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Trying to Save Capitalism from Itself
The United States is in the throes of two distinct but interrelated economic crises, a recession and a financial crisis. The latter crisis is potentially the more important one. While recessions typically create the basis for, and give rise to, the next upturn in the economy, the financial crisis could bring the economy crashing down. It calls into question the stability and indeed the very survival of capitalism. 

It is frequently said in the financial world that it is driven by two motives, "greed and fear." During the last several months, fear has become the increasingly dominant motive. To a degree rarely seen before, potential investors and lenders are fearful that the monies they throw into the market, in order to get a return, will in fact not return to them. With their faith in the future shaken profoundly, the normal functioning of financial markets has been disrupted, and this threatens to turn a cyclical recession into something much more severe. 

If the U.S. and foreign governments are not able quickly to restore faith in the system--that is, lenders' faith that they will receive the payments that have been promised them, and investors' faith that they will get the profit they expect--the chain of promises that keeps capitalism going, day-to-day, may unravel and cause a collapse of the financial system. 

The Fed, the Treasury Department, and the rest of the government are acutely aware of and afraid of this unraveling. This is what lies behind their recent series of unprecedented and extraordinary interventions into the financial economy. They are trying to save the financial sector from itself. 

Since much of the U.S. housing crisis has been exported overseas by means of financial globalization--it is estimated that foreigners hold about 60% of the mortgage-related debt that has gone bad or will go bad--central bankers abroad are also intervening. In mid-April, for instance, the Bank of England announced a $100 billion program that will allow banks to obtain desperately needed cash by borrowing government bonds and then reselling them, using mortgage-related securities of questionable value as collateral. 

The overriding purpose of this government intervention is well understood by economists. Writing in the New York Times (April 6, 2008), Yale financial economist Robert Shiller applauded the Fed's interventions as "a significant step toward reducing the fundamental instability of our system." And Paul Krugman of Princeton opined that "government . . . officials--rightly--aren't willing to run the risk that losses on bad loans will cripple the financial system and take the real economy down with it" (New York Times, March 17, 2008).

***

And so we are witnessing a new form of state-capitalism. It isn't the state-capitalism of the ex-USSR, characterized by central "planning" and state ownership, but state-capitalism in the sense in which Raya Dunayevskaya used the term to refer to a new global stage of capitalism, characterized by permanent state intervention, that arose in the 1930s with the New Deal and similar policy regimes. The purpose of the New Deal, just like the purpose of the latest government interventions, was to save capitalism from itself. 

Yet those who would have us accept the permanence of the capitalist system as an article of faith are making it seem that this latest form of state-capitalism is about something other than trying to save the system. Pundits are portraying the recent state interventions as an ideological shift back to regulation after decades of deregulation. And faux-populist politicians, such as Clinton and Obama, are suddenly posing as the champions of foreclosed homeowners and presenting the distribution of wealth as the key issue: whom will the government rescue, these homeowners or rich investors? 

But the Fed's arm-twisting attempt, on March 16, to sell off Bear Stearns to JPMorgan Chase for the fire-sale price of $2 per share, a tiny fraction of what its assets would be worth on the open market (and a fifth of the ultimate sale price), shows that its aim was not to enrich the owners of Bear Stearns, Wall Street's fifth largest firm. If it had been able to borrow at the Fed's "discount window," Bear Stearns could have survived the crisis it faced because it temporarily lacked cash. But the Fed waited until the following day to announce that it would now, for the first time, open the discount window to Wall Street firms. Or, if Bear Stearns had filed for bankruptcy, it could have continued to operate, and doing so would have protected the value of its owners' stock at perhaps $30, rather than $2, per share. But the deal prevented it from filing for bankruptcy. 

Talk of a "bailout" of Bear Stearns is thus, at best, highly misleading. The motive behind the Fed's coercive intervention was not to make the rich richer, nor even to enrich the owners of JPMorgan Chase. (The Fed chose that firm to buy up Bear Stearns because it was the only financial firm big enough to buy it.) Instead, the Fed acted in order to send a clear signal to the financial world that the U.S. government will do whatever it can to prevent the failure of any institution that is "too big to fail." And that is because a failure of one of them could set off a domino effect, triggering a panicky withdrawal of funds large enough to bring the financial system crashing down. 

