volcker shock, and the elevated real interest
rates that subsided only gradually during the remainder of the 1980s. Perhaps most
-

decisive, between 1985 and 1995, while the manufacturing sector was relying heavily
on the deep decline of the dollar to restore its competitiveness and help found its
pro fi tability recovery, industries outside manufacturing were undercut by the rising
costs of imported goods that resulted from that same dollar devaluation. During the
d ' ad , th average rate of profit for the non-manufacturing sector as a whole fell
t o 20 p r nt b low that of the postwar boom. (See p. 109, Figure 8.1.)
postwar nad i r in the r
ssi on of 1 990-9 1 , the non-manufacturing rate
•gin to f lo t upwards, l t l o 1gh i t was not u n t i l 1 995 t hat i t r a h d
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even its level of 1986. Shortly before this point, moreover, in response to the impetus
imparted by the revitalization of the manufacturing sector, as well as falling costs
of borrowing and perhaps the start of the ascent of its own profitability, the non
manufacturing sector began to revive. Industries such as construction, retail trade,
and wholesale trade were suddenly expanding at annual rates of between 6 per
cent and 7 per cent, and would continue to do so, enabling the non-manufacturing
sector as a whole to assume ever-increasing vitality across the middle years of the
decade and thereby to complement the takeoff in manufacturing. (See p. 274, Figure
15.2.)

Finance. When the manufacturing sector entered into deep crisis at the start of th '
1980s, there began a major reallocation of capital in the direction of financial activity.
This shift had been delayed during the length of 1970s especially by the govern
ment's expansionary macroeconomic economic policies, which issued in fast-rising
prices, the reduction in the value of the dollar, and the deep decline of real interest
rates. The latter trends were supposed to help bring about the revival of manufac
turing, but were obviously the opposite of helpful to the financial sector.
Nevertheless, when the effort to sustain the expansion of manufacturing ended in
unambiguous and ignominious failure, the late Carter and especially the Reagan
administrations sought to make up for lost time. They moved decisively toward
financial deregulation, breaking down hitherto existing barriers that confined finan
cial institutions to specialized functional and geographic spheres. They als
adopted a series of policies designed to raise the rate of return on financial activity.
But the fact remains that lenders, promoters, and speculators, as well as the gov•
rnm n t , stil l faced an overriding problem. How could firms in financial services
make a killing by doing business with companies and households in a situation in
which non-financial corporations were producing such sharply reduced surpluse
with respect to their capital stock and when wage earners were so hard pressed?
How could the financial sector succeed when the real economy struggled, not really
to take off again until 1993-94?
The Reagan regime, in its early years, could hardly have catered more directl
to the needs of financiers. The imposition of unprecedentedly tight credit, certain]
the defining policy departure of the period, was designed to break the back
inflation and in that way raise returns on lending. Commercial banks saw th ir
profits soar almost immediately. The deep reduction of corporate tax rates in 198 1 ,
followed by the Fed's partial easing of interest rates in 1982, ensured that the sto
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it would certainly not be for the last time. Nevertheless, the contradictions entailed
by such decided government support for finance, both domestic and international
as well as, implicitly, for overseas exporters into the US--manifested themselves
immediately. During the first half of the 1980s, record high real interest rates, a
runaway dollar, and historic federal deficits not only buttressed financial sector
earnings, but also nourished the manufacturing sectors of the US's leading rivals
and partners, making for record-breaking external deficits and the decimation of
the US manufacturing sector. By 1985, chief executive officers (CEOs) of some of
the greatest US manufacturing corporations were organizing an unprecedented
political campaign to defend US industry against foreign competition by bringing
down the dollar, and Congress was clamouring for protectionist legislation. The
administration was compelled to back off its campaign to make America 'the invest
ment capital of the world', as Ronald Reagan had put it in his State of the Union
address of January 1995, and reverse course.
Nevertheless, the Plaza Accord and the new protectionist measures that accom
panied it, designed to defend US manufacturing, entailed contradictions of their
own. As the G-5 drove down the currency and US interest rates fell relative to those
abroad, the value of US assets in international terms declined in tandem. Just as inter
national capital had hitherto flowed inexorably toward the US as interest rates and
the dollar had risen, it now began to recoil from the US as interest rates and the dollar
descended, threatening US equity and bond markets with disaster. US policy makers
were caught in a bind, needing relatively low interest rates and a low dollar to spur
the manufacturing sector and the opposite to prop up finance. This was a conun
drum that they were never able to solve, and the outcome, sooner rather than later,
was the stock-market collapse of 1987, soon to be followed by the mini-crash of 1990.7
The difficulty of profiting from financial investment through purely private ini
tiatives in a period of powerful downward pressure on profits in international
manufacturing had already been forcefully brought home to private investors over
the course of the 1970s. Facing the drying up of opportunities i n the advan ed a p
italist economies, where the demand for credit had declined as growth slow d nd
real interest rates had gone negative in the face of easy m o n y nd runaw
infl
tion, commercial banks from the US and the ad van. ed a p i ta l i st · ' onornie rnor '
generally piled into lending to the newly in d us t ria liz i n g oun t ri s, w h .l h w •r
themselves dependent for their own growth on the contin ued expansion of .mark t.
for their exports in the US and Europe. When Thatcher, Volcker, a n d Reaga n p u t a
-

•

violent end to the inflationary 1970s, these banks were caught in the maelsh·om of
the LDC (less developed country) debt crisis, holding the debt obligations of Third
World states that had little or no hope of fulfilling their obligations in the face of
record high borrowing costs on a world scale and contracting purchasing power in
t he core of the global economy. The flooding of US savings and loan institutions
i nto commercial real estate, which came in the wake of the deregulation of the
savings and loans in 1980, followed a similar pattern. Over-lending led inexorably
t o bubble, and then collapse, by the end of the decade.

Nor did the leveraged buyout craze turn out much differently. At the start,
7 l'or n 1 i�, and t he I· r >vlous p. ragraph, see . R.
Crrmouy, n11d {tlfWII, W no hl ntJI < >n, I
·1 994, J. p 273-87.
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during the early 1980s, the financial engineers in charge did net impressive return
through huge layoffs, refusing to invest, and running down the capital stock, alii ·
well as by breaking contracts with unions and cutting off long-standing relation
ships with suppliers. Indeed, at this juncture, their approach made a certain amoun'
of sense, as manufacturing corporations faced mammoth over-capacity and the coll
lapse of demand, so had little choice but to impose upon themselves the harshe

·

•

of austerity measures. But the fact remains that the resulting gains, achieved b
once-and-for-all increases in productivity and reductions in input costs, were soon.
wiped out by the rising price needed to play the game. As ever more investors trie •
to get in on the action, stock values rose ever higher, and as the cost of buyouts ros :
correspondingly, corporate debt and interest obligations skyrocketed.
Nor is there much evidence that the 'discipline of finance' served to increase th
efficiency of manufacturing production by facilitating technological advance
reallocating capital from unprofitable to profitable lines. On the contrary, freed-up
financial markets opened the way for an enormous allocation of credit to non-finan
cial corporations, which made possible in tum an orgy of speculation in the forrq
of mergers and acquisitions. Manufacturers thus stepped up their borrowing to his
torically unprecedented levels, not to fund investment in new plant and equipment;:
but for the most part to buy up the equities of other corporations. As a consequenc
by the time the decade was over, the non-financial corporate sector was immobi
lized not only by rates of profit that had failed to rise above their depressed level
at the end of the 1970s, but also by unprecedented, paralyzing levels of debt:
Meanwhile, commercial banks, which had sought to profit by financing the booms"
in leveraged mergers and buyouts, as well as commercial real estate, found thell'llt
.
selves in their worst condition of the postwar epoch. Over the course of the 1980 '
the ostensible decade of financial takeoff, their returns on both equity and ass t
fell to the lowest levels of the postwar epoch, and as the decade drew to a close the
experienced their greatest wave of bank failures since the Great Depression (s
p. 298, Table 15.7 ).s
·

The US financial sector, and particularly its commercial banks, entered the 1990
in deep trouble. But the Fed's decisive intervention at this juncture made for a
even more astonishing turnaround for the financial sector than for manufacturin ,
During the recession of 1990-91, Alan Greenspan not only brought short-ten
interest rates down dramatically, enabling banks to pursue with ever-improvin
results their standard policy of borrowing cheap short-term and lending dear lon
term. In addition, he allowed banks, in violation of government regulations, to h J
onto enormous quantities of long-term bonds without setting aside funds to cov
the associated risk. These appreciated spectacularly as long-term interest rat
declined precipitously, miraculously restoring the banks' balance sheets.9 Betw 1'\
1993 and 1995 inclusive, commercial banks' rate of return on both equity and as t

•

8
W. F. Long and D. J. Ravenscraft, 'Decade of Debt: Lessons from LBOs in the 1 980s', and M. M. Bl lr,
'Financial Restructuring and the Debate about Corporate Governance', both in Blair, ed., The Deal Decada,

rotty , f\ ·
1 80»11
in G. Dymski et al., eds., Transforming the US Finan ial Syst m, At·monk, NY 198 ; R. E. Lli'on, 'f'lw Ret•olut/on'
in US Finance, Wa hington,
, p. 6 an I paH�Im; L. W h i te, Why Now? Cha11gc ami Tllr mo/1 /n US FlanklrtJl,
Grou1 of Thirty, Wo•hlngton,
1 992, p. 13,
9
J . • l l!lllt7,, 'Th Rn rh1fl Nln ti�N', Allrllll/1' Mtlllllily, • tnb�r 2002.
What Takeovers and Leverage Buyouts Mean for Corporate Governance, Washington,
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shot up b y almost 100 per cent with respect t o 1989 through 1991, t o their highest
levels of the entire postwar epoch. The financial sector thus emerged from its worst
crisis of the postwar epoch more than well-placed to make the most of any break
toward economic growth. When the non-financial economy finally entered upon
its long-delayed revival during the middle years of the decade, the financial sector
took off in epoch-making fashion (see p. 298, Table 15.7).
In late 1993 and early 1994, as the manufacturing sector gathered steam, GDP
was suddenly rising at a rate of 4.5 per cent, and 'expectations for real GDP growth
. . . were continuously revised upward'.10 Had the economy been left to its own
devices, the expansion of the 1990s would have gained momentum uninterrupt
edly from that point onwards. However, the newly installed Clinton administration
could not regard economic growth without ambivalence, for it was committed to
sustaining the economy by enforcing what might be called a low-pressure regime,
its top priority the control of prices. Instead of falling back on public deficits and
consumption-led growth, the administration would depend on holding down costs
across the board in aid of increased competitiveness, profits, and sales abroad and
in that way increased investment, employment, and productivity growth, not to
mention lower interest rates, reduced inflation, and higher returns to the financial
sector.
In the event that the administration's first lines of defence were somehow
breached, the Federal Reserve, led by Alan Greenspan, was prepared to fill the gap.
The Fed was fully committed to Milton Friedman's doctrine that views accelerating
inflation as resulting from wage-price spirals, in which rising wages drive up prices
that in turn force up wages and so on. It therefore stood poised to intervene the
moment unemployment threatened to fall below its 'natural' level. In early 1994,
'full employment was generally thought to be achieved' but 'the economy was still
picking up steam'. As a consequence, the Fed launched 'an aggressive path of tight
ening monetary conditions'. In reality, the cyclical recovery had in effect only just
begun and the unemployment rate had barely reached 6 per cent. Nevertheless,
between February 1994 and February 1995, the Fed raised interest rates b y t h r
percentage points, setting off a n international bond market risis a n d interru pt i ng
the upturn for a full yearY
It was testimony to the transformation that had been w rought by t h r 'surg n e
of profitability over the previous decade, as well the recent right i ng of orpor t
balance sheets, that the economy was able to regain its momentum al most i m me
diately, as the manufacturing sector steamed ahead. Manufacturing GDP and
investment had grown at average annual rates of 1 .9 per cent and 1 .3 per cent respec
tively between 1979 and 1992. But between 1993 and 1997, they jumped ahead at
average annual rates of 5.7 per cent and 9.5 per cent. With the growth of the man
u facturing capital stock doubling in the same interval, manufacturing labour
productivity accelerated, jumping ahead at 4.4 per cent per annum between 1993
and 1 997, while capital productivity also grew smartly.
During the middle years of the 1990s, the economy assumed a new pattern of
growth, rooted in the recovery of profitability and competitiveness. Between 1979
Hl
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and 1990, it had been the increase of consumption, itself heavily dependent upon
government deficits, that was primarily responsible for economic expansion,
explaining in growth accounting terms 71 per cent of the increase of GDP, with
investment responsible for just 12.4 per cent. But between 1993 and 1997, the con- 1
tribution of investment to GDP growth jumped to 30.5 per cent, while that of '
consumption declined to 63 per cent. Exports continued to account for between 25
and 30 per cent of GDP increase, as they had since the Plaza Accord, compared to
'
zero during the years of crisis for manufacturing and trade between 1980 and 1985.
For the first time in a quarter-century, the economy was functioning on all cylinders,
with the manufacturing, non-manufacturing, and financial sectors mutually :
supportive. Based on the recovery of profitability and competitiveness, this was the
real boom of the 1990s. Had its foundations held up, it could well have brought an
end to the long downturn.
·

A Tightening Noose around the Global Economy
Nevertheless, the US economy was in the end unable to prolong its economic revival ,.
on a satisfactory basis much past the mid-1990s, because it could not sustain, let
alone extend, that rise of profitability that had served as its indispensable enabling
condition. The ultimate reason was that the US economy remained profoundly
imbricated within, and powerfully limited by, an advanced capitalist world that,
as a whole, remained fettered by reduced profitability and mired in quasi-stagna
tion, evincing ever-decreasing vitality, business cycle by business cycle, between
1973 and 1995. In such an interdependent global economy, it turned out to be impos
sible for the US segment to sail ahead while most of the rest of the world fell back.l2
As a consequence of the continuous, precipitous fall in profit rates that resulted
from the worsening of global over-capacity and intensifying international compe
tition between the later 1960s and early 1980s, there emerged, in classical fashion,
a dual problem of weakening aggregate demand and weakening productivity
growth, which tended to be self-perpetuating. In order to restore profit rates, firms
across the advanced capitalist economy moved immediately and decisively to
reduce the growth of real wages, while governments cut back sharply on the
increase of social spending. Because, as an expression of reduced profitability, firms
could secure only declining surpluses for any given increase in their capital stock,
they were simultaneously obliged to reduce the growth of investment, as well as
employment. As a result, the growth of consumption, investment, and government
demand were all forced down, leading to the reduced growth of purchasing power
economy-wide. Meanwhile, because firms, in the face of declining profits and
prospects, neither wished to nor could expand their plant, equipment, and software
as rapidly as before, a decline in the rate of growth of productivity naturally
resulted. Of course, the slower growth of productivity further threatened profits,
leading firms to exert further downward pressure on wages and, thereby, aggr gate demand, especially as each additional person hired brought a d ecl i n i ng
addition to aggregate purchasing power. Slower growth of aggregate demand i ts If
undermined profit rates further and firms responded by reducing a p i ta l a u m u12
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lation and wage growth even more, leading to the further reduction of prod u t J V l ty

and aggregate demand growth, and, in turn, profitability . . . a se l f s u ta i n i ng,
indeed self-intensifying, process. Between the late 1960s and 1995, as profi t rates
fell and failed to recover on a system-wide basis, private investment (capi ta l stock)
for the US, Japan, Germany, the eleven members of the EU taken together, and the
G-7 grew ever more slowly, business cycle by business cycle, as also did produc
tivity, employment, and real wages, as well as private consumption and
government demand, along with GDP. (See pp. 282-83, Tables 15.1-15.6.)
Against the background of the ever-increasing downward pressure on the
growth of productivity and aggregate demand, the advanced capitalist economies
were obliged to rely, as they had already begun to do in the middle to late 1960s,
-

on ever larger government deficits to keep them expanding. From the mid-1970s,
US federal deficits were responsible for pulling the world economy out of every
cyclical downturn. By contrast, the US's partners and rivals turned ever more
systematically to macroeconomic austerity, reducing government deficits and tight
ening credit, restricting the growth of the domestic market and becoming perforce
ever more dependent upon exports for growth. The outcome was that the US gov
ernment ended up providing an increasingly large fraction of the macroeconomic
stimulus required by an international economy that came to depend upon it to
provide the market of last resort.
Nevertheless, recourse to Keynesian deficits, and the increased private bor
rowing that they tended to facilitate, proved counter-productive with respect to the
system's fundamental underlying problem-viz, to restore profitability. Deficits
buttressed employment and thereby wage growth. Above all, they slowed the
shakeout of that huge mass of redundant means of production that continued to
hold down profit rates system-wide. To complicate matters, the high-cost low-profit
firms sustained by Keynesian deficits were obliged to respond to greater demand
less by raising output than increasing prices. Government stimulus therefore stoked
inflation but secured decreasing output per dollar of deficit, ever less bang for the
buck. By failing, moreover, to address i n any decisiv manner the und rl y i ng
problem of reduced rates of profit, it appea red t o onsign t he onomy to w ors
ening stagnation.
The Volcker shift to monetarism at the sta r t of t h e 1 980s was i n tend d t o br k
beyond the foregoing syndrome by directly con fron t i n g over-ca pacity a n d r d u ed
profitability, so as to pave the way for the inauguration of a new liberal order in
which markets for manufacturing exports, short-term capital, and financial serv
ices would be forced open, especially in the developing world. Nevertheless, the
Reagan administration was unprepared to give up dependence on Keynesian
deficits, with the result that although the economy was stabilized for the remainder
of the decade, the shakeout of high-cost, low-profit firms was slowed system-wide.
By the end of the 1980s, the aggregate private business rate of profit for the G-7
economies taken together, or for the US, Japan, and Germany taken together, was,
at best, only slightly above its already much-reduced level at the end of the 1970s,
w h i l e rea I interest rates were still an order of magnitude above what they had been
a t t ha t j u n c tu re . The investment climate remained discouraging. (See p. 8, Figure
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Table 1 5.1. US, J a pan, Germany, and G - 7 : m a nufacturing a n d private sector net
profit rates, 1 949-2000.
us

us

Germany
Private

G-7
MFGR

G-7
Private

30.3

23.4

26.8

1 6.9

25.4

1 9.8

1 7.5

26.3

1 8.3

20.5

1 3.4

1 2.8

1 7.8

1 4.0

24.9

1 6.7

1 0. 1

1 1 .8

1 3.9

1 2.4

1 4.5

10.8

5.2

1 0.5

MFGR

Private

Japan
MFGR

1 949-59'

25.0

1 3.5

31.6

1 7.3

1 960-69

24.6

1 4.2

36.2

1970-79

1 5.0

1 1 .5

24.5

1 980-90

1 3.0

9.9

1 991-2000

1 7.7

1 1 .9

Japan
Germany
Non-financial MFGR
Corporate

(per cent)

'Jopon 1 955-59 only, Germany 1 950-59 only; German ligures ore for West Germany through 1 990 ond for United Germany for 1 991-2000.
Sources: See Appendix I on Profit Roles; G-7 Armstrong et ol, Capita/ism Since 1 945, 1 991, p. 352-53, Tables A 1 and A2.

Table 1 5.2. The g rowth of private sector real non-residential capital stock,
1 960-200 5 .
Industrial
Countries

us

Japan

!Germany

France

Italy

Korea

1 960-69

5.0

4.5

*1 2.5

8.4

1 1 .6

8.0

8.9

1 .9

1 970-79

4.2

4.0

9.4

4.9

8.3

6.0

1 4.6

7.2

1 980-90

3.1

3.2

6.2

3.0

4.6

3.5

1 1 .2

8.4

1 991-2000

3.3

3.1

4.5

2.5

3.3

2.5

9.6

1 0.9

2.1

2.4

1 .4

3.2

2.6

2001-05

China

!Germany 1 960-90 is West Germany; 1 990-present is United Germany; 'Jopon 1 960-69 is actually 1 965-69.
Sources: OECD Database; A. Glyn, 'lmbolonces of the Global Economy,' New Left Review, no. 34, July-August 2005, p.14.

Table 1 5.3. The g rowth of l abour productivity, 1 960-2005.

(GDP per employee.)
us

Japan

Germany

Euro-1 2

1 961-70

2.3

8.6

4.2

5.1

1 971-80

1 .2

3.7

2.5

2.8

1 981-90

1 .3

3.0

1 .3

1 .7

1 991-2000

1 .7

1 .3

1 .6

2001-05

2.4

1 .9

0.9

Source: 'Stotislicol Annex,' European Economy, Autumn 2005, Toblo 1 1 .

1 .5

0.0

Table 1 5.4. The growth of private sector employment and real compensation per
employee, 1 960-2005.

(Average per cent change.)
us

Germany
Employ Camp

Japan
Employ Camp

Euro-1 2
Employ Camp
5.8

Employ

Camp

1 960-691
1 970-79

2.5

2.7

3.9

7.5

1 .0

1 .5

3.9

0.7
0.3

5.7

2.3

3.0

3.2

1 980-90

1.9

0.8

2.1

1 .7

0.6

0.8

0.6

1 991 -2000

2.0

1 .6

0.9

0.6

0.0

1 .8

1.1

-0.7

1 .7

*0.4

0

L0.6

0.2

0.4

2001-05

Employ = Employment, Comp = Compensation; I Average of period 1 960-69 is actually 1 961-69;

Japan employment 2001-05 is actually 2001 -02; !Germany employment 2001-05 is actually 2001-03.
Sources: DECO STAN, on line; 'Statistical Annex,' European Economy, Autumn 2005, Table 3 1 .

Table 1 5.5. Private sector employees' total real compensation.

(Average annual per cent change.)
us

Japan

Germany

5.1
3.5

1 1 .1
6.8

4.7

1 980-90

2.8

1 990-2000

3.6
1 .6

3.5
0.9

1 960-69
1 970-79

2000-05

5.9
2.0
0.5
-0.5

-1.3

Adjusted by OECD private consumption expenditure deflator; West Germany 1 960-1 991; United Germany 1 991 -presenl; Japan and United
Germany 2000-05 = 2000-03 only.
Sources: BEA GPO By Industry; OECD Notional Accounts, II, Detailed Tables; OECD Dolo Bose; OECD online.

Table 1 5.6. The g rowth of real private and government consumption expendilur s,
1 960-2005.

(Average annual per cent change.)
us

Private Government

Japan
Private Government

1 961-70

4.4

3.5

9.0

4.8

1 97 1 -80

1 .0

4.7
3.7

4.8

1 98 1 -90

3.2
3.5

1991-2000
2001-05

3.5
3.1

Sourco, 'Stollsllcol Ann

3.0
0.9
3.1

1 .5
1 .0

Germany
Private Government
5.1
3.4

4.4

Euro-12
Private Government
5.5
4.3
3.6

3.9

2.3

2.4

3.5
3.3

2.2

3.8
1 .4

2.1

1 .9

2.0

1 .8

2.3

0.4

0

1 .4

1 .8

' Europton Economy, Autumn 2005, Tobias 16 ond 1 8.
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making move to balance the budget and Europe's macroeconomic tightening in th
run-up to Maastricht, that the advanced capitalist countries shifted in earnest
toward governance by way of the free market. The core of the world economy wa
now obliged, as the neoliberal advocates of free enterprise had long been
demanding, to operate to an ever-increasing extent on the basis of private sector
initiative. It was left to its constituent firms to increase capital accumulation and
employment and in that way raise investment and consumption and thereby driv
aggregate demand and economic growth.
But as the advanced capitalist economies came during the first half of the 1990·
to eschew the subsidies to demand that had hitherto kept them turning over and
to rely more exclusively on purchases of plant and equipment and labour power
by private businesses, they became that much more urgently dependent upon th
revival of profitability. Yet, there was no evidence that, by this juncture, profit rates
had achieved a sufficient recovery system-wide to underpin a new expansionary
spurt. On the contrary. As a consequence, in the face of declining public stimuli t
demand, firms across wide swathes of the advanced capitalist world were obliged
to seek ever more systematically to restore their rates of profit not by stepping up
investment and employment so as to raise aggregate demand and productivity, but
by accelerating the scrapping of high-cost, low-profit means of production, whil·
sharply downsizing labour and further suppressing wage growth. Their so doin
made for the weakening of purchasing power system wide and deepening rece sion in much of the world economy between 1991 and 1995, and risked detonating
a down ward spi ral in which declining investment and job creation and deceleratin
aggregate d eman d fed upon one another.
The s i t uation w as rendered that much more precarious by the fact that, in th
face of t h e slowed growth of domestic purchasing power, producers everywher
cou ld not but ratchet up their orientation to exports even more. During the first half
of the 1990s, the ratio of the growth of exports to the growth of GDP reached its
highest point during the postwar epoch. Since manufacturers were [thereby,] for
the most part, simply directing a greater proportion of what they had been pro·
ducing away from the domestic market and toward the world market, the increas
of redundant production was the unavoidable result.
The main exception to the rule of ever slower growth was, of course, th
emerging manufacturing economies of East Asia. The Northeast Asian NICs had
led the way, but Southeast Asia's Little Tigers had followed in their footsteps, thei r
political economies not s o much modelled after that o f Japan, a s made a subord i·
nate part of it, when Japanese corporations launched a massive process of relocation
into the region from the middle 1980s in the wake of the revaluation of the yen. Ju t
a short time later, the Chinese behemoth began to stir. The East Asian econ om i s,
virtually alone within the developing world, had managed to susta i n th i r
momentum through the deep recession of the early 1980s and the i n ternational d bt
crisis. Over the subsequent decade, they reached the zeni th of t h e i r p o s t w r
dynamism, very much aided by fin an ci a l developm nts in th e ore. Be a u s t h lr
currencies were, for the most par t , t i d t o the dol lar, both N I s a n d Li t tle Tig
enjoyed rising m a n u fa t u ri ng omp t i t i v 'n 'SS bet w ' 1 1 1 98 n d 1 99 a, t h u to·
d •·h ng d l i rP
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stock-market mini-crash, financial crisis, and the Fed's move to sharply reduce
short-term
interest
rates
financiers from the core, in search of higher returns, detonated the so-called
'emerging markets' boom. According to the IMF, portfolio capital flows to the LDCs
totalled $350 billion between 1990 and 1995; of this amount, no less than $261
million, or 74.5 per cent, went to East Asia.B
Following in the footsteps of the Japanese, South Korean producers had already
moved up the technological ladder into steel, petrochemicals, and shipbuilding.
But, in order to maintain their momentum by progressing to the next rung, they
faced the imposing task of developing the capacity to produce such technologically
sophisticated products as cars, electronics, and semi-conductors in head-to-head
competition with the Japanese and the US, while extricating themselves from such
labour-intensive lines as footwear and apparel, where they could no longer cope
with the intensifying competition of lower-wage producers based in Southeast Asia.
In this endeavour, they were able to succeed rather well, at least for the time being,
not only by exploiting to the full the declining won, but especially by tapping into
the flood of cheap money that suddenly became available on the world market,
access to which was opened up to them when the South Korean government took
the fateful step to end capital controls.14
Meanwhile, under pressure from the yen's unceasing ascent, Japanese corpora
tions further stepped up the level of their specialization in high-end production at
home and unleashed a torrent of foreign direct investment in the direction of
Southeast Asia, so as to relocate low-end production there in order to take advan
tage of inexpensive labour made that much cheaper by the rising yen. The outcome
was a qualitative deepening of the East Asian triangular trades, as Japanese pro
ducers, fully supported by Japanese supplier networks that also relocated to
Southeast Asia, sent high-tech capital and intermediate goods to their own pro
cessing plants, to be worked up for export, largely to a US market that had been
rendered much more difficult to penetrate by rising protectionist barrier , as well
as the cheap dollar, but also increasingly to Asia i tsel f. I la y in g a maj r rol , al n g
with the state, in orchestrating this process, Ja p anes banks u pp l i d h ug I ' 11 to
Japanese corporations initiating operations in Ea t Asia, as w J l
to E Ht AM 1
businesses, and came to constitute the largest external sou r e of ba n i loans lt
country in the region except for Taiwan and the Philippines.15
The East Asian economies, like their Japanese precursor, continued to bas t heir
economic growth to an important extent on the very rapid appropriation of ever
larger shares of the world market, challenging the advanced capitalist economies
in an ever broader range of goods of ever higher technologiciil content. Between
1990 and 1995, the Northeast Asian NICs plus the Southeast Asian Little Tigers plus
13

S. Griffith-Jones, Global Capital Flows. Should They be Regulated?, New York, St Martin's Press 1998,

14

S. Kim and B. Cho, 'The South Korean Economic Crisis: Interpretations and an Alternative for

p. 29, Table 2.2.

