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The (lingering) spirit of Kondratieff

(1) In the mid- and late 1980s, I wrote quite a few papers and commentaries on the long wave, or the so-called Kondratieff cycle. According to the “theory”, the global capitalist economic system had exhibited long-term patterns of ups and downs, with a full cycle lasting 50 to 60 years. Since the last Great Depression was in the 1930s, there was understandably very keen interest in the 1980s as to whether the long wave was continuing, and whether another economic disaster was around the corner. After investigating various worldwide economic trends, in particular the woes of the US economy, I joined the fray and warned about the dangerous effects of the “downwave” in the late 1980s or the early 1990s.(1)
The day of reckoning delayed?

(2) I was wrong. No depression emerged. Two things instead happened, both beyond my anticipation. First, the US economy managed to go through the painful process of “downsizing” and restructuring, and emerged with a lot of strengths, helped in no small measures by the information technology (IT) revolution. Second, the further opening up of the Chinese economy after the “Deng whirlwind” of 1992 seemed to generate a window of opportunities for world capitalism. In the 1930s, the Soviet Union was entirely closed and hence insulated itself from the meltdown. In contrast, an outward-oriented China, the most populous nation on earth, could alongside with technology bail out the capitalist system and bury the spirit of Kondratieff.

(3) Behind these two phenomena, there has been a more fundamental force: globalization, not just in material production, but also in services, and most importantly in finance. Of course, globalization has always been unfolding. Almost a century ago, Lenin and Trotsky already seriously analyzed imperialism and the need for world revolution. But now we got the telephone, the aeroplane, the container, and the fax machine, any winner or leader in the much more internationalized economy can exert huge pressure on the rest of the world. The IT revolution simply makes globalization more cost-effective, and competition more imminent. In the eyes of the optimists, a “new era” of worldwide prosperity may become possible in the 21st century if we all do what the US has done in the past two decades.

(4) Then in the past few years came a series of bad news: Japan’s slow-motion economic decline, compensated (for the audience) by the high drama of the East Asian crisis, persistent deflation in the commodity market, as well as the enlarging financial bubble in the US. It has also become clear that with all its domestic problems, the Chinese economy can’t save the world. The long wave advocates have been recharged.(2) Even the Economist recently agreed that deflation, instead of inflation, poses the real global threat. 

How wrong was I then? After all, there are many explanations for the long wave phenomenon, population dynamics being one of them (as I shall analyze below). In the crudest version, the capitalist system is somewhat like a person, with all the biological/cyclical fluctuations to go through. To Kondratieff, the average life span of a normal person was no doubt 50 to 60 years. But in the second half of the 20th century, surely an extended period of 60-70 years seems justifiable. Hence the delay in the day of reckoning? Ah, I should have known.

Over-investment and under-consumption

To me, even up to now, the most fundamental twin-force behind the elusive long wave, if it really exists, must be that of over-investment and under-consumption in the global capitalist system. “Over” and “under” are relative concepts. So they are linked. A profitability crisis would occur if the increasingly huge amount of capital funds couldn’t realize their planned profits. A pre-requisite for realization is that people buy the goods and services they generate. But when people are progressively impoverished, in relative or even absolute terms, and thereby lack purchasing power, capitalism must run into trouble.  

Mind you, I am talking about long-term trends, not short-run market adjustment. As much as any laissez faire believer, I understand that when there is oversupply, the price level should fall and demand should pick up. Unfortunately, in a dynamic setting, not to say a developmental setting, such a textbook “theory” is useless. 

(5) Japan is a clear counter-example to the textbook case. The country has been witnessing deflation and lack of demand at the same time. Now an increasing number of economists, led by Paul Krugman of the MIT, are arguing that the Japanese economy is caught in a liquidity trap, in which saving and investment would only equalize at negative real interest rates.(3)  This is a very interesting viewpoint, and I am glad that Keynesianism is finally making a comeback, after all these years of domination by orthodox monetarism and anti-government ideology.

But I am afraid that the hypothesis of liquidity trap does not explain enough. According to it, people refrain from consuming or investing, not because they do not have money, but because they forecast that prices are going to fall (or increase at a rate below the nominal interest rate). In other words, the real interest rate is perceived to be too high, although the nominal interest rate is already very low, approaching zero. Hence printing more money would be of little use, unless price expectations are reversed. People would simply save more, buy later, instead of spending the new money. That is the meaning of the famous horizontal LM curve in the Hicksian IS-LM model of Keynes’s General Theory.

The solution, according to Krugman, is “inflation targetting”. Since nominal interest rates in Japan are near zero, and by definition they cannot be negative, the Bank of Japan should “credibly promise to be irresponsible” by announcing that it would continuously print money and engineer monetary expansion until the deflation process is halted and inflation reaches a psychologically meaningful level. Real interest rates will then become significantly negative. Knowing that prices will rise and that borrowing is genuinely cheap, there is no long good reason for people to delay their consumption and investment decisions, as future bargains disappear. 