For almost a century, the Fed has acted as "lender of last resort" to commercial banks (which hold customers' deposits and make business loans). And for decades the government has operated under the doctrine that the big commercial banks are so crucial to the system that they are too big to fail. What is novel about the Bear Stearns takeover is the extension of this doctrine to major Wall Street firms, which reflects the fact that the recent crisis poses a threat to the financial system in its entirety, and the fact that investment banks and brokerages like Bear Stearns have become increasingly central to this system.

This extension of the "too big to fail" doctrine makes it inevitable that the government will, accordingly, start to regulate Wall Street institutions in much the same manner as it regulates the commercial banks. Businesses that are gambling with their own money will generally make sure not to take excessive risks. When businesses gamble with customers' money, the customers will generally make sure that the risks taken are not excessive. 

But with the government now propping up investment banks, these banks are ultimately gambling with the government's (that is, the public's) money, so the government naturally wants to protect itself against excessive risk-taking and to make sure that its guarantees do not become a green light for the banks to invest and lend in even riskier ways. The government's impending regulation of Wall Street is thus not an ideological matter, but a necessary concomitant of its decision that the investment houses are too big to fail. The crisis is acute, the options are few, and so the government's response and new policies will have to be much the same, no matter who is elected president in November, or what the makeup of the new Congress will be. 

***

Although the Fed's role in the takeover of Bear Stearns is what has garnered the main headlines and elicited the lion's share of commentary, what might prove to be far more important, because of its potential size and scope, is a subtle government action taken three days later with respect to Fannie Mae and Freddie Mac. These firms take over the risk to mortgage lenders by buying up the mortgages they have made, pooling them, and reselling them as mortgage-backed securities. Although Fannie and Freddie were created by the government and remain "government sponsored," they are privately owned, and the government does not guarantee the value of the securities they issue or insure purchasers against losses. 

But on March 19, the Office of Federal Housing Enterprise Oversight, the regulatory authority in charge of these mortgage pools, suddenly announced that they may reduce by one-third the funds they hold as a cushion against losses, and that it "will consider further reductions in the future." This is the opposite of what one would normally expect. Because of the huge increase in mortgage loans that have gone bad, Freddie Mac in particular faces large and unexpected losses. So what it needs is a bigger, not smaller, cushion against these losses. 

The regulatory authority's move was presented as an effort to allow Freddie and Fannie to help stimulate the depressed housing market by buying or guaranteeing an extra $2 trillion worth of mortgages. But what is far more important is the signal that the regulatory authority was sending. By telling these mortgage pools to be less prudent, not more prudent, at a time when more prudence is called for, it was sending a signal that the government is there to bail them out (take over their losses) if and when they go broke. Although this signal was subtle, it was understood by "those in the know." For instance, writing on prudentbear.com, Doug Noland referred to the action as the "Nationalization of U.S. mortgages."

Unless the government goes back on this implicit guarantee, the lion's share of mortgage losses will now be paid by U.S. taxpayers, in the form of interest payments on the extra funds the Treasury will need to borrow in order to cover these losses. This does not mean, however, that the working class will ultimately foot the bill. Under capitalism, wages and salaries are ultimately governed by economic laws that higher taxes do not suspend. Thus, the extra government borrowing isn't likely to have much effect on the after-tax income of working people. If taxes increase, their pre-tax incomes are likely to increase as well, so that the bill will ultimately be paid by employers. But this will cut into employers' profits and thus retard investment, economic growth, and job creation for some time to come--perhaps even decades, if the mortgage losses turn out to be large and the government borrows for the long-term. In this way, and in this sense, then, working people will indeed ultimately bear the burden of the mortgage losses. 

Of course, millions of them have already been hurt more directly, by losing their homes or by losing their equity in their homes as home prices have plummeted. Millions more are likely to be hurt in the future, since the volume of unsold homes on the market, estimated to be an oversupply of more than 10 months, indicates that the housing market has not bottomed out yet. The loss of home equity is especially significant because working people's ability to borrow depends heavily on it, and because ownership of a part or all of their homes is the main way in which they hold what little savings they have. 

***

This financial mess is fundamentally the result of the weakness of the U.S. economy throughout this decade. First the stock market bubble burst, and then the economy went into recession in March of 2001. The 9/11 attacks later that year further weakened the economy and touched off fears of financial collapse. This impelled the Fed to lower short-term interest rates dramatically. Although the recession was later "officially" declared to have ended in November of 2001, employment kept falling through July of 2003. So the Fed kept lowering short-term lending rates. For three full years starting in October of 2002, the real federal funds rate was actually negative. This means that the Fed allowed banks to make additional loans by borrowing funds and then paying back less than they had borrowed, once inflation is taken into account. 