Economic Reform', in Studies in Political Economy, no. 60, Autumn 1999.
1 5 See W. Hatch and K. Yarnamura, Asia in Japan's Embrace. Building a Regional Production Alliance,

Cambridge, Cambridge University Press 1996; M. Bernard and J. Ravenhill, 'Beyond Product Cycles and
Flying Geese: Regional izatioT), Hierarchy, and the Industrialization of East Asia',

jonuary '1 995; R. B v
or �nl I W r Pol tl "

World Politics, vol. xlvii,

quo, ' W h i t her the Japanese Model? The Asian Economic Crisis and the Continuation
In 1 1 1� l'n ·Jf l

Rim', Review of lntemnlionnl Politicnl Economy, vol. v, A u tu m n 1 998.
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China raised their fraction of world goods exports from 1 1 . 7 per cent to 16.4 per
cent, while those of the US and Japan stagnated and those of the European Union
and Germany fell. In so doing, the emerging East Asian economies could not but
contribute to the further build-up of that redundant manufacturing productive
power that was holding down profitability on a world scale.16
With macroeconomic austerity the order of the day across the advanced capi
talist economies, the shakeout of high-cost, low-profit means of production pursued
ever more relentlessly, and international competition intensifying, economic expan
sion could not but slow further. Between 1990 and 1995, the growth of world GDP
fell to 2.6 per cent per annum, compared to 3.3 per cent per annum between 1979
and 1990 and 4.6 per cent per annum between 1969 and 1979. At the same time, all
three of the great capitalist economic blocs experienced their poorest economic per
formances for any five-year period since 1950. This included not just the European
and Japanese economies, but also that of the US, which did not enter decisively into
its cyclical upturn until the end of 1993 (see p. 240, Table 13.1).
Against this backdrop of long-term international economic deceleration and
market contraction, because the economic pie grew ever more slowly, economic
advance tended to take the form of a zero sum game. The advanced capitalist
economies could not, therefore escape the grip of a kind of hydraulic dynamic in
which the export-based growth spurts of one major country or group of them,
secured largely through the devaluation of its currency, found its counterpart in
the manufacturing downturns and rapid rises in asset prices of those which
revalued. In this process, the US and East Asia, with its currencies tied to the dollar,
tended to move together, as did, inversely, Germany and Japan, with the system as
a w h ole dependen t for its sputtering growth on the US market. The result was that
t he US economy was able to put in place the conditions for its manufacturing-based
rev i v a l of profitability between 1985 and 1995 only at the expense of its leading
pa r h1ers and rivals. From the time of the Plaza Accord, as the flip side of the US
recovery, Japan and Germany saw their international competitiveness forced down,
not only by the rapid increase of their exchange rates against the dollar, but also by
wage growth that was much faster than that in the US. This even as they were
obliged to confront the deceleration of the US market for their exports, the growth
of which was slowed even further by the refusal, from time of the Clinton admin
istration, of the US government to assume its customary role of incurring federal
deficits so as to pump up demand for the world economy.
Both Germany and Japan had, of course, based their postwar dynamism on
an orientation to exports, if in different ways. Japan relied on state intervention and
its organized capitalism to secure the ongoing restructuring of its manufacturin
sector in the direction of ever more technologically advanced production. Germany
depended on unending macroeconomic austerity in order to keep prices down and
shake out high-cost, low-profit producers, while looking to the continu d
upgrading of its highly skilled labour force to sustain its competitive position. Y t,
as a consequence of their very success, both Japan and Germany w re plagu d,
through somewhat d i f ferent mechanisms, by th sam i n h t n t d i ffi u lty-t h
tendency to build up v r l a rg r l T d a n d u rr n t a ount smplus s n I, for t h t
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reason, relentlessly ascending currencies that continually forced down competitive
ness and profit rates.
With the transition from long boom to long downturn, both Germany and Japan
saw disappear the indispensable condition for their extraordinary dynamism
during the first two decades of the postwar epoch-namely the historically unprece
dented expansion of the world market. So, as the dollar fell in response to the US
government's inflationary policies, they had to run ever harder just to stay in place
as their own currencies soared. Reaganomics in its initial finance-oriented phase
did offer them a brief reprieve by driving up interest rates and the dollar, thereby
opening up the way to the devastation of the US manufacturing sector. But, as the
counterpart of the record current account deficits absorbed by the US, both Japan
and Germany sustained record current account surpluses, which brought intensi
fying upward pressure on their own currencies. When the dollar plunged from
1985, while US manufacturing compensation basically ceased to grow, the exchange
rates of the mark and yen soared, and both economies experienced excruciating
downward pressure on manufacturing profit rates that had already by 1980 sus
tained very major declines. (See p. 288, Figure 15.3.)
At successive points in the later 1980s and early 1990s, both the Japanese and
German economies did secure temporary relief by way of huge, artificial subsidies
to demand, which appeared momentarily to offer means by which their dynamic
manufacturing sectors might counteract their rising currencies by way of the accel
erated improvement of productiveness. In Japan, from 1985 through 1989, the
government forced interest rates down and induced banks to offer easy credit to
real estate companies and brokerages in order to drive up equity and land prices.
By nurturing asset price bubbles, it hoped to swell the treasuries of manufacturing
corporations, which possessed large quantities of one another's equities, as well
as much land, in order to enable them to step up capital accumulation. Japanese
corporations responded as they were supposed to, making use of the enormous
windfall profits that fell to them as a result of the rising prices of th ei r assets to
unleash a storm of investment of a sort not seen since the 1 960s. Prod u t i v i t y
surged, and, for a time, it looked as if the historic Japanese bubbl was b · i ng d l i v 1 1
b y the Japanese economy's unparalleled d y n a m i sm , rat h r t h n v i
v rs .
In Germany, on the morrow of unification, the fo r m e r F d ra l R p u b l i o f
Germany (West Germany) provided huge subsidies to the for m e r
rm 11
Democratic Republic in order to accelerate rebuilding. I n the process i t created a
huge new 'export' market for West German manufacturers, and the economy
enjoyed an all too brief surge of growth. But in neither case were these expedients
sustainable.
By means of their titanic surge of investment, Japanese manufacturers managed
by way of the increase of productivity-and with the help of the moderation of
wage growth-to reduce costs sufficiently to make up for the enormous rise in costs
that resulted from the ascending yen and thereby to temporarily prevent prof
i tability from falling further. But their doing so, given their already reduced
p ro fitability, depended upon their capacity to derive rising income from the reval
u a t ion of their land and equity holdings, and the latter could not of course go on
for v r. By 1 990-91 , the Japanese government had little choice but to tighten credit
N
s to ,. i n in
u y
1 I nd p•·i s, nd as th bubbl d fla t d, the on m i
'
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Figure 15.3. Manufacturing net profit rate i ndexes: US, Germa ny, Japan,
1 9 78-200 1 .
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expansion expired. About the same time, the East German reconstruction boom was
iss u i ng in accelerating price increases, and the German government, permanently
i n to] ra n t of inflation, put on the macroeconomic brakes. In both places, the ensuing
economic slowdowns had the effect of reducing imports, increasing current account
surpluses, and inciting still another wave of currency appreciation, which only
further depressed profitability and the economy.
From 1991, with costs of borrowing soaring, demand collapsing, and currencies
ascending, manufacturing profit rates in Germany and Japan plunged to previously
unplumbed depths-averaging 50 per cent and 33 per cent less, respectively, than
even during the 1980s-and there would be little revival for either during the
remainder of the decade. During the first half of the 1990s, both Germany and Japan,
along with Western Europe as a whole, fell into their worst recessions of the postwar
epoch, at the very time that US manufacturing was completing its impressive ascent.
Right through 1995, in other words, the hydraulic dynamics that expressed system
wide over-capacity in manufacturing and the slowed growth of the global economy
remained in force, as the long downturn extended itself still further. (See p. 7, Figure
0.3; p. 282, Table 15.1; p. 288, Figure 15.3.)
A New Economy?
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Mexican peso crisis, the Japanese manufacturing sector was threatening to seize up.
With what came to be known as the 'reverse Plaza Accord', the G-3 powers (the US,
Germany and Japan) therefore resolved, in the interest of system-wide stability
and to counter the threat of a sudden fire sale of US Treasury bonds by the
Japanese-to take collective action to bail out Japan and Germany in a manner pre
cisely analogous to the way the G-5 governments had together rescued the US a
decade earlier with the Plaza Accord-by bringing down the value of the yen and
the mark and forcing up the value of the dollar, in this way returning the situation,
in a rough and ready way, to that of the first half of the 1980s, when the dollar was
also revalued and both yen and mark were devalued. In keeping with this agree
ment, the US, the German, and most especially the Japanese government let loose a
huge flood of funds onto US money markets, mainly through the purchase of US
Treasury instruments. East Asian governments, as well as hedge fund speculators
from around the world, followed suit. Meanwhile, the Bank of Japan forced down
domestic interest rates, in order to render the purchase of US debt and therefore the
US currency that much more desirable.
It was a stunning turnaround of policy, and the Clinton administration could
not have made it without due consideration. After all, sustaining the revival of man
ufacturing competitiveness and profitability in order to provide a foundation for
investment- and export-led growth had been the centrepiece of its programme for
US economic revival, and a low and declining currency was at the heart of that
effort. After talking down the currency in its early days, the Clinton administration
happily welcomed the further deep decline of the dollar during the first half of 1995
and did not hesitate to exploit the resulting pressure on the Japanese manufacturing
sector to threaten to close off the US market to Japanese cars if Japan did not agree
to open its market to US auto partsP Nevertheless, with the yen now worth Jour
times more with respect to the dollar than it had in 1971 and with the Japanese
growth machine seeming to be grinding to a halt, while Germany still languished,
the fundamental contradiction of the US growth strategy was made glaringly
obvious. Pursuing the low-pressure economy-based on a chea 1 d ol la r, budg t bal
ancing, and inflation hawks at the Fed-might well p u m p u p US omp l i t iv n ss,
profitability, and exports. Nevertheless, against a background of s t i l l r du
1 rof
itability and chronic over-capacity system-wide, it threatened in so l o i 1 g to
undermine the leading capitalist economies that were not only the m a i n ri va ls of
the US but also its main markets, not only by seizing their market share and d r i v i ng
down their profits, but also by depriving them of the US market of last resort upon
which they ultimately relied. The Clinton administration thus turned on a dime, so
as to embrace what was virtually the opposite way forward-a new economic tra
jectory based on cheap imports, rising asset prices, and the influx of foreign money
to buy US Treasuries, corporate bonds, and corporate equities.
In broad terms, the Clinton administration was exchanging the low-pressure
economy as the road forward for the political economy of the Reagan administra
tion. As in the first half of the 1980s, financiers would be favoured not just by low
i nflation enforced by inexpensive commodities from overseas, but by asset prices
-

·1 7 R. T. Murphy, The Weigh/ of lite Yen, New York 1996, pp. 292-5; J. B. Judis, 'Dollar Foolish', The New
l�•·p�tblic, 9 D 'C m r I 9fo; 0(1 'I , F.l'onomic $11rvey. U11i/ed 5/nl:es 1 995, Paris 1995, pp. 54-8.
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that would be driven up in international terms with the value of the dollar. Businesses
that relied on imports, either for inputs into production or to sell directly, not least
wholesalers and retailers, would also stand to benefit. Still, the fact remains that
manufacturers would experience declining competitiveness and the same kind of
pressure on corporate earnings that only a decade earlier had impelled the Reagan
administration to relinquish the approach that the Clinton administration was now
adopting. The administration's economic policy team may have believed that a
slimmed-down, toughened-up US manufacturing sector would be able, by this junc
ture, to withstand a new ascent of the currency. It may have also felt that increasing
profitability and economic dynamism in industries outside of manufacturing would
make up for declining manufacturing competitiveness and exports. In addition, led
as it was by Robert Rubin, former CEO of Goldman Sachs, it could hardly have looked
with disfavour on the idea of tying the future of the economy to an ever- increasing
extent to financial services, where the US enjoyed a comparative advantage. Still,
whatever the calculations behind it and the interests in play, the striking volte-face
had to have been viewed as something of a gamble, if a largely unavoidable one.
The reverse Plaza Accord of 1995 turned out to be the turning point for the US
economic expansion of the 1990s and thereby the world economy, as it both set off
the New Economy boom and ensured that it would have feet of clay. The stepped
up purchases of US Treasury instruments by foreign governments drove down
long-term interest rates, even as the Federal Reserve Board simultaneously reduced
the short-term cost of borrowing (to stabilize the economy in the wake of the Mexican
peso crisis). The stepped up purchases of dollars that these purchases required drove
up the doll ar's exchange rate against the yen and the mark. Taken together, these
two tren ds-toward cheap credit and an expensive dollar-would persist through
t h end of the decade and shape the path of economic development on a global scale.
There followed, as a consequence, alongside one another, the following epoch
ma king developments: a new, sharp decline of the US manufacturing profit rate,
which immediately found an echo in falling rates of return in manufacturing leading
to financial crisis in East Asia; the greatest stock market bubble in American history;
an accelerating economic expansion driven by the wealth effect of rocketing equity
values; and a radical worsening of already existing manufacturing over-capacity,
which resulted from a massive wave of mis-investrnent in high-tech industries set
off by the bubble in New Economy equities. It was an explosive mix, which could
persist without self-destructing for only the shortest of intervals.
Between 1995 and 2000, the real effective exchange rate of the dollar shot up at
4.4 per cent per annum, after having declined at 4.6 per cent per annum between
1985 and 1995. As a consequence, the weight of international over-capacity shifted
once again away from Japan and Germany and back toward the US as well as Ea t
Asia, which, as already mentioned, for the most part, pegged its currencies to th
dollar. The US manufacturing sector thus saw brutally cut short that extended ris
of international competitiveness and overseas sales that had underpin ned the U
profitability revival. Between 1990 and 1995, the first five years of th n w b usi n s
cycle, as the dollar persisted in its long descent, us r lative un i t labour sts h
continued to fall briskly at 2.1 pe r nt p r n n u m (4.8 p r nt p r
r b t w·
1 t
1985 and 1 995), op n i ng t he w f r · p rt 1 l'i ·'H to ri, ' a t t l ra t ·' l f 1.. 8 p
p r
ar nd fo r t h '
nuf t u ring . rof l H ' l 1 in r ' 11 ' b �111 •-t h .
·
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tially completing its spectacular decade-long ascent. But in 1996 and 1997, as the
dollar reversed course, relative unit labour costs exploded upward at 5 per cent per
year and export prices declined at almost 1 per cent per year. With its competitive
ness thus collapsing, the manufacturing sector could not prevent its rate of profit
from flattening out, even though productivity growth rose at a rate of 3.2 per cent
per annum and w1it labour costs fell at a rate of 1 .5 per cent annum. This was because
manufacturing prices fell in both 1996 and 1997. They would continue to decline in
every year through the end of the century. Indeed, the manufacturing sector avoided
an outright decline of its profit rate only by holding nominal wage growth to 1.5 per
cent per annum, which worked out to a simultaneous total fall of real compensation
by 1.5 per cent over the two years 1996 and 1997.
The years between 1995 and 1997 represented the climax of the spectacular
recovery of the manufacturing profit rate, but also the beginning of its descent into
crisis. Henceforth, the manufacturing profit rate would decline precipitously,
depriving the economic expansion of the 1990s of what had hitherto been its main
objective foundation. Even at this late date, it must be emphasized, the health of
the manufacturing sector was absolutely essential to the health of the economy as
a whole. By 1995, manufacturing had come to constitute only 29.3 per cent and 32.7
per cent respectively of corporate and non-financial corporate GDP. But it still
accounted for 42.5 per cent of corporate and 50 per cent of non-financial corporate
profits (before payment of interest). Problems for manufacturing thus implied prob
lems for the whole economy, and, all else equal, a deceleration of investment, job
creation, and GDP appeared on the agenda. Nevertheless, thanks to the spectacular
take-off of the stock market that now ensued, the expansion actually speeded up.
By 1995, the US stock market had already been enjoying a historic boom, which
originated at the time of the Volcker recession of the early 1980s. Yet until that point,
its ascent could be said to have been fully justified as, during that interval, the
increase of equity prices had found a real basis in the stri k in g restoration of US
profits, which rose roughly to the same extent as stocks. B t w n 1 995 and 1 9c7,
however, the already rapid equity price rise actual l y gat h r d s
d 1 d < rp ) I ' t
profits fell palpably behind, while between 1 997 a n d 2000 t h 'Y cnt •r •d h to b11olut •
decline even as share values rocketed to th ei r zen i t h . A bubbl > b'g n to 1 n tl•,
endowing the economic expansion wi th further l i f . (S· p. 292, Pig ur •- '1 5. . )
It has become standard to link the stock ma rket ta k eo ff to t he st L m J i 1 g r •t L I I'I s
from Netscape's initial public offering at the start of Augu st 1 995, w h ich is rou
tinely viewed as indicative not just of the enormous promise of information
teclmology, but of a contemporary takeoff of productivity. But this view seems at
best partial. During the years 1995-1997 inclusive, manufacturing output per hour
grew at the very good, but hardly epoch-making, rate of 4.1 per cent, yet in doing
so it did not better the rates achieved by its major competitors in the same period
Japan at 5.4 per cent, France at 4.8 per cent, or West Germany, at 4.1 per cent. At
t h e same time, productivity growth for the US private sector as a whole averaged
a mere 1 .9 per cent. What appears to have played the decisive role in sending equity
prices into flight was a much more palpable shift-namely, the major easing of
red i.t brought about at just that moment by the implementation of the reverse Plaza
A ord, w h i h provided the fuel for the ensuing fire.
B t w en A ril nd
p t mb r 1 995, th e Bank of Japan cut i ts interest rate,
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Figure 1 5.4. I ndex of corporate profits net of i nterest after tax versus

New York stock exchange composite i ndex, 1 9 80-2000 .
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a lrea dy a very low 1.75 per cent, to 0.5 per cent. This did, as intended, lead t
sharp reduction of the yen's exchange rate, opening the way to a recovery
Japa nese competitiveness and exports. But it also had the effect of pumping up th
global supply of loanable funds. US investors in particular fabricated a very pr f.,
itable 'carry trade', borrowing yen at the ultra-low Japanese rate of inter t;
converting these into dollars, and using the latter to invest in the US stock mark t ,IG
Meanwhile, purchases of US securities by Japanese and East Asian government 1 ·
as well as Japanese insurance companies and international hedge funds, skyr k• ,
eted, with the result that in the years 1995-1997 inclusive, foreign purchases of US
Treasury instruments, totalling more than half a trillion dollars, covered not onl
the total new debt issued by the US Treasury in this interval, but also a furth
quarter trillion dollars' worth of Treasuries that was already in the hands of U
izens. The consequence was a dramatic reduction of long-term interest rates, witl
the interest rate on 30-year bonds diving from 7.85 per cent in January 1995 to .
per cent in January 1996. This 23 per cent drop in the cost of borrowing ov r t h
course of 1995 had to have been a further major factor in fomenting th t
market's rapid rise, especially as it detonated a sharp, parallel acceleration in t h

1 8 R. T. Murphy, 'Japan's Economic Crisis', New Left J<eview, n w se r ies, ·1 , Januory-Febn.ary 20 01
pp. 42-3; Bevacqua, 'Wither the Japanese Model?' p. 4 1 r..
•
19
Board of Governors of the F d •rmJ R s rve Y"l · m, Plow of Puuds Accounl� of tire United Still•�. Fl Wf
,
and Ouisfnndiugs {availabl> at FRB w•bRII<•; h •n vfor<• I ' R ll, r/ow ry' ru/1(/�), Toblo r. l 07, R HI of W( r id n
Table F. 20 , Trea"'"'Y S • urlll •"; F. I , t:l'lllllllttlr· Swrwy. ! 111/i�d Slatr·� 1 995, P rl" I 'N�. 1 '1'• . �--tl;
C01
Ecollomlr S11rV<'y. { hrft•·rl Stlltr·� '1 9!1�, I' r � l llllll, pp. 4 ..� I ; OH ' I , t:l'mtcllttfr• Sitrr >ry. Uitllt•tl Sial••� WP7, I'll
l �V7, pp.7. �l �;<'flttflllllt' ll�pur/ u/' f/iv l'mli/#111 �IIIII!, W •I I I jllm , I ' 40UU, p. • I , 'I' biP 11·7 I.
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increase of the money supply, which grew four times faster in 1995 than it had in
1994. So, finally, did the rocketing dollar itself, which brought about, by itself, a cor
responding rise in the value of US equities from the standpoint of investors from
overseas.19
But if the sudden shift toward cheaper long-term borrowing and an increasingly
expensive dollar that resulted from the reverse Plaza Accord accelerated the
stock-market rise, the US Federal Reserve kept it going, blowing up a bubble. By
late 1996, Alan Greenspan was voicing worry, in public, about 'irrational exuber
ance' in the stock market. But he was clearly more concerned, in private, about the
possible stumbling of the real US economy. Thanks to the Clinton administration's
move to balance the budget, federal deficits were now drying up and with them
the subsidies to demand that had helped to stabilize the US and world economy
for most of the previous quarter-century. The problem was exacerbated by Europe's
parallel persistence in macroeconomic tightening, even in the face of recession and
stagnation through the first half of the 1990s. It is true, of course, that, from 1993,
the US economy, led by its manufacturing sector, had evinced impressive vitality.
But, as Greenspan was surely aware, the US manufacturing revival had been heavily
dependent upon a deep devaluation of the dollar that was now being dramatically
reversed. With federal deficits evaporating, the ascent of the dollar threatening
profits, and Europe and Japan looking to the US to drive growth, from whence
would come the corporate investment or consumer buying power required to keep
the expansion going?
Greenspan's answer was to turn to the equity markets and their wealth effect
to stimulate demand. Indeed, the strategy that he evolved during the second half
of the 1990s-and has continued to implement ever since-might usefully be called
'stock market, or asset-price, Keynesianism'. In traditional Keynesian policy,
demand is 'subsidized' by means of the federal government's incurring of rising
public deficits so as to spend more than it takes in taxes. By contrast, in Greenspan's
version, demand is increased by means of corporations and wea l thy ho use ho l d s
taking on rising private deficits so as to spend more than they rnak , en o u r g
to do so by the increased paper wealth that they effortlessly a ru by v i r t u o f
the appreciation of the value of their stocks, or other assets.
In the early 1990s, the advanced capitalist governments had moved to red u ,
their reliance on traditional Keynesian fiscal stimuli and launched an expe r imen t
with unadulterated neoliberal regulation. Governments would resist incurring
deficits; private firms would drive demand; central banks, putatively politically
neutral, would fine-tune by way of monetary policy. Here was another opportunity,
l i ke that of the early 1980s, to allow for the survival of the fittest, expunge the over
capacity that had managed to reproduce itself for more than two decades, and set
t he economy on a firmer foundation. But the Fed under Greenspan, no more than
t he Treasury under Reagan, was prepared to let the free market work its restorative
magic in the only way it is capable of doing-via deep and 'cleansing' crises. So,
when Europe and Japan descended into their worst recessions of the postwar epoch,
while the US endured its slowest cyclical recovery since 1950, it felt it had no choice
l u t t o ride to the rescue, quickly restoring the subsidies to demand to which a profit
short world
m had b n addicted since the late 1960s. This time however it
lilt 'IIIC •11 1 d tl
ri h w ho did th borr w i n g and t h s p nd i ng,
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not the government, thanks to the rapid rise in the value of their equities courtesy
of the Fed. Having been suitably supplemented by a new and politically more accept
able-if also radically more destabilizing-form of Keynesianism, the free market
could be allowed to continue its nominal governance of the economy.
Although the stock-market's rise actually speeded up in the wake of his warning,
Greenspan henceforth refrained from mentioning irrational exuberance. Far from ·
'
seeking to dampen investor enthusiasm or control the emerging bubble, the Fed
nourished them both. Greenspan has been lauded for his supposed wisdom and
courage in breaking at this juncture from both the orthodox belief in a 'natural rate .
,
of unemployment' and his earlier incarnation as an inflation hawk and allowing th�
economy to gather steam even as unemployment fell sharply.20 In reality, inflation•
had by this juncture been brought firmly under control by the brutal downward ,
,
pressure on prices from abroad that resulted from the rising US currency. Nor, as
Greenspan himself observed, was there much cause for concern about upward pres;
sure on prices from below, in view, as he put it, of 'the evident insecurity felt by
many workers despite the tightest labor markets in decades', due to the 'heightened
level of dismissal' that continued to result from a business failure rate that persisted
during the later 1990s at levels that were nearly twice the post-war average through
1980 (see p. 273, Figure 15.1). In fact, between 1990 and 1995, the average annual
increase of the GDP deflator was already down by about 25 per cent from 1985-901
to 2.45 per cent from 3.2 per cent, and at that point the dollar's exchange rate wa'
still falling. Greenspan's real worry was thus quite the opposite: that the same dis·
inflation that was being driven by international over-capacity and the irrepressibl
dollar wa s forcing down the manufacturing profit rate at a time when federal deficit
w re d rying up, and that, unless he continued to stoke the wealth effect by keepin
equities rising by means of ever-easier credit, the US economic expansion woul
peter out due to insufficient growth of aggregate demand-government, consump• ·'
tion, and investment. The reverse Plaza Accord had derailed the attempt to driv
the recovery via the low-pressure economy-by means of the repression of wage·1
prices, and currency in aid of increasing competitiveness, exports, investment, and
manufacturing profits. Greenspan evidently concluded, not without reason, that
stock-market Keynesianism was his best alternative.
Between 1995 and the middle of 1999, Greenspan failed to raise interest rat 1
aside from a single one-quarter-point increase in early 1997. As a consequen 1
during the second half of the decade, the money supply increased at quadruple th
rate during the first half. Meanwhile, the Fed intervened with ever-easier credit t
every sign of instability in the stock markets. Greenspan rationalized the ev
greater divorce between runaway equity prices and underlying corporate earnin
in terms of the infinite promise of the New Economy, evidenced, he argued, in t h
ever higher estimates o f expected, that is, future, corporate profits on the part of s u•
•