The debt trap versus the liquidity trap

(6) Is the problem really one of people having the money but not wanting to spend it, as yet? This may or may not be the case in Japan. In the context of global capitalism and the haunting long wave, the hypothesis seems at best a marginal explanation. 

(7) Like the textbook analysis of supply and demand, the liquidity trap theory also misses a structural problem for the crisis that we have been caught in. If the origin of the crisis had been an over-investment in key economic sectors that led to a bubble, the bursting of the bubble would have created a financial mess, which would take an awful long time to sort out. Many who bought property at the peak in Japan (in the second half of the 1980s), or in Hong Kong (in 1996-97), are facing a struggle in livelihood or business. From the perspective of their bankers, their equity now shows a “negative value”. And they are locked into a very demanding repayment schedule for many years to come. Ask them whether they would visit more frequently a fashionable restaurant in town if the price of a set dinner there is 20% less or 20% more. I guess they don’t care.

(8) Credit-constrained consumers and enterprises behave rather differently from those that are not. They may be rather insensitive to changes in the general price level. What is needed is microeconomic financial restructuring that directly addresses their structural problems. But that is not easily to come by, without government intervention or cruel decisions in the market. In other words, for an economy caught in financial illiquidity and repayment difficulties, there is more to do than money pumping by the central bank. Financial restructuring is a dynamic solution that has multi-year implications down the road, more so than a “spend it now or later” decision. 

A debt trap is qualitatively different from a liquidity trap. Having said that, I would submit that if the monetary authority is “irresponsible” enough to pump money continuously into the economy, their difference would diminish over time. The problem is that microeconomic inefficiency may (further) build up in the process.

Globalization and IT: two-edged swords and demand displacement

(9) In the worldwide context, nevertheless, there is as yet no institution that can play the role of an effective central bank, not to mention one that aims at an inflation target. Moreover, many people simply do not have the money to spend. If prices rise, they might actually be worse off.
It seems quite obvious that since the 1960s there has been a long-term global process of over-investment, alongside with deteriorating wealth and income distribution that undermines effective purchasing power. Both further globalization and the more recent IT revolution may have helped to reduce cost and increase supply, but have they, and will they, increase demand?

Globalization allows enterprises to look for the cheapest way of production by geographical sourcing and searching; and the IT revolution reduces the cost of communications and the operation cost in many areas of intellectual work. By making things cheaper, people hopefully will buy more. 

The vital assumption is that the dual-process does not first of all result in a decline in people’s purchasing power. In other words, it should raise people’s nominal income vis-à-vis the cheaper goods and services. Moreover, it should push up average real income at a rate consistent with (higher) world economic growth.

(10) Is that the case? The problem is that the two linked phenomena carry important displacement effects. Globalization displaces labour geographically; while IT displaces human labour in favour of machines and electronic waves. A US automobile plant relocated to Thailand destroys jobs and demands in Detroit, but creates them in Bangkok. What is the net change in global demand? It is difficult to say if one takes into account the second- and third-round effects of the repercussions on the domestic and the foreign economies, which may be employment enhancing. In the case of Hong Kong, though, it seems clear that the aftermath of relocating manufacturing to southern China has resulted in a persistent deterioration in income distribution and has undermined the growth of effective demand in the domestic economy.

On the other hand, an ITV (interactive television) channel or internet site through which we can order food and other consumption items from the supermarket will reduce costs for us as well as the supermarket. But will we purchase so much more as to compensate for the fall in demand associated with the closing of the supermarket outlets, the transfer of goods to the warehouses, and the associated unemployment of labour? I am really sceptical.

(11) Overall, my observation is that, on a world-wide basis, globalization and the IT revolution seem to be reducing costs at a speed higher than that of creating net demands, i.e. their displacement effect dominates their efficiency effect. This is however still consistent with the fact that the US, as leader in both processes, could within a certain time limit earn huge profits and show a very high degree of prosperity, particularly in an atmosphere of financial euphoria. The problems are just exported to other countries, which are in a way forced to follow the US model of downsizing and restructuring. Ultimately, though, the global demand constraint would be binding.

Individual versus collective rationality

(12) From another angle, there is a problem of the conflict between individual and collective rationality. For any multinational firm, globalization and IT help it to cut cost, so it earns more profit at the expense of its competitors. Whether its action would result in shrinkage in world demand is something that it probably does not give a damn. The immediate benefit is so clear. Just go for it.

(13) If all these self-centred actions lead to collective irrationality in the form of a long wave, who care? Well, this is the core meaning of a Kondratieff cycle. Nobody creates it alone, nobody manages it, and nobody can control or abort it! By saying that the downwave is troubling the world again, long wave advocates are not really blaming any party in particular. Whether the world can learn the real lessons and avoid the same “fate” in the next round, some time in the 21st century, is another story. It is too early to talk about the next long cycle, and probably too late to do anything about the downwave of the present one.  