By trying to keep the system afloat through this cheap-money, easy-credit strategy, the Fed created a new bubble. With stock prices having collapsed recently, this time the flood of money went into the housing market. Home mortgage debt, which had increased by an average of 9.2% per year in the 1990s, increased by an annual average of 16.6% in the 2000-2005 period. Loan funds were so ready-to-hand that working-class people whose applications for mortgage loans normally would have been rejected were now able to obtain them. And lenders looked the other way when potential homeowners lied about their assets and incomes. All of this caused home prices to skyrocket; according to the Case-Shiller Home Price Index, they more than doubled during the 2000-2005 period. 

Yet this increase in home prices was far in excess of the flow of value from new production that alone could guarantee repayment of the mortgages in the long run. That is precisely why the real-estate bubble was a bubble. A rise in asset prices or expansion of credit is never excessive in itself; it is excessive only in relation to the underlying flow of value. The new value created in production is ultimately the sole source of all income--including homeowners' wages, salaries, and other income--and therefore it is the sole basis upon which the repayment of mortgages ultimately rests.

What seems surprising in retrospect is that the run-up of home prices was not recognized at the time to be a bubble. But that's the case with every bubble (remember the "new economy" in which Cisco Systems, now worth less than 30% of ExxonMobil, was the world's largest corporation?). And in this case, it was "natural" to assume that home prices would keep going up, because they had never fallen on a national level, at least not since the Great Depression. Had home prices continued to rise, homeowners who had trouble making mortgage payments would have been able to get the necessary funds by borrowing against the increase in the value of their homes, and the crisis would have been averted. It would very likely also have been averted if home prices had leveled off, and even if they had fallen by a few percent. 

But according to the Case-Shiller Index, by January home prices had fallen by 12.5% from the peak reached a year and a half before. Knowledgeable analysts are forecasting an ultimate decline in home prices of 20% to 30%. In some places, such as Detroit, Las Vegas, Miami, Phoenix, and San Diego, they have already fallen by 20% or more. 

Along with the collapse of the housing bubble came an unexpected decline in the values of a whole gamut of "mortgage-backed securities," paper investments whose prices are ultimately based on the expected flow of mortgage payments, and which were regarded as safe investments when the worst-case scenario that was envisioned was for home prices to dip slightly. Recent estimates by Wall Street and academic economists suggest that losses on mortgages and mortgage-backed securities are likely to total about $400 billion when all is said and done. This loss, in turn, is expected to trigger about a $2000 billion ($2 trillion) decline in lending, and this will make the recession longer and more severe. 

But the crisis in the housing sector is not the sole cause of the financial crisis that is requiring new state intervention of a scale and scope not seen since the Great Depression. Another factor is that the flow of cash from mortgage payments has been packaged and repackaged numerous times as various kinds of derivatives. This has made it nearly impossible to identify which mortgage loans are underlying these securities. But their value depends on whether the underlying loans are still likely to be repaid or not, so potential buyers of these securities don't actually know what the sellers are offering them. Former Treasury Secretary Paul O'Neill recently compared this to 10 bottles of water, one of which contains poison. If you buy one, it's very likely that you're buying safe water, but who would take the chance? 

So, although the vast majority of the outstanding mortgage loans are likely to be repaid, potential investors became unwilling to take a chance. Thus the market for mortgage-backed securities became "frozen,"(1) which impeded the ability of firms throughout a wide swath of the system to get the short-term cash they need to meet their obligations. The government has been forced to intervene in order to get the cash circulating again.

***

Meanwhile, the U.S. economy is falling into a recession. During the last four months, 300,000 private-sector jobs have been lost. The Gross Domestic Product (GDP), which increased by 4.9% in the third quarter of 2007, rose only by a miniscule 0.6% in the fourth quarter. The figure for the just-completed first quarter of 2008 is widely expected to be even worse, with nearly half of the forecasters predicting an outright decline in the GDP. Industrial production and retail sales have been sluggish. Home sales and housing construction continue to decline without a clear end in sight. And, once inflation is taken into account, consumer spending has failed to increase since November.

Moreover, a wide variety of "leading" (forward-looking) economic indicators, such as orders for durable goods, permits to build homes, applications for unemployment insurance benefits, and surveys of consumer confidence, suggest that the economy will continue to decline further. The index of leading economic indicators, which combines them and averages them, has declined in five of the past six months, at a substantial 3.3% annual rate. And this index, made up of monthly indicators, excludes the most important leading indicator of all, the quarterly corporate profits figure. Corporate profits fell in the third quarter of 2007, and again in the fourth quarter, by a total of 4.5%. 

