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 An Idiosyncratic Road to Crisis Theory 

 Introduction 

 As an undergraduate, introductory microeconomics didn't make any 

sense. After a few weeks, I realized that it was easy to get a good grade 

until by working backwards. Since the goal was to show that everything 

worked out perfectly, all you have to do on an exam is to start with the 

answer that the market creates the best outcome, then work backward to 

figure out what would make it occur. Economics soon became my easiest 

class. Although I do not follow that procedure anymore, I am convinced 

that much of the economics profession still does. 

  Eventually, some seemingly obvious questions began to trouble me. 

Economics, which purports to explain the nature of a capitalist system 

motivated by profit maximization, lacks a theory of capital as well as 

any coherent explanation of the determination profits. One of reasons 

is simple: economics generally deals with a static conception of the world, 

yet fixed capital, which becomes increasingly important with the 

maturation of capitalism, calls out for a dynamic analysis, even with 

a static conception of the world. 

 The Nastiness of Capital Theory 

 John R. Hicks, who was one of the pioneers in formalizing economics, 

was also one of the very few economists, who recognized this difficulty. 

Speaking before an audience of statisticians, he acknowledged: 

  The measurement of capital is one of the nastiest jobs that 

economics have set to statisticians ....  The problem of 

measuring capital had to be envisaged, if only that there should 
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be some clarification in the concept of income. [Hicks 1969, 

p. 113] 

 Just how nasty is the challenge of valuing capital? Economists are 

left with three unsatisfactory options. First, one can look at the market 

price, but that price becomes irrelevant once the business takes possession 

of the capital -- just as a new car becomes a used car the moment the 

customer drives it away. Economists could look at market prices for used 

capital goods to get an idea of such values, but this data is not 

particularly relevant. The markets for used capital goods are usually 

very thin. In other words, unlike the relatively large market for used 

cars, relatively few capital goods have enough publically available price 

information to give much guidance. To make matters worse, many of these 

sales are at fire sale prices. Tax considerations may also contaminate 

such transactions. For example, transnational corporations can assign 

a very high cost in transferring capital to a foreign affiliate located 

where taxes are very low. Their motive is to reduce domestically reported 

profits while inflating profits in locations where tax rates are low. 

  Alternatively, economists can look at accounting values. Here one 

begins with the original market price, then applies some formula that 

calculates a pre-determined rate at which the capital depreciates, based 

on past experience. 

  While accounting values may be acceptable for calculating taxes 

and reporting profits to investors, economists understand that they are 

inappropriate for economic analysis. First of all, these accounting 

formulas generally cover broad categories of assets. As a result, the 
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formula may maybe wildly inaccurate for any particular piece of capital. 

Second, historic experience may not be a particularly accurate guide to 

the future. Past patterns may continue into the near future, but eventually 

economy will experience a sudden shift. Unpredictable new technology or 

radically changing market conditions may make historical experience 

irrelevant. Yet, at such times, accurate valuation may well be most 

important. 

  The third alternative is an economic approach to valuation. This 

method is both the most theoretically solid and the most elusive. According 

to economic theory, an investor values capital according to its future 

profitability.  Unfortunately, because the future is unknown, business 

often has wildly inaccurate impressions about future profitability, 

especially during periods when the economy seems strong. At such times, 

the lure of great profits makes investors more likely to foolishly rush 

into projects that promise very fast payoffs. For example, in the late 

1990s, extravagant predictions about the Internet led business to 

overinvest. In two years, business companies spent an estimated $35 billion 

to lay an estimated 100 million miles of optical fiber more than enough 

to reach the sun. 

  After this flurry of investment, only about 2.6 percent of the 

capacity was actually being used (Romero 2001; Blumentstein 2001). By 

the time the demand increases enough to require this much optical cable, 

the technology embodied in this investment may well be obsolete. Such 

overinvestment in Internet connected ventures eventually led to the 

dot.com bust, which set the stage for the later crisis, which was 
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incorrectly explained away as a housing crisis. 

 Fixed Capital and Public Goods 

 Something else bothered me about microeconomics. The growth of fixed 

capital meant that ordinary business was becoming more like what economists 

refer to as public goods. 

  In most textbooks, public goods are relegated to a footnote. The 

most common example is a lighthouse, which can provide information to 

a number of ships at the same time. Because the lighthouse incurs no cost 

in warning one additional ship, the logic of microeconomics, falls apart. 