·

·

�

20
21

See B. Woodward, Maestro. Greenspan's Fed and the American Boom, New York 2000.
As late as his testimony to Congress of 13 February 2001-on the eve of the corporate scandals th t

would definitively expose the bent of security analysts and their predictions-Gr enspan was citing ' t h

to five year earnings projections' 'of equity a n a l y ts, who, one must p r uine, obta i n t h l r insights fr
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rity analysts (who had every interest, as Greenspan should have kn w n, i n v r·
stating the value of corporate shares for the benefit of the investment b nk w ho
employed them as well as their corporate customers).21 It was equity inv stors'
belief in the so-called 'Greenspan put'-that the Fed would bail out th q u i ty
market come what may-that kept the equity price boom going strong in t h
face of one after another economic disruption right through to the end of the mil
lennium. As a result, as it had through the length of the long downturn,
government-supported borrowing continued to drive the US and world economy.
The titanic wealth effect unleashed by the record boom in equity prices allowed
the US expansion not only to continue, but to accelerate in the years between 1995
and 2000, even as downward pressure on profit rates deprived it of its initially
solid foundation. Although profits became increasingly hard to come by, corpora
tions were able to fund stepped-up capital accumulation with consummate ease
on the basis of runaway stock values that bloated market capitalization and thus
apparent collateral beyond recognition. Between 1950 and 1995, US non-financial
corporations had relied mainly on internal funds to finance their spending on new
plant and equipment, with retained earnings covering about 90 per cent of their
capital expenditures. But after 1995, their borrowing as a proportion of their GDP
climbed to levels previously matched during the postwar epoch only during reces
sions (see p. 317, Figure 15.9). By the end of the decade, they were using borrowing
to fund capital accumulation at the highest rates in history. Meanwhile, the less
creditworthy among them were able to finance investment to an extent without
close precedent through issuing over-priced shares. In 2000, gross equity issues by
non-financial corporations rose to a level four times their previous peak (in the
1980s).22
Households also treated the rapid rise in equity prices as an opportunity for rad
ically stepped-up borrowing and, on that basis, spending. Between 1994 and 2000,
the market capitalization of households' shares tripled, rising from $4 trillion to $12
trillion. They thus felt justified in raising their annual borrowing, as well as their
debt outstanding, to near record levels as a fraction of GDP (see p . 31 7, Figur 1 5 .9).
As the flip side of the coin, they felt free to sharply reduce their ra te f sa v i ngs s
a proportion of consumption, so as to raise their rate of spend i ng. B t w n 1 0
and 1992, the personal savings rate had fluctuated between 11.2 and 7.0 p r en t,
averaging 9.0 per cent. But between 1992 and 2000, it crashed from 7.7 per n t t o
2 . 3 per cent. The top 20 per cent of the population by income was almost entirely
responsible for this collapse of savings and rise of spending, which is hardly sur
prising since they own 95 per cent or more of all financial assets. As one pundit put
it, the boom of the later 1990s was the first in US history to be heavily driven by
y uppie expenditures.23
The equities boom had, it must be stressed, a certain self-perpetuating character,
22

FRB, Flow of Funds, Table 0.2, Borrowing by Sector; FRB, Flow of Funds, Table F.102, Nonfarm

Non financial Corporate Business: Line 58, Financing Gap, and Lines 5 and 7, Internal Funds Plus Inventory
V Jl uation Adjustment; Gross Equity Issues by Nonfinancial Corporations, 1984-2000, Federal Reserve Board

u n publ ished time series. I wish to thank Nellie Liang for forwarding the data on gross equity issues to me.

Flow of Fu11ds, Table B.JOO, Balance Sheet of Households and Nonprofit Organizations; D. M.
M. G. Palumbo, 'I l�cnt n g l i ng J·he Wealth Effect: A Cohort Analysis of Household Saving in the
I <NO•', 1 '1•d ·raJ R1m rv 1�111 tH'• 11 I I IM<·u•�ion Sel'ies, April 200 ' 1 , Federal R s rvc website.
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because the increased collateral it provided for corporations and households could
·'
be used for borrowing not only for the purpose of increasing investment and con·
sumption, but for the purchase of more equities. During the second half of the 1990
non-financial corporations allocated as much of the huge sum that they borrowe
to buying shares as to accumulating capital. As a consequence, during this interval
they were the largest net purchasers on the stock market. Through share repu
chases funded by borrowing, corporations avoided the tedious process of creatin
shareholder value through actually producing goods and services at a profit, an.d
directly drove up the price of their own equities for the benefit of their stockholders;
as well as their corporate executives who were heavily remunerated with stoc
options. Higher equity values made for still more collateral, further borrowin
greater stock purchases, and so forth.24 The same sort of process would soon be a:
work once again in the escalation of housing prices.
Between 1995 and 2000, the New Economy boom thus took flight, underpinned
by the wealth effect of rising equity prices on both businesses and household
and GDP rose at an average annual rate of 4.1 per cent compared to 2.5 per ce
between 1990 and 1995 and 2.9 per cent between 1973 and 1995 (and 4 per cen:
between 1948 and 1973). Even as profits fell away, non-residential investment co
tinued to explode upwards, increasing at an average annual rate of about 10 pe
cent accounting for about one-third of the increase in GDP in the same interval
Employment growth also speeded up and, in the last few years of the centur
was accompanied by a significant jump in the rate of growth of real wages, aft ,
a very long period of stagnation. With aggregate real compensation (real compen
sation per employee multiplied by total employees) therefore rising rapidly, wh' '
household borrowing levels flew upwards and personal saving simultaneousl
c o l l a psed, the growth of consumer expenditure naturally also leaped forward ',
to an average annual rate of 4.4 per cent between 1995 and 2000-and helped · . ,
a big way to soak up fast-growing output. All told, according to the Feder 1,
Reserve Board and the Council of Economic Advisers, rising equity pric
accounted for about one-third of the increase in consumption that took pia
between 1995 and 2000 and between one-quarter and one-third of the increase · ·
GDP during that interval.25 In the absence of the wealth effect of rising equit
prices GDP growth, at around 3 per cent per annum, would, during this five-ye
interval, have been no higher than during the 1970s or 1980s.
Constrained as it was by a rising dollar and ultimately dependent for its vitali
on escalating aggregate demand generated by runaway equity prices, the expan•
sion of the 1990s could not but assume a distorted and contradictory character an
could contemplate only a very limited future. Its vitality was undeniable, but sup t•
ficial and therefore temporary. As the manufacturing sector's rate of profit flatten
and then fell, the sector lost its engine of growth. But, it continued to expand imp t u•
ously by tapping into the mountain of virtually costless credit made availabl b
the stock-market rise, its high-tech industries providing a glittering veneer for t h
·

•

24 Brenner, The Boom and the Bubble, pp. 146-52.
25 'The Annual Report of the Council of Economic Advis rs', Economic Report of lite Prcsidertl 2001, ,
Washington, DC, january 200 1 , p. 6 1 ; 'Test l mon of halrman Alan ,. nspan B for • th • ··, , nm ll:l
1
Banking and Finan ial '!'Vi s, US J-lou� • nl R J ,. � ntotlv ": Th P•d • ra l R " rv 'M S cni·An n u I R o
'
on t he E onomy nd M 11 t ry l 'oll y , 1 7 1'Qh u ry 2000, JIJ(Il w�hMII ,
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New Economy boom. Meanwhile, much of the economy outside manufacturing,
and especially those of its constituent industries able to cater to the rise of debt
driven consumer spending and/ or benefit from cheaper imports made possible by
the rising dollar, surged ahead as it had not done since the 1960s, as it also took
advantage of easy access to investment funds to accelerate expenditures on new
plant, equipment, and software, as well as to expand employment. Between 1995
and 2000, in the non-manufacturing sector both output and the capital stock accel
erated remarkably, their average annual rates of growth rising above those of
1979-90 by 60 per cent and 30 per cent respectively, while equalling or bettering
those for the long postwar boom. Apparently as a consequence, this huge region of
the economy experienced a doubling in the rate of increase of its capital-labour
ratio and, in turn, of its labour productivity.
Benefiting from an astonishing, seemingly unending, increase in the demand
for homes, construction enjoyed what would turn out to be a decade-long boom,
its rate of profit smashing all previous records for the industry. Directly fuelled by
the consumer spending spree plus ever cheaper imports, often from East Asia,
retail trade and wholesale trade did extraordinarily well too. Both of these indus
tries experienced a major leap forward in output growth, which provided the
foundation for remarkable accelerations in their productivity growth, arising in
turn largely from economies of scale. In fact, outside of manufacturing, retail trade
and wholesale trade were, along with finance and real estate, virtually the only
industries to experience increased productiveness, compared tothe 1980s and early
1 990s, and accounted for the better part of the productivity acceleration experi
enced by the non-manufacturing sector as a whole. Hotels and restaurants was still
another consumer-based industry that prospered. Meanwhile the increasingly cor
poratized health services sector registered what has come to look like permanent
growth, its profits quintupling between the end of the 1980s and beginning of the
2000s.26
Last but not least, the financial sector continued to enj oy a h istori as nt t h t
was transforming the face of the economy. Ev e ry major t r nd f th p ri d r n i n
favour of finance. Non-financial corporations expanded t h i r o r t i mH H i f t h l
was no tomorrow, and radically increased thei r borro w i ng. l t fl t i on w H 1!1 I F ·
pressed, due mainly to the rising dollar, but also to the ever- i n reas i ng i nse u rl t lf
an American working class being buffeted by intensifying industrial comp t i t ion,
n s well as growing threats from overseas imports and US investment abroad, even
while union protection was disappearing. The Clinton administration pushed
banking deregulation to its logical conclusion, abolishing the landmark Glass
Steagall Act of 1934 so as to open the way to the rise of huge conglomerates that
combined commercial banking, investment banking, and insurance, typified by
'iticorp and JP Morgan Chase. The stock-market bubble offered historically
'

26

The average annual growth of labour productivity in retail trade and wholesale trade between 1 993

nnd 2000 reached the lofty levels of 4.6 per cent and 5.2 per cent respectively, compared to 2.2 per cent and

: 1 .0

per cent respectively between 1982 and 1990. Productivity growth in finance and real estate also increased
to 2.1 per cent between 1993 and 2000, compared to 0.2 per cent between 1982 and 1990. 1n all the

r l < >labl.y,

nthcr

non-manufacturing industries-including transport and public utilities, communications, construe

l inn, min ing, and miscellaneous services-productivity growth failed to grow or actually fell. Brenner, The
II< >IIIII n11d I he B11bb/e, p. 235, Table 9.2. Compare W. Nordhaus, 'Productivity Growth and the New Economy',
/lrookl11g� f'npcr� on £cono111/r Al'/11111,1/o 2002, no. 2, specially p. 233, Table 6.
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Table 1 5.7. US commercial banks: rates of return on equity and assets,

1 949-2004 (per cent).

Return on equity
Return on assets

1 949-59

1 96�9

1 970-79

1 980-90

1991-2000

9.2

1 0.5

1 1 .9

9.7

1 3.2

0.7

0.8

0.7

0.6

1 .1

Source: Federal Deposit Insurance Corporation, an-line at http//www.fdic.gov/hsab.

unmatched opportunities to rake in fees for superintending share issues an l
mergers and acquisitions, while simultaneously managing the explosion of hous
hold and corporate borrowing. Meanwhile, the nascent run-up in residenti I
housing offered still another huge field for making profits.
During the long business cycle between 1990 and 2000, commercial banks' rat •
of return on assets rose one-third higher than in any other comparable period ·' 1
the postwar epoch, on equity about 12 per cent higher. Between 1994 and 200'
profits of the financial sector as a whole, including interest received, doubled,
accounted for a stunning 75 per cent of the increase in total corporate profits aft 'r
payment of interest accrued in these years. Already accounting for 30 per cent I
total corporate profits net of interest by 1997, financial profits amounted to almo
40 per cent just three years later in 2000. (See p. 299, Figure 15.5.)
The years between 1995 and 1997 constituted a brief era of overlap and tran
tion, between the extended period of manufacturing-led profitability revi
culminating in economy-wide revitalization between 1993 and 1997 and the peri
of stock-market-driven expansion leading to New Economy boom and profitabilt
crisis between 1995 and 2000. Due to the lagged effect of the revaluation of tl_ •
dollar, the recovery of manufacturing profitability had not yet ceased to impart t �
momentum to the economy. The wealth effect of the equity price boom was alrea
moreover, providing its own impetus. As a consequence, the economy displaye
vitality not seen in decades. The manufacturing sector could not prevent its pr
rate from ceasing to rise, but managed to keep it from falling. Manufacturing exp
growth continued to rise impressively, reaching its zenith at 13.5 per cent in 19 7and spurred the ongoing acceleration of manufacturing output. Most fundament
however, was the major increase in profitability in the non-manufacturing sect
which, after having languished for a decade, bounded upward by 18 per cent a
consequence of the sudden outrunning by productivity growth of real (prod uc:
wage growth, made possible by the aforementioned jump-up of non-manufactu r·
productivity growth against a backdrop of continuing wage stagnation. The ri 0
non-manufacturing productivity growth at this juncture appears attributabl ,
noted, to the parallel increases in the rate of growth of the sector's output and
capital-labour ratio, which themselves can most likely be expl a i n d , in g n
terms, by the mutually reinforcing impulses prov i d ed by th manufa t u rin · 1
recovery and the growing w a l. th ff t f t h st k- m rk t b
w 11
the r va lua tion f t h d H r.
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Figure 1 5.5. US fin ancial sector profits, l 980-200 l .
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tivity growth was only slightly more than half that of the manufacturing sector,
with the consequence that non-manufacturing unit labour costs increased at a rate
of 1.3 per cent per annum, while manufacturing unit labour costs declined at a rate
of 1.5 per cent per year in manufacturing. The non-manufacturing profit rate could
nonetheless soar while that for manufacturing stayed flat, because the non
manufacturing sector was unaffected by the intensifying competition that held back
manufacturing, while it benefited from the same ascending dollar that was placing
downward pressure on manufacturing returns. Thanks especially to dollar revalu
ation, it was therefore able to raise its prices between 1995 and 1997 at an average
annual rate of 2 per cent, while manufacturers were obliged to reduce theirs at a rate
of 0.45 per cent per year.
In 1997, with the manufacturing profit rate still holding up and the non
manufacturing profit rate rising rapidly, the rate of profit for the private economy
as a whole reached its level of 1969 for the first time in almost thirty years. The US
economy flourished as it had not in recent memory and pulled the rest of the world
with it, out of the doldrums of the first half of the 1990s and into generalized pros
perity. For the first time in a long time, all three leading regional capitalist blocks,
as well as East Asia, grew rapidly together. The US and the world system seemed
on the verge of regaining their 1960s vibrancy. Nevertheless, as it turned out,
t h i s was an illusion, for the foundations of the international boom were already
rumbling.
From International Crisis to High-tech Mania
A th ri i1 g doll r, a ompani d by asy r d it, nhanced US asset prices and
th r y
t n lmi g row t h f rm
1 5, w h i l sl i f ti n t h w ight of i n t rnat ion I

300

AFTERWORD

over-capacity and reduced profitability from Japan and Germany to the US, similar
forces brought about similar effects and a similar pattern in the economies of East
Asia at the very same time, setting off a chain reaction of crisis that would ultimately
engulf the US itself. During the previous half-decade, the East Asian economies had
reached the height of their postwar dynamism, their growth amplified by the same
declining dollar that was simultaneously paving the way for the recovery of manufacturing profitability in the US, as well as the flood of portfolio investment that :
poured into the region in search of higher earnings in the wake of the US cyclical , ,;
downturn. Meanwhile, as Japan's recession deepened while the yen continued its
precipitous ascent, Japanese multinationals radically increased foreign direct invest- ,
'
ment in Southeast Asia and a great swath of Japanese financial capital accompanied .
it, the latter vastly swelled by cheap credit made available by the Bank of Japan
its attempt to reflate the economy upon the bursting of the bubble (much of which
was redirected toward the mainland via the 'carry trade').
1.
By 1996, total capital formation in East Asia (excluding Japan)-the sum of cor-:
porate, government, and housing investment-had grown by nearly 300 per cent:
over its level of 1990, compared to slightly over 40 per cent in Japan and the US and� '
just 10 per cent in Europe. In that year, investment in East Asia (excluding Japan) ',
accounted for more than 18 per cent of the investment in these four regions com•!
•

·

inl,

·

bined, three times its share just six years earlier. Nevertheless, by this juncture, th '
foundations of East Asia's long historic boom were (like those of the US) rapidly
deteriorating as a result of the sudden huge appreciation of the region's currencie r .
which rose in tandem with the dollar in the wake of the reverse Plaza Accord, a
well as the worsening of international over-capacity in manufacturing to which Ea t
Asia i tsel f had made such a signal contribution over the previous decade.27
The deep devaluation of the yen, which declined by 60 per cent between 199
and 1997, coming hard on the heels of the devaluations of the Chinese renminbi i 1
1994 and the Mexican peso in 1995, placed the East Asian NICs and Little Tigers in ,
a tightening vice-squeezed between intensifying competition from Chinese an
Mexican manufacturers, who were accelerating their exports of low-end goods
to the world, market, and newly competitive Japanese producers, who w
asserting their accustomed place in high-end goods. The enormous accretions mad
to the region's plant and equipment over the previous years, which had hitherto
yielded fast-rising profit rates, turned out suddenly to manifest over-accumulati n,
due to the combination of worsening international over-capacity and the precip
tate ascent of the region's currencies. Between 1992 and 1995, South Korea, th
region's leading economy, had enjoyed a spectacular 67 per cent increase in it
annual nominal exports and by 1994-95 its manufacturing profit rate had soared to
its highest point since 1988, double the average for 1991-93. But the ensuing t urn•
around could not have been more abrupt. In 1996, as export prices and export valu
plunged, the South Korean manufacturing profit rate declined by 75 per cent n.
plummeted deep into negative territory in 1997 and 1998 2B
•

Nevertheless, as in the US, even as manufacturing profitabil ity f 1 1 , a set pri
rocketed. As the value of their exports soared tlu-ough 1 995, t h Nort h ast A
27

28

Beva qua, 'Wh lihN tht• )n l'n' � • Mndvl ' p. 414.
B1• 11M11r, '1'/w /lum11 nwl II, llub/Jiv, pp. i iiH�Il�, T h iP• I'>. I 11 I �.2.
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NICs had enjoyed rising trade and current account surpluses. When these were con
verted by governments into local currencies, they tended to swell the domestic
money supply, easing the cost of borrowing. As a consequence, land, housing and
equity prices were, by 1995, already being forced upwards. Paradoxically, when from
that juncture their manufacturing economies sagged under the impact of the sudden
revaluation of local currencies, the rise of asset values accelerated, amplified in inter
national terms by the region's rising exchange rates and pumped up further by the
ensuing influx of foreign speculative monies. As US equity prices ascended into the
heavens, an East Asian asset price bubble blew up alongside it, even as the founda
tions of the East Asian manufacturing export boom disintegrated.
The growing divergence between falling profits and rising asset prices was
unsustainable. As export remittances fell sharply, East Asian producers found it
ever more difficult to repay loans. From the beginning of 1997, a succession of South
Korea's leading chaebol, the great corporate financial-industrial conglomerates that
dominated its economy, went bankrupt. In expectation that loans would henceforth
be more difficult to collect, funds began to quit the region, and with ever greater
speed. As a consequence, asset prices began to crumble, which accelerated the
outflow of funds and soon made for downward pressure on the local currencies.
But devaluation only raised the dollar value of foreign debts in terms of the local
currencies, making them that much more difficult to repay. Central banks raised
short-term interest rates to stem the exodus of capital and prevent currencies from
collapsing. But, this caused financial institutions, which depended on borrowing
from central banks, to go bankrupt, leading to the collapse of asset prices and the
panicked flight of capital. Over the course of 1997, East Asia suffered a historic net
decline in capital inflows of $105 billion, from an influx of $93 billion in 1996 to a
withdrawal of $12 billion in 1997, and the region entered free fall.
The crisis in East Asia, which broke out in the summer of 1997, steadily wors
ened over the following year. Through much of 1998, asset prices continued to fall
and, as money flew out the region, currencies collapsed and the price of East Asian
goods fell with them, placing great pressure, direct and indirect, on the rest of the
world economy. Duringthe summer of 1998, the East Asian crisis spilled over i n to
the less-developed countries. In August, the Russian government defaulted on its
debt. The Brazilian economy started to melt down shortly thereafter. The core o f
the capitalist world system now came under threat: not only a Japanese economy
barely emerging from recession; but also a US economy enjoying an enormous,
though highly unstable, boom.
Japan had benefited immediately from the deep yen devaluation set off by the
reverse Plaza Accord. Between 1995 and 1997, exports boomed. Hitherto deeply
depressed manufacturing profit rates began to rise as a consequence and so too did
capital accumulation. Manufacturing investment had plummeted at an average
annual rate of 14 per cent in 1992-94 inclusive, but suddenly jumped up at an
average annual rate of 11 per cent in 1995-97 inclusive. The economy seemed to be
returning to health, driven as usual by rising exports.29
Nevertheless, the Japanese recovery turned out to be fragile, and in the end
2<! OE D, Economic Survey.
l 'nrh• 1 9<!9, p. 33.