Thus far, the current downturn is not as sharp as that which occurred at the start of the 2001 recession. For example, employment has fallen by only two-thirds as much. But any new manifestation of crisis in the financial sector is sure to lengthen and deepen the recession. And the longer and deeper the recession, the greater the chances of additional financial crises. A great deal depends on how much and how long home prices keep falling. 

Martin Feldstein, a member of the group that "officially" declares when recessions begin and end, and the chairman of the Council of Economic Advisers under Reagan, stated last month that "[t]he situation is very bad, the situation is getting worse, and the risks are that it could get very bad." He also said that there is "no doubt" that both 2008 and 2009 "are going to be very difficult years" (March 14, 2008, http://nymag.com/news/features/45323/).

The Fed and other government authorities seem to have quelled the worst fears of the financial world, for now, and for the most part to have freed up the movement of cash needed for it to function day-to-day. But it remains to be seen whether the government's aggressive interventions, its implicit promises to cover whatever losses need to be covered, and its extension of the "too big to fail" doctrine to Wall Street, have fundamentally restored investors' and lenders' faith in the system. If additional financial firms fail, it will not be easy to find others with sufficient wealth to take them over in the way that JPMorgan Chase took over Bear Stearns. 

And if the recession proves to be especially long and deep, the government may not be able easily to borrow the funds it needs in order to stabilize the economy by covering its losses. Eventually, prospective lenders will question whether the U.S. economy is strong enough for the government to meet its obligations. Or will it have to resort to paying back lenders by putting new money into circulation in excess of the new value that is created in production--in other words, to paying them back with Monopoly money? The U.S. government cannot restore faith in the capitalist system once there is no longer faith in the U.S. government. 

The current economic crisis is bringing misery to tens of millions of working people. But the crisis and the government's recent interventions are also bringing us a new opportunity to get rid of a system that is continually rocked by such crises. The financial crisis has caused such panic that the fundamental instability of capitalism is being acknowledged openly on the front pages and the op-ed columns of leading newspapers. 

And the government's recent state-capitalist interventions are perhaps best described as the latest phase of what Marx called "the abolition of the capitalist mode of production within the capitalist mode of production itself" (Capital, Vol. 3, Chap. 27; p. 569 of Penguin ed.). There is nothing private about the system any more except the titles to property. As the Bear Stearns takeover shows, the government isn't even intervening on behalf of private interests; it is intervening on behalf of the system itself. Such total alienation of an economic system from human interests is a clear sign that it needs to perish and make way for a higher social order.

But revolutionaries cannot sit back and let the flow of events do our work for us. It is one thing to disclose the instability of capitalism, but another to show that an alternative to it is possible. Writing in the Financial Times on March 24, Michael Skapinker argued that the recent financial crisis and government interventions have put an end to the Reagan-Thatcher era, but "leftwing and far-left websites . . . clearly have not got a clue" about what might replace it. Encountering answers such as a "world . . . in which the needs of the many come before the greed of the few," he responded: "Like what, exactly?" So platitudes and evasions do no good, nor does bluster about "denounc[ing] with merciless contempt those theorists who demand in advance guaranteed and insured perspectives and particulars about . . . the socialist society."(2) All of this will be exposed for what it is. 

Moreover, it actually harms the struggle for a new society, since it shows that one has "not got a clue" about the supposed alternative one is espousing. It is time to recognize that "Like what, exactly?" is an honest and profound question that demands a straight and worked-out answer. And it is time for revolutionary thinkers and activists to start working out that answer. In the perceived absence of an alternative to capitalism, practical struggles have proven to be self-limiting. They stop short of even trying to remake society totally. When questions about the future are bound up so intimately with the day-to-day movement, or lack thereof, a new human society surely cannot emerge through spontaneous action alone. 

NOTES

(1) However, unless the Dow Jones Index, the price of Treasury bills, etc. have fallen to zero without my knowledge, it is simply not the case that "any confidence that financial securities of any kind have any value behind them" has been lost (Ron Brokmeyer and Htun Lin, News & Letters, January-February 2008, emphases added). Such a gross exaggeration can only reflect an attitude in which "the truth-values of ... statements are of no central interest" (Harry Frankfurt, On Bullshit, 2005).

(2) C. L. R. James, Facing Reality, 1958.
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