Technologically augmented population dynamics: explaining the length of the cycle?

(14) Suppose the long wave really exists and is still haunting us. But why 50 years? 60 years? or 70years? The allusion to world capitalism as a person with a life span is indeed very crude, and appears silly. However, population dynamics, technologically augmented, is a different story. A baby boom after a major depression that destroyed old investments built on obsolete technologies would represent unprecedented demands for goods and services and for new technologies, if they were forthcoming. A virtuous supply-demand spiral could lift the world! The 1950s and the 1960s seemed to be such a blissful stage in history, and economists of the Keynesian persuasion even talked about the end of economic cycles. Then came the baby bust, well, in the developed world at least, and the growth in aggregate demand inevitably slowed.(4) Existential “Generation-X” and the likes, much less effort-driven and directional in career-life, provided insufficient improvement in supply efficiency (perhaps because of sagging individual labour productivity as an inevitable aftermath of affluence) and demand support (if anything, by producing less marriages and less new babies). A downward supply-demand spiral could therefore have set in.

(15) Is the story an accurate description of reality? It may be so for the developed world. For the developing countries, however, the baby boom has been going on all the time since reliable statistics became available, despite all the Malthusian mechanisms of “punishments”: famines, wars, and other natural and man-made disasters. As Paul Kennedy puts it, the problem is an uneven distribution of demographics and technology.(5) The third world provides so much of the increase in global population, and yet there are so few “silicon valleys” of technological hopes. All of the latter are concentrated in the first world. The mis-match between supply and demand seems ever enlarging.

In a way, though, the theory can still be saved, as one may argue that it is the first world that really matters in the upswing of the long wave. In other words, the post-(second world)-war baby boom and technological progress in the developed economies were the force behind the latest upwave. What was happening in the developing countries had only marginal implications. Some might even benefit from the benign spillover effects, e.g., East Asia.

The trouble is that in a downwave, the situation would be much more complicated. There is no baby bust in the third world, nor any Generation-X (except through importation). Because of absolute and relative impoverishment, in any case, its ever-expanding population simply could not provide sufficient demand growth to compensate for the fall-out or easing-out in the developed countries. 

Paper money looking for elusive profit

(16) Hence in the downwave, the huge amounts of capital funds accumulated in the previous upwave face increasing problems of profit realization and further growth. As expansion of effective aggregate demand at the apex of global capitalism slows, multinational enterprises would rush to whatever investment outlets that give a glimpse of hope. The “East Asian Economic Miracle” and the “East Asian Financial Crisis”, almost like a soap opera if not for the tremendous human tragedies involved, symbolized a typical episode in which “there is too much money chasing too little profit”.(6) The region was first eulogized, then dumped, as herd behaviour ruled. The globalization of financial markets, helped by the IT revolution albeit not by proper regulatory improvement, has indeed contributed to greater volatility. However, one would be superficial if the underlying dilemma of world capitalism is not addressed. The hedge funds are just an expression of that dilemma.
(17) The glimpse of hope is of course not restricted to the outside world. The US economy itself is exhibiting a fair amount of narcissism. The IT revolution seems such a relief to investors. There is no need to turn one’s eyes elsewhere: just look at the mirror. In the process, even the distinction between supply and demand becomes blurred. Globalization and IT are indeed demand enhancing.

I hope I am wrong again

I hope I am wrong again. I hope to be able to say some time in the future the following words: Kondratieff was dead long time ago, and by all evidence his spirit is not interested in, nor intervening in, the affairs of this world. What we are witnessing is not the downwave of his fabled cycle, but the birth pain of a new, glorious, era.

But if I am not wrong this time, ………
Notes

(18) Only one of my papers at that time was in English. See Tsang Shu-ki, “My Views on the Present Maladies of the World Economy and Recommendations to the Economic Summit of the Developed Countries”, in Tokyo Club Foundation for Global Studies, The Asian NIEs and the Economies of the Developed Countries, October 1988, pp.133-158 (pp.297-318 in Japanese). There were then so many publications about the long wave. The one that I liked most was J.J. van Duijn, The Long Wave in Economic Life, London: George Allen & Unwin, 1983. Although I did not agree with everything it said, its presentation was succinct, with a good dose of empirics, and its discussion was rich in policy implications.
(19) For an update of the theory of and the debate on the long wave, visit the web site of the Longwave and Social Cycles Resource Centre (www.1-888.com/longwave/).

(20) See Krugman’s articles on his web page (web.mit.edu/krugman/www), in particular “Japan: still trapped”.
For an exposition of this demographic phenomenon, read Edward Cheung, Baby-Boomers, Generation-X and Social Cycles, Toronto: Longwave Press, 1995.

(21) Paul Kennedy, Preparing for the Twenty-First Century, Fontana Press, 1993.
(22) Alternatively, with due respect to the proliferating financial derivatives, we may say that too much paper money is chasing paper profit, but only part of the latter can be turned into actual profit.