]apnn 1998, Paris 1 998,

p. 154, Figure 32; OECD, Economic SurvetJ. Japnn

1999,
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unsustainable. Anxious to repair government balance sheets that had gone deeply
into the red as a consequence of massive deficit spending during the first half of
the decade to pull the economy from its doldrums, Japan's economic authorities
overestimated the strength of the cyclical upturn. They not only cut back abruptly
on the growth of government expenditures but also, in March 1997, imposed a hefty
new value-added tax. The resulting shock to demand brought a sharp slowdown
of growth, which was made worse by the government's reluctance to incur new
budget deficits to jump-start the economy, even as it slid back towards recession.
By the same token, in view of the situation by this time facing Japanese corpora
tions, the government's turn to monetary ease to stimulate the economy in place of
fiscal deficits was entirely insufficient to restart the expansion.30
When the great land and equity price bubble had burst in 1990-91, it had left the
Japanese economy burdened with an enormous overhang of excess capacity, the
residue of the historic wave of investment that the rapid rise in asset prices had
provoked, but then left behind. Yet, with the growth of exports collapsing to 2.5
per cent per annum between 1991 and 1995, over-capacity proved especially diffi
cult for Japan to cope with. The Japanese political economy was designed to repress
consumption and imports and to subsidize investment and exports, with the goal
of accelerating the growth of productiveness. In this it had succeeded to an histor
ically unprecedented extent, but a tendency to produce more goods and services
than the domestic market could absorb was an unavoidable by-product. Surplus
outp u t d rove Japan's exports systematically upward, which helped to amplify
gro w t h , especially by nurturing economies of scale, but it also rendered the
onomy dep n d e nt upon those exports to prevent the emergence of over-capacity.
Yet, w l n •xports flagged and over-capacity did arise, the economy was strucl ll a l l y i l l - 1 r· pa r d to respond. This was because multiple mechanisms, ultimately
ddcr d •d by the state, tended both to prevent leading corporations and banks from
p;oi ng o u t of business and to stand in the way of layoffs. In this respect, the Japanes
• 01. omy w as the polar opposite of that of the US, where the politico-legal system
r n d e red bankruptcies both less avoidable and less onerous for corporations, whil
i t pla ced few if any restrictions on discharging employees. Because, in Japan, th
reallocation of means of production and labour from less profitable industries int
more profitable ones could not easily be facilitated through defaults and firings, i t
te nded to have to take place through existing firms' and industrial groups' real l
a tion of resources into new lines via new investment. But the latter could not easily
h a pp n a ga i ns t a background of slowed growth, let alone recession-when firm '
nbl igMory re ten tion of redundant means of production and labour would exa � ·rl ll' L hc de l i ne i n profitability and make investment difficult to undertake. I t
l't' j l l i n•d t iP ex pansion o f demand, and this placed a premium, once again, o n t h
�mw l h of exports. I t was the Japanese economy's inability either to s lou g h ff
111L't 1 1 1H of p rod uction sufficiently, or to detonate an export boom, that d oo me d i t t
H l O H not ion, a nd w o rse, th ro ugh most of the 1 990s.
FD ed w i t h the bu i ld-up of ov r-capa i t y d ur i ng th bubbl
on my o ft h l t
.
El80s, no d o u b t mad wors b t h burst f i n v sl ment b t w n 1 995 nd 1 7,
)D F < 1 1 1 ' !-1 ·orpora t i ons now fnun I t l 1 11 •lv 'II har
ut b I ,
•
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To reduce their labour force, they were obliged to depend largely upon retirements,
using dismissal very sparingly, with the result that excess labour was, by 1998,
running, in some estimates, at over 10 per cent. At the same time, excess plant and
equipment was at a postwar high, with capacity utilization in manufacturing far
below its average for the previous thirty years. Meanwhile, as the unavoidable con
comitant of the rise of industrial over-capacity, firms were hugely burdened by
long-term debt, much of it incurred to finance the enormous burst of investment
made possible by the bubble but barely reduced in subsequent years because the
feeble growth of output and profits had failed to allow it. The outcome was that by
1998 the rate of return on equity, at just 2 per cent, was less than half the average
rate for the fifteen years before 1991. According to OECD estimates, in order to bring
the rate of return back up to the latter level, Japanese assets would have had to be
reduced by 47 per cent.31
Against this background of over-capacity making for vastly reduced prof
itability, it is not surprising that the government's reduced interest rates did little
to spur capital accumulation, but rather provoked a huge revival of the 'carry trade',
as a great flood of money borrowed at rock-bottom interest rates in yen and con
verted to dollars left the country for investment in US equities and other assets. The
lowered cost of borrowing plus the flight of funds did, however, very much bring
down the value of the yen against the dollar, historically the surest way to get the
economy turning over. In the not too distant past, yen devaluation had been a reli
able route to economic vibrancy because it made it possible for Japanese exporters
to gain better access to the US market, and it appeared to have begun to do so again
in 1995-97, before the government's precipitate turn to macro-economic austerity.
Nevertheless, the fact remains that between 1985 and 1995 the Japanese economy
had been countering the irrepressible rise of the yen precisely by reducing its
reliance on the US market and reorienting investment, trade, and bank finance to
East Asia. In 1985, Japan had sent 40 per cent of its exports to the US market, but
by 1996 it sent only 29 per cent. During the same period, Japanese exports to East
Asia as a share of the total increased from 19 per cent to 37 per cent. The ironic
outcome was that, at the very time when, in the wake of th e reverse Plaza A ord,
the decline of the yen was restoring competitiveness to Ja panese ex ports and ra isi ng
hopes of renewed growth, it was destroying the u l ti mate basis for onomi
recovery by exacerbating the crisis of East Asian manufacturing. With the aid of t h
low yen, Japanese exporters undercut East Asian exporters on world mark ts and
Japanese manufacturers stifled East Asian importers in Japan's domestic market.
Then, starting in spring 1997, Japanese banks rushed their money out of the region
as fast as they had rushed it in, as East Asian manufacturing profits collapsed and
the asset price bubbles that had inflated during the previous two years began to
deflate. Japan's leading market-which was by now of course East Asia-disinte31
OECD, Economic Survey. Japan 1999, pp. 47-58. 'It would have been no surprise if firms had already
engaged in a round of severe cost reductions years ago, in response to disappointing sales and profit out

comes But

.
this did not occur . . . . Instead, both personnel and sales and administrative expenses have
on t in ue d their inexorable rise as a share of sales. The result has been a further dwindling in recurring profit,
" wam 1 ing the ris that occurred in the brief re overy from th post-bubble recession' (p. 55).
32
M u q hy, 'Japan'a
onon1i
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Figure 1 5.6. Manufactu ri n g net profit rates: U S, J a pa n , Germany,
1 9 49-200 1 .
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Source: See Ap pendix I on Profit Rates. Note: odjusted for inventories.

gra ted. In 1998, Japanese exports to the region fell by more than 30 per cent, causin_
total J apanese exports to decline.32

Profitability now fell back sharply, as did capacity utilization and investmer
growth. With GDP going negative by 2.8 per cent in 1998, the Japanese economy,
having never really recovered from the deep cyclical downturn of 1991-95, recoil d
into its worst recession of the postwar period, delivering still another crippling blow
to the already reeling East Asian economies, a blow that boomeranged back up
Japan itself. Between 1995 and 2000, the average manufacturing profit rate fell
further 15 per cent from its average level between 1990 and 1995, and in 1998, 199 1
and 2000 hit its postwar nadir. Not surprisingly, during this half-decade the growth
of GDP, capital stock, and real wages in Japan, as well as the level of unemploym nt,
were the worst for any comparable period since World War II. (See Figure 15.6.)
Nor could the US economy escape the East Asian contagion. In 1998, as the doll
continued to ascend, East Asian markets contracted, and East Asian distress sal
on the world market increased, the annual increase of US goods exports col l a p
virtually to zero (0.6 per cent) after having reached its apex just the year befor
above 13 per cent. Corporate profits (net of interest) had begun to decline as e r1
as the last quarter of 1997 and by the second quarter of 1998 had fallen (on an annu 1
basis) more than $90 billion dollars, or about 13 per cent, from their peak in t h
third quarter of 1997. In acknowledgement o f the fail-off in earnings, a s w 1 1 s t
looming threat from East Asia, from just after mid-y ar t he &P500 st o k i n
having doubled from t h n.d of 1 99 t o }l. 1 l 1 998, sudd n l y r v · r d d i r t i n
by th time of t h Rus i . n f u l t, h d l l t l ·r ' d d < W t w r d s b 20 p ·•r • n t , t hr
I
n i n to
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September a major crisis was unfolding, signalled by the opening up of enormous
spreads, or differentials, between interest rates paid on the relatively safe bonds
issued by the US Treasury and more risky corporate bonds and loans to Third World
governments. Hedge funds and investment banks' investment operations in their
own name, both of which tend to be highly leveraged-that is, heavily dependent
upon borrowing-were hardest hit, losing untold billions.33
The nadir came on 20 September 1998 when the huge Long Term Capital
Management (LTCM) hedge fund admitted to the authorities that it was facing cat
astrophic losses. The international financial system seemed to be freezing up. But,
at this decisive juncture the Federal Reserve Board entered the fray, bringing
together a consortium of fourteen Wall Street banks and brokerage houses to
organize a $3.6 billion rescue of LTCM. The Fed justified this bailout of a non-bank
on the grounds that, had it failed to act, the solvency of the international financial
system would have been put in jeopardy, with credit markets seizing up.34 In order
to stabilize the situation, the Fed followed up, in short order, with three successive
cuts in interest rates. In case anyone failed to get the message, throughout the first
half of 1999 Greenspan announced, again and again, in no uncertain terms, that
information technology had worked a remarkable transformation of the US
economy and, in particular, its capacity to yield profits.35 In the latter part of
November 1999, just to be sure, he used the excuse of the potential breakdown of
international computer networks at the turn of the millennium to pump sufficient
liquidity into the system to push down the Federal Funds Rate, the interest rate at
which banks borrow from each other, from 5.5 per cent to below 4 per cent, accom
plishing thereby an unprecedently rapid reduction in the short-term cost of
borrowing.36 This was like throwing gasoline on a raging fire.
The effect of the Fed's series of interventions and Greenspan's supplementary
reassurances was electrifying. It did not just rescue the markets but propelled them
into orbit. In the short period between the Fed's interest rate reductions of autumn
1998 and spring 2000, the S&P500 index recovered its lost ground from the summer
33 For this, and following, paragraph, P. Warburton, Debt and Delusion. Central Bank Follies that Threaten
Economic Diasaster, London 2000, pp. 263-6; OECD, Economic Surve-.;. United States 1999, Paris 1999, pp. 43-55.

34 In the words of William McDonough, President of the New York Fed, who orchestrated the rescue,
'There was a likelihood that a number of credit and interest rate markets would experience extreme price
moves and possibly cease to function for a period of one or more days and maybe longer. This would have
caused a vicious cycle: a loss of investor. confidence, leading to a rush out of private credits, leading to a
further widening of credit spreads, leading to further liquidations of positions, and so on.' 'Statement by
William J. McDonough, President, Federal Reserve Bank of New York, Before the Committee on Banking
and Financial Services, US House of Representatives, 1 October 1998', FRB website. To get a feel for the
wave of panic that was enveloping financial circles at this juncture, see the insider's account in M. Mayer,

The Fed, New York, Free Press 2001, pp. 4--14.
35 'Something special has happened to the American economy . . . The synergies that have developed,
especially among the microprocessor, the laser, fiber-optics, and satellite technologies, have dramatically
raised the potential rates of return on all types of equipment that embody them.' Thus, '[t]he remarkable
generation of capital gains of recent years has resulted from a wide variety of technologies that produced
crucial synergies in the 1990s'. 'High Tech Industry in the US Economy: Testimony of Chairman Alan
Greenspan Before the Joint Economic Committee, US Congress', 14 June 1999 and 'State of the Economy:
Testimony of Chairman Ala n Greenspan Before the Committee on Ways and Means, US House of
l<epresentatives', 20 )a11uary '1 999, both at FRB website. Compare '[T]he process of recognizing the greater
v lue [of our
pit I Mlo I h � 1 rp "Ito •d capital gains in the equity markets' [emphasis added].
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of 1997 and shot up by 50 per cent. Most spectacular of course was the high-tech-o�
"
and internet-dominated NASDAQ index, which doubled between autumn 1998 an
May 1999 and, after a lull during summer 1999, doubled again in the brief interva
from early October 1999 to March 2000. Symptomatically, from October-Novembe .
1998 through March 2000, stock values outside the New Economy remained essen
tially flat, so that the rapid rise in equity prices in the final, most fevered phase o
the bubble was accounted for virtually entirely by technology, media, and telecom
munication shares.37
The new take-off of the equity markets spurred a climactic acceleration of th
long 1990s expansion. Between, 1997 and rnid-2000, GDP growth quickened, drive
to an even greater extent than before by stepped-up capital accumulation that wa
itself dependent upon the wealth effect of rampaging equity prices. In this intervc :,
in both manufacturing and non-manufacturing, the rate of growth of non
residential investment (that is, investment in plant, equipment and software)
already elevated between 1993 and 1997, reached its highest point of the decade, a:
1 1 per cent and 14 per cent, respectively, and the contribution of non-residenti
investment to GDP rose to a postwar high of 37 per cent. As one consequenc
between 1995 and 2000, the manufacturing sector increased its productive capacit
faster than during any other comparable interval in the postwar epoch, at an averag
annual rate of almost 7 per cent.
Finally, just as between 1995 and 1997, but with far greater force, the US expan
sion, now in its culminating phase, pulled the rest of the world from its recessioi.
and motivated a new global expansion, most especially in East Asia. Because th
.
acceleration of growth in the US took place while the dollar continued to escalat
US domestic supply fell to an ever increasing extent behind the rise of US deman
By 2000, the increase of gross domestic purchases was outpacing the growth of gro
domestic product by 25 per cent, and imports had to rise to fill the gap. With U
investment in general and high-tech plant and equipment expenditures in parti
'
ular leaping skyward, imports of investment goods now rose 20 per cent faster thalli.
imports of consumption goods. East Asian producers, led by Taiwan and Soutl
Korea, as well as Singapore, raised their telecommunications and component
exports in spectacular fashion, transcending their regional crisis with a speed oth�·
erwise inconceivable. Japan followed a similar route out of its recession, pull·
upwards not only by US demand for its high-tech capital and intermediate good ,
but also that of the very same East Asian economies whose crisis had initiall
plunged it into recession but which were now cresting on the US wave. During th
two years 1998-1999, Japanese exports to the Northeast Asian NICs and th
Southeast Asian Little Tigers had declined at the average annual rates of 17 per c r ·
and 33 per cent, respectively, compared to 1997. But in 2000, Japanese export t
both these regions jumped by 20 per cent. Last but not least, Western Europe its 1 '
emerged from stagnation, driven forward by its German dynamo, which was,
usual, finding its way toward revitalization by way of exports, especially of

:
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US market. I n the year 2000, the rest o f the world rode
US recovery to an enormous global boom, but it was riding the tail of a tiger.38

and machine tools, t o the
the

The sucking in of record goods imports at a time when the rest of the world was
capable of absorbing only very limited US exports could not but detonate a history
making explosion of US trade and current account deficits. Between 1993 and 1997,
as the

US

economy grew rapidly, the current account deficit had increased, but

slowly, because US competitiveness remained relatively strong (especially because

the impact of the currency revaluation was felt only with a lag) . In 1997, as a per

centage of

GDP,

it was still at only half the record level of 1986. But in the brief

period between 1997 and 2000, under the impact of both dollar revaluation and East
Asian crisis, the current account deficit tripled, its increase totally accounted for by
a parallel record-smashing increase of the trade deficit by a factor of 3.5. At the root
of this explosion was the takeoff of the manufacturing trade deficit, which rose by
two and a half times, accounting for about 70 per cent of the increase in external
deficits (the ascent of the trade deficit in oil explaining most of the rest) . An increase
in the trade deficit is not necessarily problematic, as it can be caused simply by the
faster growth of the deficit country than that of its trading partners. However, in
this case, as during the first half of the 1980s when analogous rapid increases of
debt and asset prices detonated a similar economic pattern, rising trade and current
account deficits emerged against a background of worsening over-supply in inter
national manufacturing and were driven by a huge revaluation of the dollar, which,
along with the crisis and ensuing currency devaluation in East Asia, led to runaway
imports and difficulty in exporting. These external deficits therefore brought with
them enormous downward pressure on manufacturing profits, making a crisis for
the manufacturing sector unavoidable. As in the early 1980s, the East Asian man
ufacturing economies (including Japan) were responsible for the greater part of the
decline in manufacturing competitiveness and accounted for an overwhelming pro
portion of the manufacturing trade deficit in the years between 1997 and 2000.

In the end, there was no escaping the fact that the explosion of investment and

consumption that drove the last phase of the

US

expansion-as well as the major

uptick in productivity growth to which it gave rise-was heavily depend ent u pon

a historic increase in borrowing, which was itself made possible by a record equ i ty
price run-up that was powered by speculation in defiance of actual corporate returns.
Rather than discovering and funding the most promising fields for expansion-as

i n the fables of the Federal Reserve and the Council of Economic Advisers39-the de
regulated

US

financial sector ignored the paucity of underlying corporate profits

;:md drove an epoch-making

misallocation

of funds into hi-tech paper assets and, in

t u rn, as a consequence, a parallel, and equally titanic,

misdirection

of new plant,

equipment, and software into over-subscribed manufacturing and related lines,
especially information technology. The logic behind this behaviour lay in the pecu
l i ar constraints under which financial markets operate, which could not be further
from the fantasies of orthodox economic theory. As equity prices began to rise
:w
See 'The Annual Report of the Council of the Economic Advisers' for 2001, which, though completed
"" llltc "" I eceonber 2000, constitutes a triuonphalist paen to the New Economy, accepting the trends of both
t h • r ··o l nd final' iol e onomy of the previous five years at face value and attributing to the financial markets
11 rt�volut lonery ml • in ush ri ng in a new h ig h tech order. Economic Report of the President 2001, especially
1 '1'· �'��-1!7, I On- 1 1 0.
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strongly from 1995-1996, fund managers were thus under heavy pressure to buy,
even if, in light of the growing gap between stock prices and profits, they doubted
the long-term viability of their purchases. This was because the criterion by which '
they are judged and rewarded by their employers is the (short-term) profitability of
their investments. Had fund managers refused to buy equities, especially of New
Economy companies, they would have failed to make the (short term) returns that
their rivals were in fact netting as share prices rose, and thus risked losing their jobs: ,
At the same time, even if, in the longer run, the assets that they had purchased went
sour, as of course they did, they could not be held responsible, since so many of thei.t
competitors had done the same thing that they had. Keynes's famous 'beauty contest<
dynamic thus drove the inherently speculative process: to maximise profits, finan·
,
ciers had little choice but to base their investment decisions on their best guess as t
what assets everyone else would be deciding to buy and sell in the short run, not on ·.
their own evaluations as to the intrinsic long-term worth of those assets. These norm
constitute, of course, a recipe for the herd behavior so characteristic of financial
markets . . . and the momentum of the ensuing stampede reached epic proportion
because the Fed was there to counter the equity markets' every move toward self<.
correction, while providing a rationale for the markets' apparent irrationality.
The gigantic scale of the misallocation of financial investment was evident in th
unprecedented gap that opened up between corporate equity values and corporat
earnings, especially in high technology. Between 1997 and 2000, the final freneti .
'
phase of the upward explosion of share values, total corporate profits after taxes
net of interest fell in absolute terms by a stunning 20 per cent even as the index f
the New York Stock Exchange rose by 50 per cent. (See p. 292, Figure 15.4.) In th
wake of the Fed's rescue of the economy, between November 1998 and March 20001
prices of stocks in the technology, media, and telecommunications (TMT) secto
rose no less than four times faster than profits in that sector.40 The huge misdire • .
tion of plant, equipment, and software was manifested in the intensification of th
already-existing problem of overcapacity and falling profitability in the manufa •
turing sector, especially by its extension deep into the heartland of the New
Economy-computers and microchips, as well as telecommunications and telecom•
munications components. Constituting just 8 per cent of GDP, informatio
technology industries accounted for an amazing-and quite unsustainable-33 p
cent of the economy's total GDP growth between 1995 and 2000. Within the infor•
mation technology sector, the growth oftelecommunications and the industries th ·t
supplied its components, took on truly gargantuan proportions. Making up at b t
3 per cent of GDP, they added a stunning 331,000 jobs between 1996 and 2000, a n
in 2000 they provided 25 per cent of economy-wide growth of investment in equ i p•
ment and software. In 1999, expenditures on information technology equipm t
and software were responsible for more than 1 1 percentage points of the hug 1
per cent growth in total real equipment and software spending by business. Ta k fl
together, between 1995 and 2000, productive capacity in computers, comm un i
tion equipment, and semi-conductors grew by a factor of five, accounting in t h
·

·
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process for more than half of the record-breaking increase of productive apa i t y
in the manufacturing sector as a whole in this quinquennium.
Thanks to the rapid rise of manufacturing investment growth made possibl by
the last phase of the equity price bubble, the average annual growth of manufacturing
productivity, already rapid between 1993 and 1997, at 4.6 per cent, increased stil l
further to 5.5 per cent between 1997 and 2000, compared to 2.9 per cent between
1985 and 1995. On this basis, despite the fact that the growth of nominal manufac
turing compensation suddenly zoomed to 5.45 per cent per annum in the same
interval, from just 1.6 per cent between 1995 and 1997, manufacturers were able to
keep the average annual growth of unit labour costs from rising. Nevertheless, this
impressive effort was insufficient to prevent manufacturing profitability from with
ering under pressure from the runaway dollar, which continued its rise at the
average annual pace of 5 per cent, as well as rapidly intensifying US and interna
tional manufacturing over-capacity, which was made all the greater by the East
Asian financial crisis. Between 1997 and 2000, world export prices measured in
dollars declined at the average annual rate of 4 per cent and the average annual
increase of US manufacturing exports was limited to 5 per cent, compared to 11 per
cent between 1993 and 1997. Even so, one might still have predicted that, with US
personal consumption of (manufactured) durable goods rocketing skyward at the
astounding pace of 12 per cent per annum in the same period (compared to 5 per
cent per annum between 1993 and 1997), the expansion of US demand would have
been sufficient to assure the prosperity of the manufacturing sector. In fact, due to
the worsening of international competition and further build-up of excess capacity
in the US and on a world scale, between 1997 and 2000 capacity utilization in the
US manufacturing sector actually declined significantly. At the same time, US man
ufacturing product prices fell at an average annual rate of 1 .25 per cent, even faster
than unit labour costs, thus squeezing profits. As a consequence, the manufacturing
rate of profit dropped by 15.5 per cent in that interval.41 (See p. 310, Figure 15.7 and
p. 312, Figure 15.8.)
Due to the amplification of the wealth effect in the last phase of the equi ty price
bubble, the cyclical expansion of the 1990s, which technically originated in Mar h
1991, was able to reach the historically unprecedented length of ten years. W i th
employment growing without cease during this period, at an average annual rate
of just about 2 per cent for the nine years between 1991 and 2000, wages eventually
had to break from their torpor, and between 1997 and 2000 they finally did. But this
could only spell trouble for that huge portion of the economy outside manufacturing.
Over the long period between 1973 and 1995, non-manufacturing employers had not
only managed to prevent real wages from rising, but had come to depend on doing
so, because of the exceedingly slow growth of non-manufacturing productivity.
Between 1995 and 1997, thanks to the speed-up in its productivity growth, the non41

'Thanks to enormous over-investment, especially in Asia, the world is awash with excess capacity in

computer chips, steel, cars, textiles, and chemicals . . . None of this excess capacity is likely to be shut down
q u i kly, because ash-st rapped firms have an incentive to keep factories running, even at a loss, to generate
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Figure 1 5.7. The g rowth of US m a nufacturing product prices, U S goods
export prices, and world m a nufacturing export prices, 1 9 79-2000.
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manufacturing sector did briefly break free of this syndrome. But because produc
tivity growth in the non-manufacturing sector had hitherto been so very low, the ,
near doubling of its pace of the previous decade during this two-year interval raised
it only to 1.7 per cent per annum. This was sufficient to make possible an increase in
the non-manufacturing rate of profit by almost one-fifth in this short period, but only
because wage growth continued to lag. Between 1997 and 2000, non-manufacturin
productivity growth rose a bit further, to almost 2 per cent per annum, thanks to th
further speed-up of non-manufacturing output and capital stock growth, which wa
itself facilitated both by the equity price boom and by declining import prices mad
possible by the same ascent of the dollar that was simultaneously crushing manu•
facturing. But during the same period, the unending increase in the demand f r
labour finally caused wage growth in the non-manufacturing sector to break i t
bonds. Having languished a t 0.25 per cent per annum between 1993 and 1997, no!'\•
manufacturing real compensation leaped forward at 3 per cent per annum. Becau
the rate of growth of non-manufacturing productivity was still so restricted, un
labour costs jumped ahead at 2.8 per cent per annum between 1997 and 2000, 75 p
cent faster than during the previous couple of years of rising profits. Although n
manufacturers, benefiting from the rising dollar and mostly exempt f r
international competition, were able to raise prices at a rate o f 1.6 per cent per y
whereas manufacturers squeezed by the same rising curre�cy and by system-w i
over-capacity had to reduce them during the same i nterval at 1 .25 p r
nt p
annum, this was not nearly fast enough to pr v nt t h i r profit rat fr m f l l l
Even as the New Econ my app ar d t • ising int th h v n , t h
I
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earth. Between 1997 and 2000, the profit rate in the non-manufacturing sector fell by
a very major 18 per cent, and this, combined with the 15.5 per cent decline in the
manufacturing profit rate, brought about a 16.5 per cent fall-off in the profit rate for
the private sector as a whole. With the gap continuing to grow between accelerating
economic growth and rocketing equity prices on the one hand and falling prof
itability on the other, it was only a matter of time till the bubble-led boom would
reach its terminus. (See p. 312, Figure 15.8.)
Recession

From July 2000, ever-worsening earnings reported by corporations precipitated a
stock-market collapse and, in turn, a sharp cyclical downturn, both by reversing
the wealth effect and by revealing the mass of redundant productive capacity and
the mountain of corporate indebtedness that constituted the dual legacy of the
bubble-driven boom. With their market capitalization sharply reduced, firms found
it not only more difficult to borrow or issue new shares, but also less attractive to
do so, especially since declining profits and the growing threat of bankruptcy led
them to try to repair balance sheets overburdened by debt. Having purchased far
more plant, equipment, and software than they could profitably set in motion, they
could not think of adding means of production or labour, but were obliged either
to reduce prices or leave more capacity unused. Either way, they sustained further
reductions in their rate of profit. With not only profits but also loans so much harder
to come by, it was inevitable that the growth of jobs and new plant and equipment
would be cut back, undercutting both investment and consumer demand, and det
onating a self-sustaining downward spiral. The crisis of profitability had, in classical
fashion, brought about a crisis of aggregate demand.
The rest of the world followed the US downward. Just as the stock market's last
upward thrust had rescued not only the US but also the world economy as a whole
from the international financial crisis of 1997-98, setting off a short-lived hyper
boom, the collapse of US equity prices and investment reversed the process. As the
economy rapidly lost energy, US imports plunged, with the resu l t th a t t he
economies of Japan, Europe and East Asia lost steam a s fast as the US, w h i l t h
developing world, notably Latin America, was, after a b rie f honey m oo n , proj t d
back into crisis. A mutually reinforcing internationa l recessionary pro ss was t h u s
unleashed, rendered all the more problematic by the degree to w h i c h the rest of t h
world had, over the previous two decades, in the face of stagnating domestic
demand, oriented their economies to exports-and thus perforce to the US domestic
market. As the rest of the world, deprived of its US motor, sank ever further into
recession, the US could look only to itself to launch an economic recovery upon
which most of the global economy depended.
The eye of the storm was to be found in the manufacturing sector, as its over
capacity caught up with it. In the single year 2001, manufacturing GDP, having
increased by 4.7 per cent in 2000, plunged a staggering 6 per cent; capacity utiliza
tion dropped by 7.1 per cent; and employment in terms of hours plummeted 5.4 per
cent. Traditional industries such as apparel, textiles and steel were hard hit, as were
losely r l a t d n on m a n u fa ctu ring industries such as business services. But the core
o f t h p r-ob l 'J
wns to be fo u nd .in high-technology lines-microprocessors,
' mput 11, a d G l ' m u nirl1 t i m s ornpon n ts, as w l l of cours as te l ommu-
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Figure 1 5.8. U S private, m a n ufacturing and non-man ufacturing private
net profit rates, 1 948-200 1 .