After all, once a lighthouse is in place, the welfare-maximizing price 

is zero. Because no business would erect a lighthouse to provide free 

service, public ownership becomes a reasonable option. 

  Because the discipline of economics is so conservative, serious 

talk about public ownership is abhorrent in most quarters. Academic 

advocates of public ownership risk ostracism or even unemployment. For 

this reason, the subject of public goods does not figure prominently either 

in textbooks or professional journals. 

  Lighthouses are a safe example. Because of their relative rarity, 

they do not suggest a widespread rationality for public ownership. Instead, 

lighthouses seem to be the exception that proves the rule - that markets 

are the best of all possible way of supplying society's needs. Nonetheless, 

even this minimal concession to public ownership troubled conservative 

economists enough that they have tried to confuse the issue. For example, 

Ronald Coase, winner of the so-called Nobel Prize in Economics attempted 

to use historical evidence to debunk the lighthouse example, showing that 
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markets existed for lighthouse services (Coase 1974; see also Van Zandt 

1993); however, he failed to make the case that such an arrangement was 

particularly efficient (Varian 1993). 

  Although lighthouses are relatively rare, modern technology is 

making many commodities more and more like public goods. Goods protected 

by intellectual property are obvious examples. The cost of replicating 

a piece of software, digital music, or even many expensive pharmaceuticals 

is trivial. Even, many manufactured goods, such as electronics have very 

small marginal costs, making them into quasi-public goods. 

 Fixed Capital and Crisis Theory 

 The concept of public goods, or even quasi-public goods, raises 

troubling issues for economics over and above the question of public 

ownership. Competitive prices prevent the owners of expensive fixed 

capital from recovering their costs. In such an environment, bankruptcies 

can become commonplace. In Railroading Economics, I used the late 19th 

century as an example. At the time, railroads, which operated the bulk 

of capital goods in the United States, repeatedly went bankrupt. 

  This period was commonly known as the Second Industrial Revolution, 

although it was probably more revolutionary than the first one. At the 

time, industry was first learning to harness the power of fossil fuel. 

New technology, often requiring large amounts of fixed capital, was capable 

of revolutionizing the production process. 

  The same process was also making many of the most important goods 

in the country into quasi-public goods. Bankruptcies were spreading from 

the railroads into more traditional industries. 
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  In this environment, individual firms may see new technology as 

a remedy, but almost inevitably new technology increases the scale of 

production even further. This increased output intensifies pressure on 

competitors, forcing them to adopt still newer technology or go out of 

business. 

  This new technology also makes products even more like public goods, 

at a time when increased output is putting severe downward pressure on 

prices. To the extent that the adoption of new technology creates pressure 

to adopt still newer technology, fixed capital becomes obsolete relatively 

quickly. Consequently, in addition to price pressures, firms see the value 

of their installed capital evaporate much sooner than ordinary 

depreciation accounting might predict. 

  This period defied conventional economics in the sense that economy 

enjoyed strong investment and positive growth, along with disastrous 

profits. In Railroading Economics, I showed how J.P. Morgan, recognizing 

the destructive impact of this competitive process, led a move to 

reorganize industry into trusts, cartels, and monopolies. Keeping in mind 

the pressures that led to "Morganization" of the US economy helps one 

to understand how Marx mostly shifted the theory of crisis from under 

consumption to the overproduction of capital. 

  Marx was not alone in this respect. The leading US economists -- the 

same economists who formed the American Economic Association -- applauded 

this restriction competition, which they regarded as destructive. These 

economists, all trained in Germany, though unsympathetic to socialism, 

came to an analysis not entirely dissimilar from Marx. They admitted as 
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much. Arthur T. Hadley, President of Yale University, privately wrote 

to a correspondent regarding Marx, "while far from agreeing with him," 

he accepted that his work had a "higher scientific aim than almost any 

work on political economy in the last half century" (Hadley 1879, p. 32). 

 Fixed Capital Breeds Fictitious Capital 

 The period leading up to "Morganization" throws light on a serious 

contradiction of economic theory. Economics teaches that competition is 

good because it promotes greater productivity and that depressions are 

bad. In fact, depressions represent an intensification of competition. 

These American economists knew as much, which is why they commonly attached 

the adjective "destructive" to the term, competition. 