0.2

·

/· \
..

.

.. .

./. \
•.•

.

Monufocturing

!\

0.1

..

Non--monufocluring privole

1950

1 960

..:�·�/----�\·.
..···....

.. ..

1 965

1970

1975

1 980

1985

Source: See Appendix I on Profit Rotes. Note: adjusted for indirect business toxes ond inventories.

·....

'

..:
- ,. ' ..../_

1990

.

1995

2000

(,

nications itself-which saw their ability to make use of the enormous additions t
capacity that they had made during the previous half decade suddenly collap , ,
Capacity utilization in 1999-2000 in computers, communications equipment, at'\. ,
semi-conductors had reached 85.9 per cent; by 2001-02, it had dropped to 59 .7 p
cent. The extraordinary depth of the crisis in high-tech was revealed in an analy i
of the 4,200 companies listed on the NASDAQ Stock Index, home of New Econom _..
industries. The losses these firms reported for the twelve months following 1 Ju l.
2000 amounted to $148.3 billion. This was slightly more than the $145 billion ·
profits that they had realized during the entire five-year boom of 1995 to 2000.
one economist wryly noted, 'What- it means is that, with the benefit of hindsight, t
later 1990s never happened'.42 So much for the New Economy boom.
In 2001, the rate of profit in the manufacturing sector as a whole fell by 21.3 p
cent, to a level over one-third down from its 1997 peak, while that of the manuf Co
turing durable goods sector, site of all the high-tech lines as well as most o f t l
mainline industries exposed to international competition, dropped b y 30 per
and a breathtaking 46 per cent from 1997. Between 1997 and 2001, as corp rat·
indebtedness soared, manufacturing net interest as a proportion of manufactut·'n
net profits rose from 19 per cent to 40.5 per cent, a postwar record. Partly a a
sequence, by 2001, manufacturing profits after payment of interest paid had f 1 1
a total of 44.4 per cent from their high point in 1997.
In telling contrast, the economy outside of manufactu r �1g-neith r plagu d
systemic over-capacity nor subj ct to i n t nsi fy i ng i n t rnat i nal
m titi
42
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continuing to enjoy the high dollar-largely held its own during the recession.
Perhaps most critical in the longer run, non-manufacturing employers took advan
tage of the sudden sharp weakening of the labour market that accompanied the
recession to bring down the growth of real compensation, which fell from 3.2 per
cent in 2000 to 1 per cent in 2001. Simultaneously, they succeeded in maintaining
productivity growth at around 2 per cent by sustaining the growth of real output
at almost 2 per cent, while slightly reducing their labour force. Meanwhile, whereas
manufacturing prices fell another 0.4 per cent, non-manufacturing prices rose by
2.4 per cent. The outcome was that the non-manufacturing sector suffered no further
fall-off in its profit rate in 2001 . Still, because of the profitability decline in the man
ufacturing sector, the rate of profit for the private economy as a whole did drop by
an additional 7 per cent, making for a total decline of 21.5 per cent between 1997
and 2001. (See p. 312, Figure 15.8.)
As was to be expected, employers sought to restore their profitability by making
deep reductions in their production costs and expenditures. Manufacturing was
the place where over-capacity was mainly focused, so it is understandable that it
was also the sector where cutting back for the most part took place. Deep reduc
tions in economy-wide purchasing power were the unavoidable result. Between
2000 and 2003, manufacturing output stayed essentially flat. Capacity utilization
fell from 81.5 per cent for 1995-2000 to 73.6 per cent for 2002-3, lower than in any
other years in the postwar epoch, except for 1982 and 1975. Manufacturing invest
ment growth also dipped sharply between 2000 and 2003, and in 2004 was still 5
per cent below its 2000 peak. As a result, the manufacturing capital stock failed to
grow at all between 2000 and 2004, bringing down the average annual growth of
capital stock for the whole of the private economy to 1 .9 per cent, less than half its
rate during the second half of the 1990s. Above all, manufacturers profoundly
reduced employment, eliminating 2.98 million manufacturing jobs between July
2000 and July 2004. This was more than 150 per cent of total private sector jobs lost
in the same period, meaning that the economy outside of manufacturing actuaUy
gained jobs. Between 1997, its most recent peak, and 2004, m a n u facturing em p l oy 
ment (measured in hours) fell b y fully one-fifth. After having i n c reased a t a n a v r g '·
annual rate of 3.8 per cent between 1995 and 2000, aggregate real comp nsa t ion
(real compensation per employee, including benefits, multiplied by employm I t)
in manufacturing thus fell at the average annual rate of 3.1 per cent between 2000
and 2003, thereby accounting for most of the decline in aggregate real compensa
tion that took place in the private economy during that period. Finally,
manufacturing exports fell 12 per cent between 2000 and 2002 and remained in 2003
about 10 per cent below their level in 2000; this decrease was responsible for more
than 100 per cent of the fall-off of total goods and services exports in these years.
Manufacturing net exports-exports minus imports-accounted for the entirety of
the decline in US net exports during this interval. These major reductions-in the
level of manufacturing output, employment, and net exports, as well as the rate of
growth of manufacturing investment-delivered a powerful shock to aggregate
demand that, all else being equal, would have thrown the economy into deep and
ex tended recession.
Housing Prlco Bubbl
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Between mid-2000 and mid-2001, GDP and investment growth tumbled to minus
1 per cent and minus 5 per cent, respectively, compared to 5 per cent and 9 per
cent, respectively, during the previous twelve months. The growth of economy
wide aggregate real compensation (real compensation per employee, including
benefits, multiplied by total employment), which had soared to 4.6 per cent in 2000,
fell back below zero in 2001. The growth of real exports of goods and services, at
an impressive 8.7 per cent in 2001, collapsed to minus 5.4 per cent in 2001. The .
economy had entered a tailspin. Conceivably, the Fed could have allowed the deep
ening recession to run its course, letting the economy purge itself of its enormous
over-capacity and allowing asset prices to find their own level. But with the growth
of GDP, investment, and exports declining faster than in any other twelve-month ;
period since 1945, the Fed felt it could not take the risk, especially with the stock :
market and its wealth effect in free fall, the NASDAQ stock index having dived ·
'
by 40 per cent between September 2000 and January 2001. To stem the tide, beginning in January 2001 the Federal Reserve lowered the cost of borrowing with
unprecedented rapidity, reducing short-term interest rates on eleven occasions;
from 6.5 per cent to 1 .75 per cent, over the course of the year-and then a further
total of 0.75 per cent in November 2002 and June 2003, to the level of 1 per cent,·
where it stayed until the middle of 2004. The outcome was to depress the real
Federal Funds rate below zero for three full years. Nevertheless, as the Fed soon :
discovered, interest-rate reductions are much more effective in reviving an
economy in which the immediate source of recession is a fall in consumption
resulting from the tightening of credit-as in all previous cyclical downturns £
the postwar period-than in restarting an economy driven into recession by '
declining investment, employment, and net exports, resulting from over-capacity
·
on a world scale.
Vastly oversupplied with means of production and overburdened by debt,
corporations had little incentive to increase hiring or step up the purchase of plant,
equipment, and software, let alone to increase borrowing to make these possibl 1
no matter how far interest rates came down. Between 2000 and 2004, private firm
eliminated 1 .97 million jobs. In the same interval, the average annual growth
non-housing investment remained below that of 2000. Having risen sharply to hel :
power the investment boom of the second half of the 1990s, average annu 1
borrowing by non-financial corporations as a percentage of GDP dropped precip•
itously, from just under 4 per cent between 1996 and 2000 to just over 1 per c n
between 2000 and 2004. Nor could. the Fed look to exports to drive the recovery i
a world economy reeling from the collapse of US demand and heavily depend n
upon the recovery of the US market to regain its own momentum. Even by 2004,
real exports of US goods and services were still just 2.2 per cent above where th
had been in 2000, whereas real imports of goods and services were 16.5 per
above that level.
·

·
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its level of 2000. In order to stimulate the economy, the Fed had little choice
therefore but to revert to-or, more precisely, continue with-the 'asset-price
Keynesianism' it had been implementing since the second half of the 1990s. But this
itself posed a problem: because of the collapse of the stock market in 2000-1, the
Fed could not fall back, as it had during the previous decade, upon pumping up
corporate equities to spur not only corporate borrowing and thereby corporate
investment, but also household borrowing and thereby household consumption. It
had to seek instead to force down mortgage rates and inflate the value of residen
tial housing so as facilitate stepped up household borrowing and, in that way,
amplify personal consumption. Thanks in large part to the Fed's actions, long-term
borrowing costs did fall significantly and housing prices did rise precipitously.
Between June 2000 and June 2003, the interest rate on 30-year fixed mortgages fell
from 8.29 per cent to 5.23 per cent, a total of 37 per cent. Between 2000 and 2004,
housing prices rose, in real terms (adjusted by the consumer price index) at the
average annual rate of 6.3 per cent, compared to minus 0.6 per cent between 1990
and 1994 (which also encompassed a recession year plus three years of recovery)
and just 2.7 per cent in the boom years between 1995 and 2000_43 These changes
together laid the basis for the cyclical upturn.
While the Fed implemented its stimulus by way of the wealth effect of rising
real-estate values, the George Bush Jr administration added what had the appear
ance of a major fiscal stimulus modelled after that of Ronald Reagan, forcing
through Congress enormous cuts in taxation and substantial increases in military
spending. But these measures were less potent than they appeared. Since most of
the reduction in taxation was accounted for by a decrease in the levy on divi
dends, it benefited the very rich almost exclusively. Its effect was therefore more
to increase the purchase of financial assets than to boost expenditures on con
sumption, or aggregate demand. Then, too, the fact that tax cuts at the federal
level had the effect of reducing revenue to money-strapped state governments,
forcing them to cut back on spending and in some cases to increase taxation, coun
teracted much, though not all, of what stimulus they did impart. Military
spending amounted to more than three-quarters of the increase in federal expen
ditures between 2000 and 2004, and did help the economy stay afloat. Even so, i t
accounted for just 1.1 per cent of the total 9.3 per cent increase in real GDP that
took place during that four-year period. With the economy falling into recession,
traditional Keynesian policies were no doubt in order, and the Bush administra
tion's spending increases and revenue reductions did bring about a gigantic shift
from a hefty federal budget surplus of 3 per cent of GDP in 2000 to a major federal
budget deficit of 3.2 per cent of GDP in 2004. But, because they were aimed less
to stimulate the economy than to achieve the particular political goals of building
up the military and redistributing income to the rich from everyone else, they
proved only minimally effective in aiding the economy's revival. The economy
would have to continue to rely mainly, as it had been doing since the later 1990s,
on asset-price Keynesianism.
Households did assume the vanguard role assigned to them. Between 2000 and
43
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2004, they took advantage of rocketing housing values and falling interest rates to
raise their annual borrowing as a percentage of personal disposable income to an
unheard of 11.8 per cent.44 This was more than double its level at the peak of the
equity price bubble in 2000, and almost 20 per cent higher than the previous record,
set in 1985. (See p. 317, Figure 15.9.) On this foundation, real personal consumption
expenditures, increasing at an average annual rate of 3.0 per cent, drove the cyclical
upturn and accounted for all the growth of GDP that took place in those four years
(See p. 318, Table 15.8.)
Thanks to the huge subsidy to consumption that derived from sharply declining
interest rates and the wealth effect of rising residential real estate prices, along with
the failure of the dollar to fall all that much, during the first half-decade of the
twenty-first century the US economy ended up following a paradoxical and dis
torted two-track trajectory that had its origins in the last half decade of the twentieth
century. The manufacturing sector and related industries experienced a profound
contraction, once the stimulus to investment and consumption that had been pro
vided between 1995 and 2000 by the wealth effect of the stock-market bubble ceased
to counter the effect of the fall in the manufacturing profit rate. In sharp contrast,
due to the rise of housing values, much of the economy outside manufacturing
continued to do well. This was especially true of those industries able to respond
to the uninterrupted rise of debt-driven consumer spending or to take advantage
of falling costs of borrowing or to profit from the build-up of wealth in the form of
residential real estate, or to gain from a still relatively high currency. Benefiting
from the historically unprecedented ascent in the demand for homes, the construc·
lion industry continued to enjoy a record-smashing boom that by 2005 had lasted
more than a decade. Retail trade, fuelled by the unbroken rise in private consump
t i on expenditures, also did remarkably well, its real output increasing by 25 per
cent in just the four years between 2000 and 2004 and its profits amplified by fast
rising imports, especially from China, themselves puffed up by the undervalued
exchange rate of the Chinese currency. Similarly, hotels and restaurants enjoyed
ongoing prosperity. Finally, the health services sector continued the meteoric ascent
that had begun as long ago as the later 1980s. In the face of the default of manufa
turing, it was these industries, plus finance along with real estate, that were mainly
responsible for the growth of employment, output, and profits in the real economy
throughout the recovery that began at the end of 2001.
The rise of the financial sector had of course already assumed revolutionary pr
portions and had redrawn the map of the US economy over the course of the 1990 .
Amazingly, during the opening years of the new century, the collapse of stock pri
and ensuing recession failed to hold it back. On the contrary, the red-hot housin
market replaced the equity market and households replaced corporations as ge n t•
ators of business. Less than zero real short term interest rates between mid 2001 ncl
mid 2004, ensured by the Fed, did the rest. By piling up profits in mortgage-r 1 t
business, as well as in bond trading and underwriting, banks and securities fi rm
were thus able to prosper to an extraordinary degree, even il). the face of sl w
growth and the huge decline in corporate borrowing. With th F d ff t i v ly gua
anteeing for an extended pe ri od that i t wou l d not r is i n t rest rat - nd t h n, w h
p •d t w h l h i t w
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Figure 1 5.9. U S borrowi ng by sector a s a per cent of GDP, 1 9 60-2005.
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Source: FRB Flow of Funds, Table 0.2. Nate: Negative number represents surplus.

or no risk, simply by borrowing short cheap and lending long dear. Between 2000
and 2004, commercial banks' rate of return on equities and assets actually rose above
their record levels of the 1990s, and profits for the financial sector as a whole
ascended with them (see p. 298, Table 15.7). Indeed, as the non-financial economy
languished through 2003, the growth of financial profits far outran non-financial
profits and came temporarily to constitute, according to Morgan Stanley, (after the
payment of interest) something like 50 per cent of total corporate profits.45
A Self-limiting Trajectory

The Fed's tum to ever-easier credit brought a semblance of order to t h
in much the way it had intended. Between 2000 and 2004 , the U p rivat bus i n ss
sector, in the midst of a titanic process of retrenchment in aid of p rofi ts, ould
contribute precious little to the increase of aggregate demand and thereby economic
growth by way of employment, non-residential investment, aggregate real com
pensation, and net exports. What therefore ultimately proved indispensable in
driving the cyclical upturn that began in November 2001 was the ability of the
wealth effect of the rapid rise in housing prices, incited by the Fed, to take over
from the wealth effect of the equity price bubble of the later 1990s in providing the
demand to push the economy forward. Economic growth in the opening years of
the new millennium thus continued to follow the same asset-price-, wealth-rather
than-income-, driven trajectory that it had pursued in the closing years of the old
:_
one. But it did so, as between 1995 and 2000, by means of-and at the cost of..
45 St�v ' Galbraith et a!., 'Bank of America' and 'Fading Fog' in Morgan Stanley US and the Americas
low •l m nt l�o� r h, 2 1 )w1 • 2001 nd 2 1 •pt n1b r 2003 r sp t iv l y .
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Table 1 5.8. Consum ption d riven growth.

GOP (Annual per cent change)

2001
0.8

2002
1 .6

2003
2.7

2004
4.2

2005
3.5

Total
1 2.8

Percentage points of GOP
growth accounted for by:
N an residentia l lnvestment

1.7

1 .9

2.1

2.7

2.5

1 0.9

-0.5

-1.1

0.1

0.9

0.9

0.3

0.0

0.2

0.4

0.6

0.4

1 .6

Inventories

-0.9

0.4

0.1

0.4

-0.3

-0.4

Net exports of goods and services

-0.2

-0.7
0.8

-0.5

-2.4 .

0.5

-0.7
0.4

-0.3

0.6

0.3

2.7

0.2

0.3

0.4

0.3

0.1

1 .2

Personal consumption expenditures
Residential investment

Government consumption expenditures
and gross investment
- Na�onal defence

Source: BEA NIPA. Note: negative numbers indicate per cent GOP growth reduced by, just os positive numbers i ndicate per cent GOP growth
increased by.

inflating financial asset bubbles and inviting economic imbalances that threatened '
',
its very capacity to sustain itself.
As shareholders accumulated wealth by way of the rapid stock market rise
the second half of the 1990s, they were able to demand more expensive houses fast
than could be supplied, detonating the rise of real estate values. As their hou
prices increased, homeowners were enabled to pay ever-increasing sums for th i
residences, on the assumption that housing values would continue upwards, in th
same way as had equity prices. When the stock market crashed and the N w
Economy boom came to an end in 2000-1, not just the Fed's record interest-rat
reductions, but also a major transfer of funds from the equity to the housing mark t1
kept the game going. Like the stock-market bubble, the real-estate bubble fed up
itself, and increasingly so, with increased borrowing facilitated by rising pap
wealth and easy credit making for greater housing demand and still higher r
estate values, which provided the collateral for still more borrowing making f
more demand and higher housing prices, and so on.46
Between 1995 and 1999, as household wealth (on an annualized basis) in the forn
of equities (including mutual funds) rocketed from $5.3 to $12.05 trillion, hou
hold wealth in the form of real estate also rose briskly, though somewhat m
modestly, from $8 trillion to $12.5 trillion. Between 1999 and 2002, as househ I
equity values tumbled by almost fifty per cent to $7.3 trillion, household real est te
continued to rise in value to $13.7 trillion, going a significant distance to comp n•
sate for the stock- market decline. Over the next two and a half years, househ I
residential wealth exploded upwards, increasing by more than 30 per cent t o $ 1 8.
trillion in the middle of 2005, dwarfing household equity wealth w h i h ont i n ue
to languish at just under $10 trillion. In just the four years betw en 2000 a n d 20 tc
•
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household wealth in the form of real estate increased by more than 50 per cent, and
by mid-2005 it was more than 80 per cent greater than household wealth in the form
of equitiesY (See p. 320, Figure 15.10.)
On the basis of this huge on-paper appreciation of the value of their residences,
households were able to withdraw dramatically increased funds from their home
equity-by selling their houses at prices surpassing their mortgage debt, buying
new ones, and still having cash left over; by refinancing and increasing the size of
their existing mortgages, extracting cash in the process; and by taking out new home
equity loans in the form either of second mortgages or lines of credit. If one adds
these three sources together, households were able to raise, by way of mortgage
equity withdrawals, the astounding sums of $492 billion, $693 billion, and $734
billion dollars respectively, in the first three years of the recovery, 2002, 2003, and
2004. The increase in mortgage equity withdrawals during this period, between 2001
and 2004, at $373 billion, actually outdistanced the increase in private sector dis
bursements on wages and salaries (that is, excluding benefits), at $321 billion. In
the first quarter of 2005, mortgage equity withdrawals, at $794 billion on an annu
alized basis, amounted to no less than 9 per cent of personal disposable income (see
p. 321, Figure 15.11). According to the Federal Reserve, households use roughly
fifty per cent of their mortgage equity withdrawals to finance consumer expendi
tures. All told, taking also into account residential investment and purchases of
home
furnishings, as well as mortgage equity withdrawals, housing accounted for an
astonishing 27.1 per cent of total GDP growth between 2000 and the middle of 2005.
By virtue of housing's contribution during this interval, the average annual growth
of GDP, which would without it have been 1.7 per cent, reached 2 .4 per cent.48 (See
p. 322, Figure 15.12.)
Nevertheless, it is hard to see how housing's huge subsidy to the economic
expansion can long sustain itself. This is for the same reason that record borrowing
against rising equities leading to stepped-up investment and consumption during
the later 1990s was bound, sooner rather than later, to fall back sharply: that is, res
idential real estate had entered a bubble. Throughout the postwar period, betwe n
1950 and 1995, house prices grew at approximately the same rat as i n fl a t ion, t hat
is, the consumer price index. This was no less true during the great postwar boom
than in the long downturn that followed. But between 1995 and the m i d d l of 200
house prices rose by more than 45 per cent after taking inflation into accou nt. This
historically unprecedented rapid rise in house prices has generated $5 trillion in
housing wealth more than would have been created had housing values risen at
the same rate as the consumer price index. A sizeable part of the latter should there
fore most probably be considered bubble-generated, and thus subject to
disappearance via a housing price correction.49
,

48 The figures on mortgage equity withdrawals were provided by the Federal Reserve Board.
Econ omy.com calculated the contribution of housing to GDP growth, based on simulation results using its
macroeconomic model system. I wish to thank Mark Zandi, chief economist at Economy.com, for kindly
making both sets of data available to me. See M. Zandi, 'Through the Roof', Regional Financial Review,
Nov •or•ber-D ecember 2004, p. 1 6 and note 2.
49 0. 1 3 k r, 'Th Housing Bubble Fact Sheet', Center for Economic Poli cy Research, July 2005, CEPR
W bMi t ,
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Figure 1 5. 1 0. U S household wea lth : equities versus rea l estate,

1 99 0-2005.
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The growth of housing prices compared to that of housing rentals points in th
same d irection. One would expect these to be the same, since, all else being equal,
housing values a re merely capitalized rentals. Nevertheless, between 1997 and 2002
the increase of rental prices was already falling behind that of housing prices, and
by mid-2005, the ratio of house prices to house rents was 35 per cent above i t
average level between 1975 and 2000. Put another way, between 1997 and 200r::,
housing prices increased by 51 percentage points more than did rental prices, a
entirely unprecedented divergence. This is a clear indication that housing pric s
are not being driven up by fundamentals-such as rising incomes, populati
growth, or a change in consumer preference in favour of housing-which woul
equally affect rental and housing prices, but by what is in essence speculation. Th
people are increasingly buying houses for the purpose of reselling them at a pr fi 1
or because they expect their values to keep rising, is indicated by the fact that ov
the last year or two a rapidly rising percentage of house purchases were finan
by way of exotic mortgages, requiring zero or negative equity and/ or delay
balloon interest payments. According to a study by the National Association
Realtors, one quarter of all houses bought in 2004 were for investment, not own
occupation, and the proportion was no doubt higher in 2005.50
Sooner or later the price of residential real estate must be brought into l i n wit h
rental prices, and this must happen either b y way of a rise in rents o r a fal l in pri
D. Baker and D. Rosnick, 'Will a Bursting Bubble Trouble Bernanke? The Eviden e for H uD
50
Bubble', Center for Economic P l i y Res arch, Nov mb r 2005, esp ially p. 7, F i g u r· '1, EPR w b�lt ; ' l1ll
Want to Buy? lob IT- lou� • Pric �·. Tlw Econmn/�1, .� M r h 200!1; S. -�,· h t i l, ' I lou�h1 fl l'lh1); W i l l i ! v
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Figure 1 5.1 1 . US mortgage equity withdrawals, 1 99 1 -2005 .
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or a combination of the two. Were the adjustment to take place entirely by way of
the former, rents would have to rise by about one-third. This would make for
stepped up inflation of one per cent per year on the best case assumption that it
could be spread out over five years. On the other hand, were the adjustment to take
place entirely by way of the decline in home prices, the value of residential real
estate would have to drop by 25 per cent, or $6 trillion. Since, according to the
Federal Reserve, consumption is driven down at the rate of four to six per cent for
every dollar of housing price decline, this would imply a $325 billion decline in con
sumption, which translates into a decrease of GDP growth by 2.6 per cent, a serious
blow to the economy even were it to take place over several years. Put another way,
were rents to continue to· rise at their current annual pace of about 2.5 per cent,
house prices would need to remain flat for more than ten years to bring the ratio
of house prices to rents back to its long-term norm.51
The propensity of homeowners to borrow, in order to buy a home or for any
other purpose, seems likely to decline under any circumstances. The equity held by
households in their homes has fallen sharply as a percentage of their houses' value.
Meanwhile, in 2005, their debt smashed all records, reaching 120 per cent of per
sonal disposable income, 25 per cent higher than it was as recently as 2000, while
their interest payments as a percentage of personal disposable income also hit an
all-time high. Many US households apparently believe that the appreciation of their
houses' values is doing their saving for them, in the same way that they previously
51
52
th
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Figure 1 5.1 2. Contribution of housing to GOP g rowth, 200 1 -05.
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thought the increase in prices of their equities was. As a consequence, in 2005, th·
US p erson al savings rate fell to minus 0.5 per cent, the lowest since the Great
Depression. Should there be any palpable reversal in the trend in house prices,
households might very well rapidly reduce their consumption to compensate, in
which case the savings rate would shoot up, making for a devastating blow to aggre·
gate demand.52
By pumping up the wealth effect of rising residential real estate values and in
that way stimulating consumer spending, the Fed not only catalyzed the US cyclical
upturn, but also coaxed the rest of the world economy from its slump. The no •
dive of the US economy in 2000-1 was of major proportions and its comeback
belated, with the consequence that real goods imports actually dropped by 3.2 p r
cent in 2001 and rose by just 3.6 per cent in 2002, driving the world economy int
recession and keeping it there. Between 2000 and 2003, the average annual growt l
o f world GDP and real merchandise exports was limited to 1.7 per cent and 3.0 p r
cent respectively, compared to 3.2 per cent and 7.0 per cent respectively betw n
1995 and 2000.53
It was only as the US economy finally accelerated from the latter part of 2003 an
especially 2004, with signal assistance from the wealth effect of housing, th a t S
imports once again grew substantially, and it was only from that junctu re that S
purchases once again detonated an export-driven cyclical recovery through o u t t h
world economy, though with less force than during the later 1 990s. O f cou r f r it
part, the rest of the world was unwilling or unable to rely on d bt to subsid iz
demand and thereby spur the growth of DI t o any t h i ng l i k t h same t ·'nt s t h
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US. Due, moreover, to the pervasive tum to austerity o f the previous two decades,
other countries had become increasingly dependent upon exports to drive growth,
while possessing a lower propensity to import than did the US. The rest of the world
was therefore capable of helping drive US growth (by pulling up US exports) only
after the acceleration of US GDP and import growth had stimulated its own growth
. . . and to a much lesser degree. US exports continued to depend on US imports.
Between 2000 and 2005, the growth of US external deficits thus proved indispen
sable, once again, in keeping the world economy turning over, just as it had between
1980 and 1985 and again between 1995 and 2000, in which intervals borrowing was
also exploding upwards, asset prices were ascending, and manufacturing was
plunging into crisis. Between 1997 and 2000, the current account deficit had increased
in a way that was entirely unprecedented. But between 2001 and 2005, it rose much
further, establishing a historic high every single year and in 2005 arching upward
as a percentage of GDP 50 per cent above its then-record level of 2000. As had been
the case during the first half of the 1980s and second half of the 1990s, it was the
manufacturing trade deficit that did most of the work in propelling the current
account deficit upwards, though it was now joined, to a greater extent than earlier,
by the rising trade deficit in oil. While manufactured exports in nominal terms
increased by 10.6 per cent between 2001 and 2004, manufactured imports soared by
23.7 per cent. The rise of these deficits was rendered all the more alarming because
they took place-by contrast to the parallel increases between 1980 and 1985 and
1995 and 2000-despite a significant decline in the trade-weighted exchange rate of
the dollar, which fell by about 20 per cent between December 2001 and December
2004 (and then came back somewhat in 2005). In fact, between 2000 and 2004, even
as the greenback fell by more than 10 per cent, the US share of the world market in
manufactures, having remained roughly flat at 11-12 per cent for the long interval
between 1987 and 2000, suddenly dropped by a shocking 25 per cent, from 12.1 per
cent to 9 per cent, to its lowest level of the postwar epoch (see p. 326, Figure 15.14).
Competitive pressure on the US manufacturing sector was further intensifying.
As between 1980 and 1985 and again between 1995 and 2000, between 2000 and
2005, it was the increase in the trade deficit with the East Asian export-oriented
manufacturing economies, including Japan, that accounted for the lion's share of
the gargantuan US current account deficit and of its increase. But from around the
turn of the century, the Chinese economy took the lead in-and indeed domi
nated-this movement, as its already spectacular trade-centred developmental
process suddenly assumed strikingly greater dynamism. From the early to mid
1990s through 2000, Chinese trade had already been expanding impressively in the
wake of the country's turn toward the world market, signalled by the famous
southern tour of Deng Xiaoping in spring 1992. In this upward thrust, the turning
point came during the first half of the 1990s, when the government opened the way
for banks to impose a major tightening of credit and producers to reduce surplus
labour in any way they chose, while itself implementing a major devaluation of the
renminbi. Over the course of the decade, China's exports grew at the remarkable
a verage annual rate of 15.6 per cent. Even so, by 2000, China's share of world exports
was still a bit smaller than that of the Southeast Asian Little Tigers taken together.
But from 2000 onw rds, t he h i nese economy took off as never before, its exports
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Figure 1 5. 1 3. US current account balance, 1 980-2005.
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(despite an increase of only 6 per cent in 2001) and reshaping in the process th
commerce of Asia, the US, and indeed the world.
Like that of the Northeast Asian NICs and Southeast Asian Little Tigers, Chines
development derived its extraordinary, and increasing, dynamism from its integra•
tion into the multiple triangle trades and production networks that link them to on
another, to Japan, and to the US. China's nearly endless supply of low-cost wag
labour was, of course, a necessary condition for its spectacular expansion, and pa r•
ticularly its capacity to sustain it. But like its East Asian predecessors, China refus d
to allow its economy to be shaped by comparative advantage-though it of cour
made ample use of its cheap wage labour. On the contrary, it achieved extraordi·
nary growth of GDP and GDP per capita by means of rapid technological advan
that was itself made possible by its ability to assimilate the technological achiev
ments of its more advanced neighbours. Still, in contrast with the NICs, who l i k
their Japanese predecessors tightly controlled foreign direct investment in stati t
and mercantilist fashion, China-in this respect more like the Little Tigers
Southeast Asia-enabled its epoch-making growth of trade by welcoming a h u
influx of foreign-owned companies, itself facilitated b y an enormous flood
foreign investment. Like all its East Asian predecessors, China has thus clim b
quickly up the technological ladder by means of the import of ever more sop h i t •
cated capital and intermediate goods from elsewhere in East Asia-particu larly t : h
NICs and Japan-which has enabled it to export ever more. sophisticated cons u - ·
goods, above all to the US, and in this way to pay for its i m ports. B u t, fo l l ow i n
the footsteps of the Little Tigers o f S u t h ast Asia, i t has d p n d d i n this pr
of trade-centr d grow t h nd-t
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which have continued to raise their own technological l v l by t l
sloughing off their lower-end, more labour-using, industries to h i n .
foreign firms had come to account for no less than one third of Chines
turing output and 55-60 per cent of its exports.
Like its East Asian predecessors, China has, throughout its initial stage of export
oriented growth, focused on the overseas sale oflabour-intensive goods like footwear,
toys, apparel and sporting goods. But, by relying on foreign-owned firms, especially
from Taiwan, China has quickly become a major exporter of high-tech products, con
sumer electronics and especially what is called information technology hardware
-computers and the like. Taiwanese firms led the way in producing for export from
China computer peripherals such as power supply units, keyboards, and mice in the
early 1990s, moved up to PCs in the mid 1990s, progressed to laptops in the later
1990s, and of late are making liquid crystal displays. Speaking generally, the higher
the technological content of the good, the higher the proportion of exports that foreign
firms control, and this trend has only intensified. As Chinese exports of industrial
machinery were growing twenty-fold in real terms between 1993 and 2003, foreign
owned firms increased their share of the total from 35 per cent to 79 per cent. Over
the same period, exports of computer equipment rose from $716 rnillon to $41 billion,
and the share of foreign-owned firms rose from 74 per cent to 92 per cent. All told,
by 2002, foreign-owned firms had become responsible for no less than 85 per cent of
total exports classified by the Chinese government as high-tech-including pharma
ceuticals, aircraft and aerospace, electronics, telecommunications, and medical
equipment-up from 74 per cent in 1998. On this basis, by 2002-03 China had passed
Japan and the NICs as the largest exporter of high-tech products into the US.54
It may be reasonably asked to what extent such a form of expansion of trade,
however spectacular, can bring about all-around development in China, given its
control by foreign companies. But, there can be no question whatsoever that it has,
in a very short time, made China an enormous power in the world market. In the
process, following in the footsteps of its East Asian predecessors, China has become
a major contributor to the expansion of the US current account deficit and a key
perpetuator of over-capacity in international manufacturing. In the brief period
2000-2004, Chinese imports into the US doubled, from $100 billion to $197 billion.
In so doing, they increased their share of the US import market in manufactures
from 9.6 per cent to 16.3 per cent and accounted for about two-thirds of the increase
in the US manufacturing trade deficit during the interval. It is true that the increase
in China's share of the US import market also appears to have been largely respon
sible for the 3 per cent decrease of the share taken by the Northeast Asian NICs and
Southeast Asian Little Tigers taken together in this interval, as well as some part of
the simultaneous 3 per cent decrease in the share of the Japanese. It is true as well
that the trade of China by itself was responsible for virtually all of the increase in
For this and the previous paragraph I am endebted to, N. R. Lardy, 'The Economic Rise of China: Threat
Opportunity?', in Federal Reserve Bank of Cleveland, Economic Commentary, 1 August 2003 (available
online); N. R. Lardy, 'The Economic Future of China', in Asia Society, Resources, 2005 (available online);
N. R. Lardy, 'Trade Liberalization and its Role in Chinese Economic Growth', International Monetary Fund,
'14-1 6 November 2003 (available online); G. J. Gilboy, 'The Myth Behind China's Miracle', Foreign Affairs,
jul y- Aug u t 200�. f. A. I n, 'Imbalances of the World Economy,' New Left Review, no. 34, July-August 2005.
'US M nuf Ill M lm1 ort• f rom Ind ividual Countries' in 'Aggregate Foreign Trade Data, Foreign
Tr d H ghl hlJ', 11 fll!tl nf 'l'r d nd E onorni A na lys is w bsite.
54
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Figure 1 5.14. Shares of world ma rket in m a nufactu res, 1 9 70-2004 .
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the US manufacturing trade and current account deficits accounted for by the Ea ·
Asian economies, including Japan, during that period. But it would be quite mi
leading to interpret these developments as a zero-sum game.55
Between 2000 and 2004, Japan reduced the share of its total exports going to th r
US by 7 per cent. But it simultaneously increased the share of its exports goin Q
China by 6 per cent. The Northeast Asian NICs were doing something sim i l ,
Meanwhile, foreign direct investment into China was averaging $53 billion
annum. This sum was greater than that for any other country in the world ex
the US, and the NICs and Japan were responsible for the greater part of it.56 Wh '
was thus taking place was a still further deepening of East Asian economic int g
tion, with Japan and the NICs stepping up their exports of high-technology cap t
and intermediate goods to China, there to be processed, often by firms from t h
places, and sent on to the US. The shrinkage of Japanese and NIC exports to t h U
thus represents, to a large degree, their reorientation to China so as to better nt 1
if indirectly, the US market-as well, of course, as the domestic market of hin
itself. It goes a good way, moreover, toward explaining the remarkable d yn m
of China's exports in general and their rapid penetration of the US mark t i n
ticular. When the US economy gained momentum in 2004, the NICs and J p
coming back far more slowly from the international recession of 2001 than t h
from the international crisis of 1997-98, finally expanded with some v ig
they did so far less by raising their exports to the US-which for bot h J
the NICs remained below their levels of 2000-than by stepp ing up t h i r
•
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sales and foreign direct investment in China. I t was China's exports t o the US, not
their own, that took off, but this enabled the NICs' and Japan's commerce and
foreign direct investment to grow with them.57
Between 2000 and 2004, China, having doubled its share of the world market in
manufacturing exports during the previous decade, doubled it again in less than half
the time. This was, of course, the same interval in which the US share was suddenly
sinking by 25 per cent, and it would be surprising indeed if these developments were
unrelated to one another. They manifest the increasing power of a Chinese export
machine that has leapt ahead by focusing the energies and capacities of the more
advanced East Asian economies upon itself. But that export machine, and the East
Asian economies that increasingly both drive it and rely upon it, remains as
dependent as ever upon a US market that, for almost a decade, has itself gone
forward mainly via borrowing and bubbles and, during the past five years, heavily
courtesy of the historic surge of housing prices. 58 (See p. 326, Figure 15.14.)
The prodigious rise of the US current account deficit between 2000 and 2005
depended of course on the willingness of the rest of the world to finance it. During
the first half of the 1 980s, when real interest rates on US Treasury Bonds soared to
historic heights, and during the second half of the 1990s, when the New Economy
seemed to offer unprecedented possibilities to prosper both in physical and paper
assets, the rest of the world was generally happy to do so. In the latter period,
investors from overseas made huge direct investments in the US and bought up
enormous quantities of corporate equities and corporate bonds in expectation of
endless profits. In so doing, they amplified the equity price bubble and its resulting
wealth effect, while keeping the exchange rate of the dollar going up. In that way,
without necessarily intending it, they also helped enable their own countries'
exports to the US to continue to increase and their own economies to continue to
grow. However, following the crash of the stock market and the descent of the US
economy into recession in 2000-1, private investors from the rest of the world came
to find US assets ever less attractive, especially stocks and direct investments. In
the years 1999-2001 inclusive, annual purchases of equities and direct investments
in the US by the rest of the world averaged $142 billion and $286 billion dollars
respectively. But for 2002-04 inclusive, the analogous figures were just $49.5 billion
and $79.5 billion dollars respectively. Indicative of the same trend, in the latter three
years, US purchases of the rest of the world's equities and direct investment abroad
outran by significant amounts the rest of the world's purchases of US equities and
its foreign investment in the US.59
As the current account deficit has risen ever higher, downward pressure on the
58 The dependence, direct and indirect, of Chinese exports on the US market was apparently
confirmed in 2001, when the US recession and the ensuing collapse of imports were accompanied by a star
t l i ng reduction in the growth of Chinese exports, from an annual average of nearly 16 per cent between 1990
and 2000 to just 6 per cent. But noting this is no substitute for an analysis of the deeper sources of Chinese
economic growth-as opposed merely to the growth of its exports-which I do not pretend to offer here.
I'RB, Flow of F11nds, Table F.l07, Res t of the World.
59
60
Cent ra l bank inter st t·at s in the US that have risen higher than in Europe and thus attract invest
men ts in do l la t··d n 1111111 t •d Tt·ca"'"·ies are no doubt largely responsible for preventing this. It is also true
I hot S ,I P ond pru� l u ·llvlly 1\I'UWt h In t ht• 1 aRt sev raJ years has been higher than in Euroland. TMF, Global
l "lollltcfnl Slali/1/I.V /(�Jilll'/, foltiJliPillhPI' �Oil�, 1'1'· l h· l �. Sti l l . it i" not I ar thai t h IaUer has actually helped t he
loll 1', Nit ,.� lh f I• IIIII'. IIYhh•lll'll ill� I I HII"h H11 1'1l l to 11 (<l!' nth •r fmt•l[\11) 1 l'iv lt• mnn •y hnN f lowed In in
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greenback has thus become more intense, leading to a fall in the exchange rate of
the US currency against the euro by about one-third between the end of 2001 and
the end of 2005 (including a dollar recovery against the euro of more than 10 per
cent in 2005). Since the US trade deficit with the Euro-economies rose by more than
70 per cent during that interval despite the euro's revaluation, it is not self-evident
how the dollar can avoid falling further.60 Were the dollar's decline to become more
severe, the Federal Reserve could be faced with an excruciating choice: either let
the currency drop and invite a wholesale liquidation of US properties by foreign
investors that would risk an asset price crash, or raise interest rates to defend the
currency and possibly set off a new recession.
In fact, through the end of 2005, the overall decline in the dollar's trade-weighted
exchange rate was held to a (still substantial) 12 per cent, because it took place to
such a great extent against the euro and to a relatively limited extent against the cur
rencies of East Asia. This was the case even though the US trade and current account
deficits emerged to such a large degree out of the commerce with East Asia. The
dollar held up against East Asian currencies for the straightforward reason that East
Asian governments led by Japan and China, but also prominently including the
smaller economies of Korea, Taiwan, and Hong Kong, in order to sustain their coun•
tries' exports to the US, entered the international currency market, while devoting
an overwhelming proportion of their mounting external surpluses to the purchas
of dollar-denominated assets, so as to hold down the exchange rate of their curren·
cies against the dollar. Since the demand of overseas private investors for US asset
could no longer be counted on to finance the US current account deficit and thereby
sustain the exchange rate of the dollar, East Asian governments sought to fill th
g ap .in order to make surethat the US market would continue to drive their export•
oriented economies. In 2003, East Asian governments increased their dollar reserv n
by $485 billion and in that way covered no less than 90 per cent of the $530 billi 11
US current account deficit. In 2004, they acquired another $465 billion in dolla
reserves and thereby financed roughly 75 per cent of the US's $670 billion doll •
current account deficit. By increasing its dollar reserves to the extent it did, th
Chinese central bank played a significant part in enabling the US economy to abs l'
a 57 per cent, $70 billion, increase in exports from China in those two years. 61
The huge acquisitions of dollar-denominated assets by East Asian central ba n k
not only prevented the U S dollar from falling, but kept the U S recovery on tra
by covering the great bulk of the Bush administration's growing federal deficit a nd.
in that way keeping the cost of US borrowing artificially low. Between 2000 a ncl
equities or direct investment in the US, especially on a net basis. As a consequence, it is not evident how
the marginally greater return on US government bonds can outweigh the apparent risk of dollar d v lu •
tion and keep money flowing into the US.
61 These figures for foreign dollar holdings are significantly higher than those to be found in th Dt n•
dard US Treasury reports. The latter understate central banks' buying of Treasuries from the US, b IUD
much of this is accounted for by private parties serving as agents for the central banks.

The act ua l l ncre

in centralbanks' dollar-denominated reserves can be accurately determined, because they a re r port d ann •
ally by the central banks to the Bank for Internationa l ettlem nts. See N. R ubini and 1 3. S ts r, ' Wil l
Bretton Woods 2 Regime Unravel Soon? The Risk of Ha,·d Landing in 2005-2006', New Yo,·k U 11 l v I ¥•
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2004, as the US federal budget balance fell from 3 per cent of GDP in the black to
3.2 per cent of GDP in the red, overall holdings of US Treasury bonds increased by
about $960 billion. Yet private parties in the US not only failed to make any net pur
chases of these Treasuries, but actually slightly reduced their Treasury holdings in
this period. The Federal Reserve and state and local governments did account for
almost one-third of this increase in Treasury holdings. But the rest of the world
accounted for slightly more than two-thirds, and East Asian central banks were
responsible for the great bulk of the latter. East Asian central banks' enormous
subsidy to demand for Treasuries held down US interest rates-by exactly how
much is disputed-and thereby enabled the housing market to continue to explode
upward and US households to play their assigned part in driving consumption and
thereby economic growth.62 By helping so mightily to close the financing gaps
resulting from the US current account and federal budget deficits, East Asian central
banks enabled the Fed and the Bush administration to pursue hyper-expansionary
policies so as to stoke a recovery that, in the absence of their intervention, would
have almost certainly come to grief due to rising costs of borrowing and a declining
currency l eading to plummeting asset prices.
Nevertheless, the longer East Asian central banks, and in particular that of China,
fund the greater part of the US current account deficit, the longer the dollar will stay
artificially high and US interest rates artificially low, the larger will be US manufac
turing imports from East Asia, and the higher will the US cunent account deficit
climb. In 2005, the latter rose from 5.7 per cent to 6.5 per cent of GDP to set still
another record. But given the rising costs it is imposing, it is difficult to see how this
syndrome can long be sustained. It requires the East Asian central banks, above all
that of China, to count on ever larger future losses by way of the devaluation of their
enormous dollar-denominated reserves when the US currency is finally allowed to
fall, just as the Japanese had to do between 1985 and 1995. It compels the Chinese
to risk the build-up of ever greater internal inflationary pressures as they inject
money into the domestic economy in order to buy up the dollars that are derived
from both export surpluses and speculative dollar inflows betting on a revaluation
of the currency. Perhaps most threatening to stability and growth in the short-to
medium run, as a consequence of the growth of the money supply and the flooding
in of funds from overseas, it leads China to sustain ever greater asset price bubbles,
the deflation of which could seriously threaten the real economy. At the same time,
by virtue of the reduced US interest rates and high dollar that this syndrome per
petuates, it induces the US economy not only to rely for much of the force behind
its expansion on debt-based consumption that is dependent in turn on a real estate
bubble that can have only a restricted duration, but also to direct its resources toward
speculation in financial assets rather than investment in plant, equipment, and soft
ware, even as it continues to sustain the erosion of the US manufacturing trade
balance and simultaneously its manufacturing productive base. It need hardly be
mentioned that a not dissimilar combination of forces brought crash and recession
to the world only a few years ago.
At this !at da t , it is not easy to see how a break from this syndrome can be
a
om 1 1 i h
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o >d deal of pain. The US government, under growing pres62
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sure from an increasingly protectionist Congress, is demanding that China revalu
its currency. But the US must be careful what it wishes for. For if China allows th
renminbi to rise to any great extent by significantly reducing its purchases of dollal"
denominated assets, particularly Treasuries, it is difficult to see how US interest rates
can fail to rise and how US asset prices across the board-from government and
corporate bonds to corporate equities to residential real estate-can fail to fall, riskin
a new descent into recession.63 For its part, the Chinese government is well awar
that were it to allow any significant (upward) flexibility in the currency, it would
risk, as did much of East Asia from 1995, having to cope with a devastating combi•
nation of massive inflows of foreign portfolio capital leading to enormous asset pric
bubbles and declining manufacturing competitiveness, profitability and exports-.
'
in other words a replay of the East Asian financial crisis of 1997-98.64 In fact, due t
what appear to be irreversible political proclivities on the part of both the US an
the Chinese, inertia seems likely to prevail everywhere-with China seeking t
sustain export-led growth by continuing to finance the US external deficit so as tQ ,
avoid the wrench of reorienting its dynamic manufacturing economy toward t
home market, and with the US seeking to sustain debt-led expansion by leaving th :·
renminbi as it is and continuing to welcome large-scale inflows of Chinese credit
as to avoid the wrench of reducing consumption growth to balance its books. It l: ·
therefore difficult to see how one or another form of financial shock can be avoid·
in the not so distant future . . . unless the US economy can suddenly find intern
sources of radically increased dynamism.
·

·

•

A Weak and Hesitant Expansion
The economic stimulus unleashed by US governmental authorities and buttres
by the East Asian central banks between the start of 2001 and the present-featurin
negative real short term interest rates for more than three years and historic fed r '
deficits, supplemented by a significant (if partially limited) devaluation of tl ;·
dollar-was the greatest in US history. Nevertheless, despite the huge boost t
demand, the cyclical recovery remains problematic, its future uncertain. In 200 J
2002, and 2003, the economy struggled, increasing at an average annual rate of j'U
1.7 per cent, despite an enormous lift in 2003 from the Bush administration's t
rebate and a sharp rise in military spending resulting from the Iraq War. In 2 ·
and 2005 , GDP growth did jump to 4.2 per cent and 3.5 per cent respectively, .
the economy performed well all around. The fact remains that GDP growth durin
the first five years of this business cycle (2001-2005 inclusive), at 2.56 per cent
annum, was as slow, or slower, than in any other comparable interval going b
to 1950.65
The weakness of US economic performance between 2000 and 2005 was mirr
moreover, across the advanced capitalist world. In fact, in the US, Japan, German 1
63 This leaves out of account the damage that would be done by renminbi appreciation to US
tions in China exporting back into the US market.
64 It is true that, in contrast to most of the East Asian economies of the 1990s, China has not op nc
its markets in financial capital, so retains a trump card that those economies lacked. t i l l, it is n t h
have rules restricting foreign financial inflows and outfl ws; it w o u ld b anothe1· t h ing a t u� l ly to prav
these, under the pressure that: woul I lm st e1-ta i n l y em rge if the ,. nmlnbl w •ro to b, dlow d t r\1
financial a Is t ok off w i t h it.
65 B tw n '1 9VO ond '19 � US �DP lll'l lWlh w • vlrlu lly th M m • I lw 11 2000 t1d 200• .
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and the Euro-15, the average annual growth of GDP, GDP per person employed, the
capital stock, and real wages, as well as the level of the unemployment rate, were,
in virtually every case, as bad as or worse than during what had hitherto been the
worst half-decade of the postwar epoch, 1990--95. Astonishingly, the advanced cap
italist economies have continued the very extended process of deceleration, business
cycle by business cycle, that has persisted since the 1970s-a process that was
interrupted only in the US during the bubble-driven boom of the second half of the
1990s. Even through the first half-decade of the twenty-first century, the long down
tum thus remained very much alive and well (see p. 240, Table 13.1).66
The objective of the Fed in turning to easy credit and the wealth effect was to
pull the US and the world economy from recession and keep them turning over,
while allowing time to the corporate sector, especially in manufacturing, to work
off its over-capacity, return to health, and resume responsibility for driving the
economy. But even through 2005, the contribution of the private business sector
was still not much to write horne about. Above all, the jobs recovery continued to
be by far the least good of the postwar epoch, total employment having risen a
paltry 1.1 per cent in the three years of cyclical upturn following the cyclical trough
of November 2001, compared to an average of 8.3 per cent for the same interval in
previous postwar business cycles. 67 Only in May-June 2005 did private sector
employment return to its pre-recession peak of January 2001. Annual jobs growth
was in the negative in 2002 and 2003, and much worse than in the 'jobless recovery'
of the early 1990s. Even in 2004 and 2005, at 1.3 per cent per annum, the growth of
employment was still one-third lower than its average for the whole of the eco
nomic expansion between 1990 and 2000, at 2.0 per cent.
To make matters worse, the pattern of job creation offered little evidence that cor
porations at the heart of the economy had finally embarked on an enduring
expansion. As of December 2005, manufacturing employment had sunk to its lowest
level in the postwar era, 3.02 million below its amplitude in July 2000 and 78,000
below that of December 2004. In non-manufacturing, employment had still failed to
come back to its July 2000 level in information, which includes telecommunications
(minus 593,000), transportation and warehousing (minus 44,700), utilities (minus
39,000), and wholesale trade (minus 147,500). For these industries, including manu
facturing, taken together, employment was in December 2005 about 3.936 million
below its July 2000 level. By contrast, employment had risen above its July 2000 level
in retail trade (17,000), construction (45,000), finance, insurance, and real estate
(563,000), and leisure (996,000), along with professional and business services
(620,000) and other services (25,000), as well as health services and education serv
ices (2.411 million). Total jobs growth of 5.285 million in these industries-including
a remarkable 1.988 million or 38 per cent of the total in health services alone-insured
that total private employment would, by December 2005, rise 1.349 million jobs above
its level of July 2000. This amount of employment growth, is without close cornpar66