  In the end, "Morganization" reduced competition, which allowed 

increased markups, permitted major corporations to carry on business 

shielded from strong competition. In this environment, firms had 

relatively little need to modernize their plant and equipment. For example, 

I grew up near the steel mills that were built in the 19th century. Some 

industries remained competitive -- agriculture being the most obvious 

case. But the large corporations, protected from competition, were able 

to prosper without much effort. Steel and automobiles are the most obvious 

examples of this part of the economy. Eventually, competition arrived, 

but much of it came from abroad. 

 1920s and the Internet in the 1990s. The most significant episode of 

investment in fixed capital occurred during World War II. This investment 

was particularly important because it followed the Great Depression of 

the 1930s, which had wiped out much of the old and obsolete stock of fixed 
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capital. 

  Thereafter, little was done to renovate the capital stock. Business 

abandoned a good deal of manufacturing capital as deindustrialization 

began to take in the late 1960s. Profits in manufacturing began to decline. 

Even the generals in the army of industry, such as General Electric and 

General Motors, turned to financial activities to make their fortune. 

  Beginning in the early 1970s, deregulation, the evisceration of 

the union movement, and the intensification of intellectual property 

rights helped to sustain profits. Nonetheless, the dynamic core in the 

economy seemed to shift to finance. 

  I explain this story in more detail in The Confiscation of American 

Prosperity: From Right-Wing Extremism and Economic Ideology to the Next 

Great Depression. The book also makes the case that something deeper was 

at work. The nastiness of capital evaluation to which Hicks referred 

thoroughly contaminated this finance-driven economy. The financial 

products (yes, finance imagines itself to be producing products) took 

on imaginary dimensions. In this fantasy world, financial engineers 

removed risks for people who wanted to invest in something solid. 

  At the same time, the real economy -- the economy on which people 

depend -- was left to rot. Production of the actual goods and services 

upon which the economy depended seemed to be an afterthought. The 

relationship between prices, which according to standard economic thought 

are supposed to guide people to make good decisions, became increasingly 

unrelated to the real economy. 

  In short, what Marx called fictitious capital created an illusion 
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and even a superficial reality of prosperity. All the while, hidden from 

view, worldwide overcapacity of capital threatened an eventual deflation. 

At the same time, in the United States, stagnant wages threatened a crisis 

of underconsumption. Abundant credit, allowed both threats to be put off 

for a while. 

 Marx's Capital and Crises 

 The subtitle of Marx's Capital is "A Critique of Political Economy." 

He used the contradictions of political economy as it was understood at 

the time to get to the root of contradictions underlying the capitalist 

mode of production. Following that example, this article attempted to 

point to underlying contradictions in economics today. 

  Since neoclassical economics is so much more superficial than 

classical political economy, the identification of the contradictions 

noted here is far simpler. I cannot claim great originality in recognizing 

these contradictions, but they remain important nonetheless. 

  First, because accurate valuation of capital is impossible, 

capitalism is vulnerable to crises. The problem goes beyond potential 

for deflated animal spirits causing insufficient aggregate demand, as 

Keynes suggested. Lacking any knowledge of future conditions, capitalists 

are unlikely to direct their investments in a way that turns out to be 

appropriate. At times when waves of fictitious capital are building up, 

the likelihood of mistakes becomes even greater. Parenthetically, I might 

mention that conventional economics bases its defense of capitalism, at 

least in part, on the market's ability to direct investment to where it 

will be most productive. 
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  Second, the increasing importance of fixed capital makes more 

commodities into quasi-public goods. Competitive conditions will 

naturally push prices down in the direction of the increasingly diminished 

marginal costs. This fact alone suggests that modern capitalism has an 

inherently deflationary bias. Without corrective measures, crises would 

become commonplace. 

 In effect then, the deflationary pressure created by quasi-public 

goods can work in tandem with the contrary expansionary force of fictitious 

capital. The longer this tension continues, the greater the ensuing crisis 

will be. 

  In making this case, I only need to invoke the widely accepted 

conventional price theory along with the widely accepted observation that 

capital tends to replace labor with the development of modern capitalism. 

  At the time of this writing, the proposed solution is to somehow 

put Humpty Dumpty back together again rather than to make a serious attempt 

to come to grips with the underlying contradictions. I can say, with some 

degree of confidence, that those in authority are preparing the seeds 

of the next great crisis. 
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