The only exceptions were with respect to GDP per person employed, where US and Japanese
b It r b tw en 2000 and 2005 than they had been between 1990 and 1995.
Tha11ks to oug l-1 •nwood for t·his alculation.
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ison, the lowest recorded during the first four years of a cyclical upturn in the postwar
epoch. It is, moreover, difficult to see how those industries that have increased
employment can play much of role in sustaining the expansion, since jobs growth in
the retail trade, construction, FIRE, and leisure industries has been heavily bubbl
driven, while that in health services represents the runaway explosion of costs in thi
sector and will therefore more likely hold down than stimulate growth.68
In 2005, largely as a consequence of the historic weakness in employment growth,
aggregate real compensation in the private economy (real compensation p
employee, multiplied by employment) having increased between 2000 and 2005 at
the lowest rate of the postwar epoch-at half the rate recorded between 1980 and
2000-was only 8 per cent higher than in 2000. (See p. 283, Table 15.5.) Meanwhil 1 •
even despite its increasing at an average annual rate of 9 per cent in 2004 and 20051
the growth of real non-residential investment in 2005 was only 4 per cent above i t
level in 2000. As a consequence, the increase of non-residential investment con•
tributed a feeble 0.34 of a percentage point of the total 12.8 percentage point growth
of GDP between 2000 and 2005. To complete the picture, in the same interval, annual ·
net exports (that is, the trade deficit) went a further 60 per cent into the red, reducin ,
total growth of GDP over the period by 2.4 percentage points or 18.4 per cent. (S
p. 318, Table 15.8.)
With the increase in effective demand and thereby GDP growth accounted f
by private business so very weak over the course of the recovery, even if signifi•
cantly better in 2004 and 2005, the economy continued to depend overwhelmingly
on the growth of consumption and residential investment, itself dependent up 11
record household borrowing and dissaving, reliant in turn on rising mortgage equity
w i thdrawals, to keep it going. Over these two years, the growth of private consump•
tion plus residential investment continued to account for 90 per cent of the growtl
of GDP. Meanwhile, from the third quarter of 2003 through the third quarter of 20051
the personal savings rate tumbled from 2.5 per cent to minus 1 .8 per cent. This wa
no doubt made possible by the ascent, during 2004 and the first half of 2005, of mort•
gage equity withdrawals to almost 9 per cent of personal disposable incom ,
Housing accounted for more than one quarter of the growth of GDP. The sali nt
issue of the day thus continued to be whether private business would generate su
ficient investment and jobs growth to keep the economy expanding before the hu
economic stimulus petered out, especially as the Fed continued raising short tern
interest rates and the housing bubble with its wealth effect reached its limit. Thl
appeared all the more pressing in view of the fact that, four full years into the expan•
sion, real long-term interest rates actually fell during 2005, indicating the weaken ing
of aggregate demand and of the economy more generally.
•

Can Profitability Recover and Revive the Economy?
The necessary, if not sufficient, condition for the sustained growth of us- n
global-expenditures on new plant, equipment, and software, as well as produ •
tivity, employment, and GDP is a dramatic and sustained. increase i n th ra t
profit, .the critical missing factor in the expansion o f the 1 990s after 1 995-97, a n
course for the whole period ince t h nd of t h 1 9 0 . Th
f r ftt
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20 per cent below the average for the postw r
ficient to underpin a decisive break from the long d w n t u
economy to support a new long upturn, it must resume, a n d t 1
the impressive ascent of profitability that began in the mid 1 980s b u t
after the mid 1990s, a s the New Economy took off. (See p. 288, Figur
Figure 15.8.)
From the end of the recession in November 2001, the revival of profitability,
though at first quite slow, sharply accelerated in 2003 and, especially, 2004 and 2005.
Nevertheless, because the profit rate had to come back from such a depressed level,
it still had a good distance to go and could well face increasing difficulty in contin
uing its upward movement. After having declined by about 10 per cent between
1997 and 2000 as the boom reached its apex, the rate of profit in the non-financial
corporate sector dived a further 21.3 per cent in the recession of 2001, or a total of
28 per cent between 1997 and 2001, to its lowest level since 1945 (with the single excep
tion of 1980). By mid 2005, the non-financial corporate profit rate had rebounded
impressively, to slightly above its level of 2000. But that still left it at about the average
for the whole of the 1990s business cycle. 69 (See p. 282, Table 15.1; p. 334, Figure
15.15.) The failure of the non-financial corporate profit rate to ascend sufficiently to
motivate firms to raise to a greater extent than they did their expenditures on new
plant, equipment, and software or on increased employment had to have been a
major factor in accounting both for the economy's weak response to the govern
ment's stimulus programme and for the uncertain character of the recovery right
through 2005.
It is a real question, moreover, whether the revival of profitability can be sus
tained. With output and investment growth muted through much of the cyclical
upturn, corporations sought to restore their profit rates primarily by means of
raising productivity and holding down wages. In fact, between 2000 and 2004,
including the recession year 2001, the growth of real output per hour in the private
economy averaged 3.4 per cent, compared to just 2.5 per cent between 1995 and
2000, the years of the 'economic miracle'. As a consequence, some leading economic
analysts, not to mention Fed chair Alan Greenspan, have asserted that the miracle
of productivity growth that never quite materialized in the 1990s is now upon us,
with New Economy technology being implemented more speedily and effectively
than hitherto. By implication, a path to longer term profitability revival and eco
nomic dynamism has been opened up.7°
But such a deduction is premature, to say the least. Its Achilles' heel is obvious:
so far, increases in output per hour have taken place in the face of a sharp reduction
in investment growth, that is, the slower introduction of plant, equipment and soft69
It is evident, moreover, that non-financial corporate profits are over-stated. The underlying corpo
rate profit numbers are gathered not by establishment but by company, which are categorized by the Bureau
of Economic Analysis as either non-financial or financial. But since a number of major companies, such as
GE, GM, and Ford, categorized by the BEA as non-financial, have made in recent years a huge share of their
profits through financial operations, which are nonetheless recorded by the BEA as profits of the non
financial sector, official non-financial profits are misleadingly swelled at the expense of financial profits. In
a d d i tion, in late 2005, the under-funding of corporate pension plans totalled a staggering $450 billion, for
mally at least an enormous subtraction from future corporate profits. R. Lowenstein, 'The End of Pensions',
'tlw Nt!!V York Tim.es, 30 October 2005.
70 R. ,ordon, 'Arn rica Wins t h, Prize w i th a Supermarket Sweep', Financial Times, 20 August 2003.
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Figure 1 5.15. US non-fi nancial corporate net profit rate, 1 94 9-2005.
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ware, compared to that of the 1990s expansion. Is it really believable that technolog·
ical advance speeded up so discontinuously and so rapidly as to yield a rate of privat
sector productivity growth between 2000 and 2004 that was 60 per cent higher than
between 1 995 and 2000, even though the growth of real capital stock in this interval
was about half as fast as during the second half of the 1990s? The more plausibl
explanation is that the recorded gains in productivity largely represent not so mu h
increased efficiency-meaning more output from the same labour input-as mo1·
output from more labour input per hour, that is, speed-up. It seems telling in thi
respect that between 2000 and 2003 the manufacturing sector spearheaded the asc n'
of productivity growth by increasing its output per hour at a spectacular rate of 7
per cent per annum, without increasing its capital stock (or output) at all, but reducing
hours worked at the stunning average annual pace of 6.2 per cent. It is hard to re
the conclusion that the manufacturing sector achieved its apparently impressi
increase in productivity during this three-year interval simply by keeping real ou tp
constant, cutting down the labour force by 18.6 per cent, and obliging its red u c1
labour force to produce the same amount as before with the same amount of p i
and equipment.
As speed-up was making possible a big jump in recorded productivity grow th,
corporations were taking the fruits of the overall increase in GDP to an extent pr b·
ably unprecedented in US history. During the first three and a half y ear f t l
cyclical upturn, between the last quarter of 2001 and the �econd quarter o f 2005,
profits (including interest) in the non-financial corporate sector rose a ool 84. 1 p
cent, while compensation in r
d j 1st 1 5.8. p r nt. P 1t anoth r w y, t h in r
in profit a o u n t d for n tou n ing 43.8 p .• ,. 'I t of t h '- tot I in r as i n n •t v I
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(adjusted for indirect business taxes) leaped up by an unheard-of 50 per cent, from

12.6 per cent to 18.7 per cent, in just those three and a half years.
The increase in profitability achieved during the cyclical upturn has thus been
made possible, probably to the greatest extent in

US history, simply by means of

an increase in exploitation-that is, the intensification of labour plus a shift in the
distribution of income from labour to capital. Because inflated profits were
extracted with relatively little recourse to increases in either labour or capital stock,
they were translated more or less directly into increases in the profit

rate. Yet, one

is entitled to ask whether corporations can go much further than they already have
in improving their profit rates by extracting still more labour inputs per hour for
relatively less pay from their employees, especially if the rate of GDP growth is sus
tained. The point is that, to the extent that companies must, in future, rely on the
more rapid increase of employment, while adding plant, equipment, and software,
productivity growth will almost certainly slow and wage growth accelerate, so that
the increase of profitability will likely slow. To the degree, on the other hand, they
continue to depend on holding down the growth of employment and of wages to
sustain earnings, they will continue to place downward pressure on consumer
demand. As the cyclical recovery lengthens, the ride toward higher profit rates is
likely to become bumpier . . . yet it will also become more urgent, as the exogenous
stimuli that have hitherto driven the expansion rapidly dry up.

Two Scenarios
It is still conceivable that the scenario sought by the Fed will ultimately materialize.
For it is possible that the

US and world economy have finally sufficiently scrapped

high-cost, low-profit manufacturing productive power and have sufficiently
reduced unit labour costs-by means of job cutting, intensifying labour, and the
holding down of wage growth-to create the prospect of a sustained rise in manu
facturing profitability and, in turn, capital accumulation. From the start of the cyclical
expansion that began in November

2001, through the end of 2005, manufacturing,

and overall industrial productive capacity barely increased. This may indicate that
the US manufacturing sector has shed not only a gigantic swathe of labour, but also

a significant amount of ineffective, redundant plant, equipment, and software. In

2004, the growth of real manufacturing output leaped to 4 per cent, after stagnating
during the previous three years, and manufacturing productivity increase stayed as
high as

4.6 per cent, while wage growth remained moderate. Perhaps most indica

tive that the capacity to supply manufacturing output had fallen back in line with
demand, in that year, for the first time since

1994, the price of manufacturing output

(the implicit price deflator) actually rose, and by more than 2 per cent, while unit

labour costs were prevented from growing at all. Indeed, by 2004, the manufacturing
profit rate had increased by 29 per cent over its depressed level of

2001,

returning

to its level of 2000, still about 15 per cent below its most recent peak of 1995-97. There
is some indication, moreover, that, in the first half of

2005, manufacturing invest

ment was surging ahead, while the growth of manufacturing exports (not of course

lev l) wa finally catching up to that of imports.71
tr n 11 in osts, prices, profitability, capital accumulation, and trade
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to continue, it could portend an economy-wide turnaround, for manufacturing was
the sector mainly responsible for the fall into recession in 2001 and for holding down
the ensuing cyclical upturn . . . as well as, of course, for the long-term incapacity of
the economy to transcend slow growth. Were the profit rate to continue to rise, pro
ductivity growth could begin to proceed much more by way of capital accumulation
and technological advance relative to speed-up than it has been doing and gain
thereby a better chance to sustain itself. It might then be possible to create more
jobs and accommodate over the longer run more rapid wage growth and to gen
erate by that means a sustained increase in aggregate demand that could allow the
economy to reduce its reliance on consumption growth driven by asset-price
bubbles. The same trend could enable, via more rapid exports, at least some stabi
lization of the current account deficit, and, in particular, a greater willingness of
private investors abroad to finance it. Tax returns might accelerate sufficiently to
hold down the budget deficit. The underlying point is straightforward: what makes
the new century's bubbles and imbalances potentially so lethal is that they have so
far covered up and compensated for serious underlying weakness in the real
economy. Were the latter to be returned to strength, the threats they pose would
not disappear, but would likely be much mitigated. There would be nothing like a
healthy economy to dispel financial clouds, and nothing like a manufacturing turn
around to secure a healthy economy.
There is a further consideration. In forging an economic revival, US corporations
hold a trump card-a labour force that has, so far, proved not only incomparably
more exploitable than, say, those of Western Europe or Japan, but increasingly so
over time. Since the end of the New Economy bubble-driven boom, between 2000
and the present, corporations and government have unleashed one of the fiercest
assaults on workers in US history. Workers have been unable to prevent huge cuts
in employment, especially of higher-paying jobs, a major intensification of work, and
a sharp deceleration of real wage growth (excluding benefits), which have made it
possible for employers to achieve major gains in productivity and profitability. To
this must be added workers' inability, so far, to do anything about employers'
increasing tendency to raise their profits by reneging on their enormous, contractu
ally established pension obligations, as well as to negotiate great reductions in what
they are obliged to pay for workers' health care, not to mention monumental ta x
cuts for the very rich, as well as employers. As emphasized earlier, during more than
twenty years after 1973, real wages (excluding benefits) in the non-manufacturin
sector for production and non-supervisory workers slowly but steadily declined, y t
employers in that sector could not take much advantage of this to raise their profit
rates, except during the two years between 1995 and 1997, because up through 1.99
they were unable to increase productivity at even 1 per cent per annum and becau
between 1997 and 2000 real wage growth rose impetuously to very much ex
somewhat improved productivity growth. However, between 2000 and 2005, aft
having averaged 1.6 per cent per annum between 1997 and 2000, the growth of r
72 In the latter part of 2005, Delphi, the coun t ry's larg •t paots pr due r, well as N rthw st Alrlln i,
appear to have been able to for e th ir workeo·s to
pt r 'c l u t ion• in houl"iy wageH fo·om th • $25-30 ,. n
to som>t h ing like $ 1 5, w h i le CM •xtr ·t ·d 011 c�MI m,; w o o·l h �ovcrol b i l l ion d o l lo r � per nnum ln h I I
b •o1cf ll�. one •• ion • ••f I hi• mn�o�nlt uJt• w r� h l t lwrto un1 r�•·••d •nl •d d < ll'inJol t l�� po•tw r <•pnrh, but thoy
·
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wages (excluding benefits) of production and non-supervisory workers in non
manufacturing averaged less than 0.3 per cent per annum. In fact, in both 2004 and
2005, even as the cyclical expansion lengthened and the growth of GDP and employ
ment gathered steam, real wage growth fell to minus 0.6 per cent per annum.72
Meanwhile, over the same interval, the rate of non-manufacturing productivity
growth did not decelerate, continuing to grow at close to 2 per cent per annum.
Were these trends to continue, longer-term prospects for the private economy
would brighten, especially if the manufacturing sector could sustain its revival of
profitability.
Yet, even today, the weight of evidence appears to point to a different scenario,
entailing a still further loss of dynamism by the world economy and the renewal
of global turbulence, rather than a break towards sustained growth and increased
stability. The titanic, still-continuing destruction of jobs-which was and is the man
ufacturing sector's main response to the collapse of profitability that it experienced
at the turn of the millennium-delivered a shock to demand that for a time threat
ened deep recession or worse and continues to depress the growth of purchasing
power and, in turn, investment. The explosion of household borrowing induced by
the Fed to counter it-with indispensable support from East Asian governments
succeeded in temporarily stabilizing the economy by means of jacking up
consumption. But, rather than paving the way to the transcendence of the under
lying problem it was designed to contain, it may actually have sustained and
exacerbated it.
In this scenario, the Fed's interest rate reductions came so quickly and the
ensuing housing price bubble so puffed up consumer demand that not only was
insufficient productive power scrapped during the brief nine-month recession of
2001, but too much redundant, high-cost means of production was kept in opera
tion during the ensuing cyclical recovery, both in the US and on a world scale. This
was all the more the case in view of the fact that, during the epoch-making invest
ment boom of the previous five years, manufacturing production capacity had
expanded at a rate hitherto unmatched during the postwar era, growing by close
to 40 per cent and very much exacerbating already existing global over-capacity.
Meanwhile, East Asia, with China now in the vanguard, continued to exp an d
capacity faster than it could be scrapped system-wide and to rain down torrents of
redundant, increasingly high-tech goods upon the world market. It is fw1 d a m n
tally for these reasons that the overall rate of return on cap i t al stock in the US an d
system-wide has failed to recover sufficiently to motivate a satisfactory new wave
of capital investment or job creation. As a consequence, firms across most of the
advanced capitalist world have sought to increase profits via two main routes. They
have continued to make use of their already paid-for sunk capital, and raised output
by way of increasing capacity utilization and confining their productive expendi
tures to increases in variable capital-raw materials and intermediate goods, as well
as wages-rather than expenditures on additional fixed capital. At the same time,
they have sought to hold down, if not actually cut back, their employment costs by
repressing wage growth, reducing the growth of jobs, and intensifying labour. The
resu l t of the i mplem en tati on of these strategies is that too much capital continues
i n p r tion and too ! i t t ! a ggr ga t dema�d i s created . In fact, even though US
m t
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2002 and 2005, it remained in 2005 at 78.8 per cent, not only palpably below its level
of 2000, but 4-5 percentage points below its 1997 peak and lower than at any pre
vious point since the recession year of 1991. The corporations upon which the world
economy ultimately depends thus see the prospective return on new investment in
plant, equipment, and software and on the addition of employees as insufficient to
justify expanding their productive power, and this because existing productive
capacity remains too high and effective demand too low. This is, of course, the same
syndrome, marked above all by the weakening of the rate of profit, that has under
pinned the long downturn from 1973 through 2005.
It is the fact that realized and prospective returns have been sufficient to warrant
only decelerating capital accumulation over such an extended period of time right
into the present that explains what has been a slowly ripening crisis of investment
on a system-wide scale going back to the 1970s. Even though it increased by a solid
8.5 per cent in 2005, annual real non-residential investment in the US, four full years
into the cyclical upturn, barely rose above its level of 2000. Meanwhile between 2000
and 2004, the US private non-residential capital stock grew more slowly than in any
comparable period during the entire postwar epoch. This extended still further th
slowdown of US capital stock increase that began in the 1970s, continued througl
the 1980s and into the early 1990s, was briefly interrupted during the remainder of
that decade as a consequence of the abortive recovery of the manufacturing profit
rate and then the bubble economy, but has resumed after 2000. (See p. 282, Tabl
15.2.)
The trend towards ever weaker investment has hardly been confined to the U
It has been of even longer standing, more continuous, and recently more pro•
nounced throughout the remainder of the advanced capitalist world. Between 2000
and 2005, in Japan, Germany, and the Euro area, average annual growth of privat
non-residential investment averaged 2.5 per cent, minus 2.1 per cent, and zero per
cent, respectively. Moreover, since the 1970s, in Japan, Germany, and Wester
Europe the growth of the capital stock, as well as the ratio of investment to GD ,
has declined decade by decade, business cycle by business cycle, and between 200
and 2005 both of these indicators of capital accumulation were at their lowest f r
any comparable period since 1950. (See p. 282, Table 15.2 and p. 341, Figure 15.1 ,
The Northeast Asian NICs and Southeast Asian Little Tigers, the loci of a tlu·
decade-long investment boom of historic proportions, had long constituted th
exception to the rule of secularly slowing investment growth. But, the massi
build-up of excess capacity in manufacturing through 1995 and the rise of East As·
currencies between 1995 and 1997 together issued in the great regional-cum-in t :
national financial crisis of 1997-98 and the deep recession of 2001. And from th
setbacks, the East Asian economies have still been unable to rebound. As a con
quence, during the first half-decade of the new millennium, investment in Ea t A
as a percentage of GDP was about one-third lower than between 1990 and 1
Whereas private non-residential investment in Korea had grown at an av ra
annual rate of around 11 per cent between 1990 and 1996, and 15 per c nt i n
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through 2000, it increased at just 5.5 per cent per annum between 2000 and 2005.
As the International Monetary Fund observed, 'in the industrial countries . . . invest
ment [has] been trending downward since the 1970s', with the result that, over the
same period, investment as a percentage of GDP for the world economy as a whole
has fallen steadily, declining by about 20 per cent between 1973 and 2004.73 (See
p. 282, Table 15.2 and p. 341, Figure 15.16.)
The accelerating attempt by corporations all across the advanced capitalist world
to counter secularly reduced rates of profit that had been forced down further in
the post-bubble recession by cutting back sharply on their costs of employment
brought the growth of real compensation, like that of capital stock, to unprece
dented lows, or near them. Between 2000 and 2005, the increase of wages and
benefits per worker in the advanced capitalist economies was at or near the lowest
levels of the postwar epoch. In view of the very negative trend in employment
growth in the same period, especially in the US, it is therefore unsurprising that,
during the same interval in the US, Germany, and Japan, the growth of total private
sector real compensation (real compensation per employee times employment)
simultaneously dropped to postwar lows, extending a continuous downward trend
that, like that of the increase of investment, finds its origins in the 1970s. (See p. 283,
Table 15.5.) It is no wonder that the growth of real private consumption expendi
tures-which also fell without cease in the US, Japan, Germany, and the EU from
the 1970s through the present-reached postwar lows in all these places between
2000 and 2005 (see p. 283, Table 15.6) . . . or that the world economy has had to rely
to such a great extent for the growth of aggregate demand upon the rise of US house
hold purchasing power, itself made possible by rising debt, reliant in turn on the
inflation of ever more spectacular financial bubbles.
In the foregoing context, the much-discussed decline of long-term interest rates
and of credit spreads so far into the cyclical recovery, seems less paradoxical than
it has sometimes appeared to be and requires for its explanation little or no-refer
ence to a so-called 'global savings glut', famously invoked by Ben Bernanke, chair
of the Council of Economic Advisers and heir apparent to Alan Greenspan. The
supply of savings for the world economy in general and the industrial economies
in particular has slowly declined during the last couple of decades, and actually
dipped more sharply in the last few years. But because demand on the part of non
financial corporations for new plant and equipment has fallen so substantially, their
demand for loanable funds has naturally fallen in tandem, and this, by itself, goes
a good distance to account for the failure of real long term interest rates to ascend.74
In the US, over the course of the cyclical expansion between 2001 and 2004, non
financial corporations sharply reduced their average investment as a percentage of
GDP to 7 per cent, from 9 per cent at the peak of the boom between 1997 and 2000,
with the consequence that they were able to reduce their average demand for bor
rowed funds as a percentage of GDP in the same interval to a mere 1.7 per cent,
from 4 per cent.
With prospective returns on investment less than satisfactory, non-financial cor; ,. t Th•·i f t Sh i f t : A Survey of the World Economy; The Economist, 24 September 2005;
, •g., 'Th
clinlng r I M nf N vli1141 11 I M I', 'Global I mbalances: A Saving and Investment Perspective, 'p. 92,
l ' l�1ur 2.1. Thill ! n 1 WI)' Ill · ny, nf mt. 1r"�• th t '"ast Asian, as well as PE , official pu rchas s of dollar
d notnln I d lllllli l ¥• hfiJi•U hiiPJI ti11WI1 UH l111 t'''"l r t�•.
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porations have chosen to use their profits to reward, directly and indirectly, the
owners of their shares and stock options, rather than purchase new plant, equip
ment, and software. Between 2000 and 2004, non-financial corporations paid
dividends as a percentage of profits (after interest paid) at the highest level of the
postwar period-at an average of 59.9 per cent, compared to 42.5 per cent between
1990 and 2000, 32.6 per cent between 1979 and 1990, and 24.7 per cent between 1969
and 1979. In the first three quarters of 2005, dividends fell back significantly, but
rocketing share buybacks by non-financial corporations took their place, leaping to
their highest level of the postwar epoch, even above the heights reached during the
stock market bubble of 1995-2000. As a consequence, in this same interval, divi•
,
dends plus share buybacks as a percentage of non-financial corporate profits (befor
interest paid) also established a postwar record.75
The same pattern has been replicated across the globe, notably in such erstwhil
manufacturing powerhouses as Germany and Japan, where profit rates at the start
of the new millennium were at postwar lows, as well as South Korea. In Japan and
South Korea, corporations had already come into possession of far too much plant,
equipment, and software at different points during the 1990s. Receiving littl
encouragement from the world market to add to this, they have since the later 1990s,
been not only eschewing investment but devoting enormous sums to paying off th
enormous debts that were the legacy of their epoch-making investment booms, th
resultant over-capacity, and the ensuing bursting of asset price bubbles.76 Even th
oil giants, whose profits have been driven into the stratosphere by record high
prices, have so far nevertheless failed to unleash a new wave of investments, prob•
ably mindful of the long stagnation and decline of oil prices that mirrored global
economic deceleration from the early 1980s through the later 1990s and apparentl y
not yet convinced that the economic expansion will sustain itself for long enough
to enable them to derive adequate returns from capital spending.
The main exception to the rule is to be found in China, where investment-!·
growth continues at a breathtaking rate, defying and exacerbating world manufa
turing over-supply. This is, on the one hand, because the supply of inexpensiv
Chinese labour that can be combined with ever more advanced technique has til
•

•

now been essentially unlimited, fuelled by massive disguised unemployment in agr
culture and the huge number of layoffs that have stemmed from the rapid contracti
of state-owned industry. It is, on the other hand, because the US market has c
tinued to expand, not least as a consequence of ever-larger Chinese purchases of US
Treasury bonds, which have facilitated US households' greatest borrowing bing
all time, and in that way, ever-increasing consumer purchases of Chinese (and oth
imports. By virtue of the increasingly sophisticated productive techniques th ·
Japanese, Taiwanese, and South Korean exporters to, and foreign direct investor in1
mainland China embody in their products, Chinese exports directed toward th
S
and the rest of the world market rise rapidly up the technological ladder. But, t h
tends to exacerbate system-wide excess capacity because fast-growing export f1·
75 FRB Flow of Funds, Table F.213 Corporate Equities (FRB website); BEA N J PA 1 .l 4 and Fix d Ao
Tables 4.7; T. Petruno, 'Buyback Surge is Stoking Debate: Los Angeles Times, 17 Aug ust 2005.
76 J. Loeys eta!., Corporates Are Orivi11g the lobal Snvings Glut, J l Mor·gan 1 sear h, J P Morg n o urlt
Ltd, 24 )un 2005 (on lin ); R M i l l r t I., 'T o M r h M In y', /Ju�inm We k, 1 "1 J u ly 200 ; 'Tho
Sh i f t ',
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Figure 1 5.16. I nvestment as a percentage o f G D P, 1 9 73-200 4 .
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China tend increasingly to duplicate goods already being produced elsewhere, only
with much lower costs of production and prices. Of course, the fundamental mani
festation of this trend is the inexorable rise of the US current account deficit, along
with the recent but spectacular rise of the Chinese current account surplus.
The Chinese contribution to the over-supply of manufactures system-wide has,
in recent years, been amplified by worsening over-capacity within China itself. In
2005, Chinese fixed investment rose to an estimated 46 per cent of GDP, surpassing
the investment shares of Japan and Korea, even at the height of their dynamism.
At an annualized pace of almost $1.1 trillion for the first three quarters of 2005,
Chinese fixed investment (at market exchange rates) was, remarkably, higher than
the annualized totals for the US, at $987 billion, Japan, at $733 billion, and the Euro
zone, at $651 billion.77 These extraordinary investment numbers are reminiscent of
those chalked up by the East Asian economies in the early 1990s, when the pace of
their capital accumulation, jacked up like that of the Chinese by an undervalued
exchange rate and easy credit on a global scale, also surpassed that of the leading
economies . . . and soon made for over-capacity and regional cum international eco
nomic crisis. Should this trend continue, it implies even stronger downward
pressure on prices, and thus on profitability, not only in China, but throughout a
world economy that has, four years into the cyclical expansion, shown little incli
nation to sufficiently revive investment and job creation. Were Chinese capital
accumulation and growth henceforth to decelerate-in response to over-investh, ' hlno low t own-Early Not Wrong,' Morgan Stanley Global Economic Forum, 2
r 20 , • w II N A. I . ' 'hlno: Th• low lown Has Begun,'and 'Towards a Deflationary Landing,'
Mor!J n St nl y 'lnl \ 111'11111111\ l' l 'orum, 2 i\ur;u t and 23 Nov n1b •r 200 , availabl
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ment, falling domestic profit rates, and/ or tightening domestic credit-the
resulting slowdown in Chinese imports would place renewed pressure on Japanese
and East Asian producers whose hopes for revitalization depend upon an
expanding Chinese market, while forcing up further and faster the US current
account deficit with the attendant pressures and risks. The dynamo of the world
economy, China is also a looming threat to global economic security.
On the other hand, outside of China and perhaps a few other places like India,
because the rate of return on additions to the capital stock remains unsatisfactory
and because real long-term interest rates have remained so low, economic surpluses
in the hands of both capitalists and workers-the rich and the not-so-rich-tend to
be directed toward the purchase of financial assets rather than productive ones. The
enabling condition for this trend is, of course, the enormous reduction in short-term
interest rates implemented not just by the US Fed, but also by financial authorities
across the advanced capitalist world. The European Central Bank was obliged to
keep rates down exceptionally long to counter the precipitous rise of the euro
between 2001 and 2004. The Bank of Japan engaged in an historic burst of credit
creation in 2003-04 to bail the economy out of its most recent recession. These efforts
brought the real cost of borrowing systemwide below zero for several years-to
their lowest level since the inflationary seventies-and, even today, after a year
and a half of tightening by the Fed, the real cost of money has barely risen. As a
consequence, according to The Economist, the global supply of dollars (the sum of
America's monetary base plus global foreign exchange reserves) has been rising at
a rate of 25 per cent per annum, close to the fastest pace in the last thirty years.78
The outcome of this extended period of ultra-cheap credit and unprecedented
borrowing has been to encourage risk and to stoke demand for the on-paper rep·
resentation of wealth rather than the real thing, which has led, in turn, to th
blowing up of innumerable bubbles-in equities, in bonds of all sorts, and, mo t
especially, in residential real estate. Even by the end of 2005, the cyclically adjust tl
price-earnings ratio of the S&P500 index, at 26 or 27 to 1, was higher than at an
other time since data became available in 1881, except during the equity pri
bubbles at the end of the 1920s and the end of the 1990s.79 In the case of bonds, th
search for yield has been pushed so far that the difference between interest rat
paid on emerging market debt and that on US Treasury Bonds has plunged fro
10 per cent in the latter part of 2002 to just 2.5 per cent in mid 2005, while lon
term interest rates in the US have come to just about equal short term ones, esp
dally as the Fed has continued to pursue its campaign to raise the cost of sh
term borrowing and long term rates have unexpectedly fallen back. Above 1 ,
financial speculation has produced a real estate mania that is unprecedent d l
global and that has driven up the value o f housing in historic fashion. The t t
value of residential property in developed economies rose by more than $3
•

78 'Still Gushing Forth: the World Economy,' The Economist, 5 February 2005; 'Ce nt ra l Banks M ve 0
Mop Up Excess Cash,' Reuters, 1 December 2005.
79 Time series constructed by Robert Shiller and updated by Smithers and ompany, L nd 11, kin 'I
forwarded to me by Smithers and Company. This is cal u lation of the pri e-earnin gs ratio is fo1· h ig h r til
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trillion over the past five years, to over $70 trillion, an increase equivalent to
100 per cent of those countries' combined GDPs. Not only does this dwarf any pre
vious boom in housing prices, it is 25 per cent bigger than the global stock-market
bubble of the late 1990s, which entailed an increase in equity values of 'only'
80 per cent of the countries' combined GDP in five years. 'In other words,' says
The Economist, 'it looks like the biggest bubble in history'.80
There is, in sum, reason to doubt that the downward pressures on the world
economy that have long ultimately derived from the persistence of chronic over
capacity in the international manufacturing sector have been sufficiently
lifted-and/ or that non-manufacturing productivity and profitability have risen
sufficiently spectacularly-so that the world economy can generate sufficient
dynamism to transcend or integrate its imbalances and cushion the effects of
deflating bubbles. This is especially because the result of the US Fed's continuing
dependence on cheap credit and asset-price bubbles tb provide the subsidy to
demand to keep the economy turning over appears to have only delayed, but not
really avoided, the economy's obligatory responses to the over-capacity, fall in prof
itability, and asset-price crash of 2000-{)1. Producers, as expected, moved to restore
profits via cutting employment, wages, and capital costs, and this issued, unavoid
ably, in a powerful and extended hit to aggregate demand. But, thanks to the Fed's
huge subvention to consumer demand-by way of record household borrowing
dependent in turn on runaway home values-they avoided the large-scale bank
ruptcies and scrapping of means of production that tends to be imposed upon
business as a result of the fall in aggregate purchasing power that tends to result
from its own cost-cutting to restore profitability. They have managed, instead, to
maintain already existing plant and equipment in operation and in that way render
less necessary stepped-up investment. Instead of purchasing additional capital
stock or adding many more jobs, they have tended to turn over their surpluses to
shareholders, thereby making additional funds available to the wealthy and in that
way for speculation in financial assets. Private business has thus continued to gen
erate little in the way of aggregate demand, but the stimulus provided by easy
credit, fiscal deficits, and the declining dollar is evaporating. The odds therefore
favour a still further opening up of the already enormous chasm between the income
and profits actually produced by the world economy and the paper claims gener
ated by it-the build-up of external surpluses and credit in the hands of East Asia
and of external deficits and household debt in the US being one highly sympto
matic manifestation of the broader syndrome. The reversal might come directly
through the petering out of demand growth-as a result of a slowdown of invest
ment and/ or job creation by corporations dubious about business prospects-or it
might come through a fall-off of consumption by households hit by the deflation
of the housing bubble, central banks' rising short-term interest rates, and/ or a jump
in long-term cost of borrowing in response to the increased GDP growth of the last
couple of years. Alternatively, it might be set off by way of a run on the dollar or
an asset price drop-off, triggered by rising long-term interest rates, themselves the
result of a failure to cover the current account deficit. But, whether the reversal takes
place with a whimper or a bang, economic slowdown and new turbulence still seem
m u h more l i kely than a leap into a new long upturn.

Appendix I
P R O F I T RATES A N D PRODUCTIVITY G ROWTH :
D E F I N IT I O N S A N D S O U RCES

I . Profit Rates

The Rote of Profit in the Private Economy and its Component Industries

i). Unless otherwise stated, the rate of profit (r) always refers to the net rate of
profit, defined, standardly, as net profits over the net capital stock. Net profits
= net value added minus the sum of compensation and indirect business taxes,
with net value-added equivalent to gross value-added minus depreciation or
capital consumption. Capital stock equals plant and equipment (and also soft
ware in the US) and, in this text, is always non-residential unless otherwise
stated. So: r = P /K.
The profit share (P /Y) is the ratio of profits (P) to output or value added
(Y). The output capital ratio (Y /K) is the ratio of output or value added (Y) to
the capital stock (K). By decomposing, the profit rate equals the profit share
times the output capital ratio. So: r = P /Y x Y /K.
ii). Unless otherwise stated, both compensation and wages mean wages plus ben
efits. It should be noted that compensation in the context of the calculation of
the profit rate includes not only compensation of employees, but also 'com
pensation of the self-employed'. The self-employed are thus attributed
compensation at the same rate per hour or per person as employees in their
industry, or the relevant aggregate. Self-employed compensation thus equals
employees' compensation per hour or per person times the number of self
employed hours or self-employed persons (full-time equivalents).
iii). Unless otherwise stated, profits are always given with indirect business taxes
subtracted, but pre-corporate taxes.
Profit is thus defined as the surplus after depreciation, compensation, and
indirect business taxes. This means that it includes net interest paid. The term
'profits' in this text therefore is always meant to include net interest, unless it
is explicitly stated otherwise, as in 'profits net of interest', or 'profits minus
interest', or 'profits excluding interest'.
iv). The rate of profit is generally given for the 'private economy' or 'private business
economy' or a specific major industry. The private economy is, unless otherwise
stated, always non-farm and non-residential, meaning that the value-added of
fa:rn w.d that attributed to the residential sector is excluded. The value-added
t q ri s is also excluded. Sometimes profit rates (and other
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US Profit Rates: The Private Economy and Specific Industries

Below are the sources, unless otherwise stated, for the calculation of profit rates for
the US private economy and specific industries, notably manufacturing:
i). Bureau of Labor Statistics, folders on the business economy and non-farm
business economy, available on request;
ii). Bureau of Economic Analysis, 'Gross Product Originating by Indl.\stry', avail
able at the BEA website;
iii). Bureau of Economic Analysis, Fixed Asset Tables, available at the BEA
website.
US Profit Rates: SIC and NAICS

In 2002, US economic statistical agencies switched from the Standard Industrial
Classification System (SIC) to the to the North American Industry Classification
System (NAICS). Profit rates for the period through 2001 are based on SIC data,
unless otherwise stated. Profit rate data for the period from 2001 through the present
are based on NAICS data, unless otherwise stated.
US Profit Rates: The Corporate Sector, the Non-Financial Corporate Sector, and the Corporate
Manufacturing Sector

i). Sometimes, the rate of profit is given for the corporate sector, or for the corp
rate financial sector, or for the non-financial corporate sector (i.e. the corporat
sector with the financial sector excluded), or for the corporate manufacturin
sector, or the corporate non-financial non-manufacturing sector (i.e. the non•
financial corporate sector minus the corporate manufacturing sector). Th
profit rates are also net profit rates, defined as above. Unless otherwise stat 1
profits are always after capital consumption adjustment and inventory valu
tion adjustment. They are always pre-corporate tax, unless otherwise stat d.
ii). The basic source for the calculation of the net profit rate for the corporate se t
and the non-financial corporate sector is Bureau of Economic Analysis, N I
Table 1.14. Net profits here are given after capital consumption adjustm
and inventory valuation adjustment. 'Net profits' are here defined as above
i.e. as value-added minus the sum of compensation, capital consumption,
indirect business taxes-but they are net of interest. It is thus necessary to s
'net profits' and 'net interest' to get a measure of profits as defined abov '
the private economy and its component industries. The corporate and n
financial corporate profit rates are always 'net profits' plus 'net interest ' v l'
net capital stock, unless otherwise stated. Corporate and non-financial
rate taxes, net interest, and dividends are also provided in Table 1 . 1 4. N
capital stock for the corporate and non-financial corporate sector can b f
in Bureau of Economic Analysis, Fixed Asset Tables, available at th BB
website.
iii). The switch to the NAICS from SIC introduces a complication, sin
Table 1.14 are in SIC form through 2000 and in NAICS f rm fr m 200 1 t h ·
the present. In presenting data on profit rates for t h n n-fin n 1 · 1 l'J'O
sector, I have chosen to adjust th profit r t s 1 ul t d n N A T
Ia fr
I
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corporate sectors are very similar in the two classification systems.
iv). Calculating profit rates for the corporate manufacturing sector poses certain
difficulties, since 'profits' for the manufacturing sector provided by the Bureau
of Economic Analysis-on an establishment basis in 'Gross Product Originating
By Industry' and on a company basis in NIPA Table 6.16-are without capital
consumption adjustment. Since changes in the tax law made over the course of
the post-war period affected how much manufacturing corporations declared
as their capital consumption allowances, the corporate manufacturing profit
figures are not consistent with one another over time; more specifically, the cor
porate manufacturing profits provided are, over time, increasingly too low. I
have therefore calculated the corporate manufacturing profit rate 'from
scratch', using the numbers in 'Gross Product Originating by Industry' for the
corporate and quasi-corporate sector, i.e. excluding self-employed. This is made
viable by the fact that virtually all firms in the manufacturing sector are corpo
rations. This was confirmed by comparing profit rates calculated 'from scratch'
with profit rates calculated using corporate manufacturing profits on an estab
lishment basis, from 'Gross Product Originating by Industry' (without capital
consumption adjustment), for the early years of the post-war epoch (before
significant changes in the tax law) and finding that these were nearly identical.
Time series on corporate manufacturing capital stock and capital consumption
were kindly provided by the Bureau of Economic Analysis. I wish to thank
Shelby Herman for forwarding these to me.
Profit Rates for Japan

The sources for the calculation of profit rates for the private economy are as follows:
i). OECD, National Accounts, Volume II, Detailed Tables; OECD, Flows and Stocks
of Fixed Capital. These have been updated in the new 'STAN' series.
ii). Japanese Economic and Social Research Institute, System of National Accounts.
This is available at the Japanese System of National Accounts website:
http: I /www.esri.cao.go.jpI en/ sna/ menu.html
The profit rate series for the Japanese manufacturing sector depend on the
following sources:
iii). Manufacturing net capital stock, current and constant prices, 1955-91. 'Data
on Japanese Manufacturing Capital', 28 February 1996: I wish to thank Edward
Dean of the BLS for making these series available to me.
iv). Manufacturing net capital stock, current prices (1955-2003), in Japan,
Ministry of Finance, Financial Statements Statistics of Corporations by
Industry, Historical Data, Assets. This is available at Ministry of Finance
website, http: / /www.mof.go.jp/ /English/ files.htm.
v). 'Underlying Data for Indexes of Output per Hour, Hourly Compensation,
and Unit Labor Costs in Manufacturing, Twelve Industrial Countries,
1 950-2004,' available on request from BLS, Office of Productivity and
Technology. I wish to thank John Rodgers for all his help and collaboration
in putting together the Japanese profit rate series.
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Profit Rates for Germany

i). OECD, National Accounts, Volume II, Detailed Tables; OECD, Flows and Stocks
of Fixed Capital. These have been updated in the new 'STAN' series.
For the years, 1950-60 and 1990-2000, I rely on time series composed from
the German national accounts, and generously made available to me, by
Wendy Carlin and Andrew Glyn.
II. Productivity Growth
i). Productivity is always labour productivity, unless otherwise specified. It is
defined as real value-added per hour or per person.
ii). Unless otherwise stated, the productivity measures given for the US private
economy or, equivalently, the private business sector are for the non-farm non
residential private economy.
iii). Productivity measures for the US private economy and for individual indus
tries, such as manufacturing, are, unless otherwise stated, based on real
value-added indexes provided in 'Gross Product Originating by Industry' and
hours provided by the Bureau of Labor Statistics. ·
iv). Figures on US productivity are often given for the 'business economy', which
always means non-farm business economy. These are provided by the Bureau of
Labor Statistics in its folder on the business economy. Real value-added for
the business economy is almost equivalent to that for the private economy as
defined above, with the difference that it includes government enterprises.

v). Unless otherwise stated, productivity measures for the German and Japanese
private economies or private business sector use real value-added figures or
indexes and figures for all persons (FTEs), provided in OECD, National
Accounts, Volume II, Detailed Tables.
vi). Figures for US, German, and Japanese manufacturing productivity are pro
vided directly by the Bureau of Labor Statistics, Program on Foreign Labor
Statistics, in 'International Comparisons of Manufacturing Productivity and
Unit Labor Cost Trends', news release, available at the BLS website.
vii). The Bureau of Labor statistics publishes data on US real value-added by
industry going back only to 1977. For the years 1950-77, I have therefore relied
on unpublished, unofficial time series on manufacturing and non-manufa
turing real value-added generously made available to me by Bill Gullick n
of the BLS Office of Productivity and Technology. I wish to thank B i l l
Gullickson for forwarding me these series.
viii). The Bureau of Economic Analysis does not publish data on real value-add
for the private non-farm sector or the private non-farm non-manufactur i n
sector. I have therefore relied on an unpublished series for these variables g· n·
erously made available to me by Brian Moyer and Erich Strassner of the B A.
I wish to thank them for forwarding me these series.
•

Appendix I I
SOU RCES FOR MAI N VAR I A B LES

I. Data o n the Notional Domestic Economies of the United States, Germany, a n d Japan
United States:

Below are the sources, unless otherwise stated, for the variables listed (there is some
overlap):
i). US Department of Commerce, Bureau of Economic Analysis (BEA), 'Gross
Product Originating By Industry', current dollars, 1947-present, and chain
dollars, 1977-present, BEA website: nominal value-added; nominal compen
sation of employees; indirect business taxes; proprietors' income; output of
government enterprises; corporate profits (plus capital consumption and
inventory valuation adjustments); corporate net interest; real value-added; all
persons (FTE); employees (FTE).
ii). US Department of Labor, Bureau of Labor Statistics, 'Industry Analytical
Ratios' and 'Basic Industry Data': for the Non-farm Business Sector; for
Manufacturing; for the Non-Financial Corporate Sector; and for the Total
Economy: all persons and employees, 1949-present (numbers and per cent
change): nominal value-added; nominal compensation; real value-added;
hours at work; hourly compensation; real hourly compensation; value-added
per
hour
(labour
productivity); consumer price index; employment. Available on request.
iii). US Department of Commerce, Bureau of Economic Analysis, National Income
and Product Accounts, BEA website (numbers plus annual and quarterly per
cent change): GDP nominal and real; gross private fixed non-residential
investment (structures, equipment, and software) nominal and real; personal
consumption expenditures (durable goods, non-durable goods, services)
nominal and real. Contributions to per cent change in real gross domestic
product by personal consumption expenditures, by gross private non
residential investment, by gross private residential investment, by exports of
goods and services, by government expenditures.
iv). US Department of Labor, Bureau of Labor Statistics, manufacturing and non
manufacturing indexes of real value-added, 1950-present. Unpublished series
provided by Bill Gullickson. (See above, Appendix 1, on Profit Rates and
Prod uctivity Growth.)
v).
p rt m nt of ommerce, Bureau of Economic Analysis, Fixed Asset
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constant prices.
vi). US Department of Labor, Bureau of Labor Statistics, BLS website: Historical
Data for 'B' Tables of the Employment Situation Release, in Employment,
Earnings, and Hours from the Current Employment Statistics Survey: earn
ings of production and non-supervisory workers: total economy, private
sector, private non-farm sector, and by industry; employment for total
economy, private sector, private non-farm sector, and by industry.
I wish to thank Edwin Dean, John Glaser, Bill Gullickson, Mike Harper,
Phyllis Otto, Larry Rosenblum, and Steve Rosenthal of the BLS and Mike
Glenn, Shelby Herman, Randal Matsunaga, Brian Moyer, Ken Petrick, George
Smith, Erich Strassner, and Bob Yuskavage of the BEA for help with these data.
vii). Economic Report of the President, Washington, DC, (annual): unemployment
rate, manufacturing capacity utilization; real government consumption expen
ditures; consumer price indexes; money supply; interest rates; federal, state,
and local government current receipts and expenditures.
viii). US Office of Trade and Economic Analysis, Foreign Trade Highlights,
Aggregate Foreign Trade Data: goods exports, goods imports, goods trade
balance; services exports, services imports, services trade balance; manufac
tures exports, manufactures imports, manufactures trade balance; exports to
individual countries, imports from individual countries, trade balance with
individual countries; manufactures exports to individual countries, manufac
tures imports from individual countries, manufactures trade balance with
individual countries.
ix). Federal Reserve, Industrial Production and Capacity Utilization, Table G. 17:
historical statistics for production, capacity, and capacity utilization for
manufacturing; historical statistics for production, capacity, and capacity
utilization for manufacturing industries.
Germany and Japan:

i). OECD, National Accounts, Volume II, Detailed Tables, 1960-94: by industry:
value added, current and constant prices; compensation of employees; indi
rect business taxes; all persons at work; employees.
ii). OECD, Flows and Stocks afFixed Capital, various issues back to 1960: for privat
business economy, manufacturing, and services: gross and net capital stock
current and constant prices; consumption of fixed capital current and constant
prices; gross investment current and constant prices.
See also above, Appendix 1 on profit rates and productivity growth.
II. Comparative Data on the Domestic Economies of the United States, Germany, and
Japan
i). OECD, Economic Outlook, Paris (semi-annual): annual per cent change:
nominal and real, private; consumption deflators; real gross private non-r 8•
idential fixed capital formation; unemployment rates; government finan I I
balances; government structural balances;
ii). US Department o.f L abor , Bur au of Labor,
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ment, real output per hour, real output per person, real hourly compensation
in national currency, nominal hourly compensation, hourly compensation in
US dollars, unit labour costs in national currency, unit labour costs in US
dollars.
iii). US Department of Labor, Bureau of Labor Statistics, 'International Comparisons
of Hourly Compensation Costs for Production Workers in Manufacturing',
29 countries, 1975-present, at BLS website: hourly compensation costs in
US dollars for production workers in manufacturing; annual per cent change
in hourly compensation costs in US dollars for production workers in
manufacturing.
iv). US Department of Labor, Bureau of Labor Statistics, 'Comparative Civilian
Labor Force Statistics, Ten Countries, 1959-present', BLS website: civilian
labour force employment and unemployment; civilian labour force by
economic sector.
I l l. Data on International Variables
i). Data Archives of the International Monetary Fund: The United States,
Germany, Japan, 1950-94: growth of real exports of goods and services; growth
of real imports of goods and services; rate of increase of export prices; rate of

increase of import prices; per cent share of world exports; nominal exports of
goods and services/nominal GDP; exports of goods and services/GDP (price
adjusted); growth of exports to and imports from one another in dollars; trade
balances with one another.
Korea, Taiwan, Singapore, and Hong Kong, 1950-94: growth of real
exports, per cent share of world exports, growth of exports to the US, per cent
share of total US imports, growth of exports in US dollars to US, Germany,
Japan; growth of imports in US dollars from the US, Germany, and Japan.
(I wish to thank Staffan Corne and Pete Kledaras of the IMF for forwarding
these data to me.)
ii). IMF International Financial Statistics, Washington, DC (monthly and annual):
The United States, Germany, Japan, and other countries: nominal effective
exchange rates, exchange rates vis-a-vis dollar; goods exports values and
volumes; services exports values and volumes; goods and services exports
values and volumes; goods imports values and volumes; services imports
values and volumes; goods and services imports: values and volumes; goods
export prices; goods import prices; goods and services prices.
iii). OECD, Economic Outlook, Paris (semi-annual): The United States, Germany,
Japan, and other countries: export volumes, import volumes, relative unit
labour costs, share in world exports, share in world imports, trade balance,
current account balance as a percentage of GDP.
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