
and their shareholders. 
 
Corporate profits rose so 
quickly and so astronomi-
cally, that companies could-
n’t profitably reinvest it all 
in production.   Instead, they 
pumped billions and billions 
of dollars into financial 
dealing or invested it outside 
North America.  Firms also 
purchased their own stocks 
to drive up share values, 
bought exotic financial con-
tracts like derivatives or as-
set-backed securities, re-
warded shareholders with 
lavish dividends and offered 
bloated salaries and bonuses 
to company directors and 
executives. 

Why is US President Barack 
Obama spending almost 
$800 billion on his 
“stimulus plan” for the US?  
Why are governments in 
Europe, Japan, China and 
other countries spending 
equally-huge amounts of 
money, often facing long-
term deficits and debt to do 
it?  
 
How did he get there? 
 

From Booming Profits To 

Complete Disarray… 
 

Essentially, the answer is 
that global capitalist system 
is in complete disarray fol-
lowing a roughly five-year 
economic boom that ex-
posed many of the system’s 
most glaring contradictions.  
In the process, it showed 
that left to its own devices – 
or more to the point, to the 
devices of those that own 
and control capital and in-
vestment – the system can-
not be relied on to serve the 
needs of most of the world’s 
people. 
 
The recent boom was 
marked by a glaring and 

widening income gap be-
tween the wealthy and aver-
age people.  Even with high 
levels of employment, most 
workers’ wages stagnated.  
Workers and their families 
increasingly found that the 
only way to maintain their 
living standards was through 
massive borrowing and 
deepening debt.  At the 
same time, profits surged: 
profits recovered more 
quickly than in any of the 
eight preceding post-War 
booms, even though wages 
barely recovered at all.  In 
other words, almost all the 
gains in productivity and 
output went directly to cor-
porations, their executives 
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This produced a sudden, massive blast of money into stock markets, which in turn pushed 
share prices even higher, encouraging even more speculation.  Profit rates in finance greatly 
exceeded those in industry, which drew even more investment capital out of production and 
into finance. 
 
”Capital flowed out of manufacturing, with its ‘low’ profits and into the financial sector where 
profits were much higher,” labour lawyer Thomas Geoghagen wrote recently in Harpers.  In 
the mid-1960s, manufacturing accounted for over half of US corporate profits; by 2005, 
manufacturing’s share of total profits was only about 15 percent.  Conversely, financial profits 
hit 40 percent of total profits. The US “became less competitive in manufacturing because we 
could not accept the lower rate of profit – not vis-à-vis our competitors in Mexico but… our 
competitors in New York City,” suggests Geoghagen. And with the skids greased by low in-
terest rates and easy credit, you have a recipe for an over-heated, unbalanced, unsustainable 
financial bubble, which is precisely what occurred. 
 
Another place corporations invested those billions in profits was offshore, especially in low-
wage countries like China. US direct investment in China totalled only $4.9 billion in 1997; 
by 2008 non-financial investment – investment in manufacturing and resource development – 
alone was $146.2 billion U.S. dollars.  Total investment was over $160 billion.  The reverse 
flow of imported manufactured goods of course put intense pressure on US jobs.   
 

In the past decade, China 
eclipsed even Japan and Mexico 
as sources of US imports.  This 
was accompanied by job losses 
in a number of US industries.  
The Congressional Budget Of-
fice reported in 2005 for instance 
that:  “Above-average declines in 
employment occurred in several 
industries with particularly large 
increases in the share of domes-
tic demand accounted for by 
Chinese imports, including those for textile mill products, apparel, leather and allied products, 
computer and electronic products, and electrical equipment and appliances.” 
 
The US boom was in fact paradoxical from the point of view of working people.  In spite of 
growth in demand, there was little growth in wages.  And despite quite substantial employ-
ment growth in sectors such as services and financial services, there was ongoing job loss in 
manufacturing.  The Economic Policy Institute reported in September 2007 that:  “The rise in 
the U.S. trade deficit with China between 1997 and 2006 has displaced production that could 
have supported 2,166,000 U.S. jobs. Most of these jobs (1.8 million) have been lost since 
China entered the WTO in 2001. Between 1997 and 2001, growing trade deficits displaced an 
average of 101,000 jobs per year,” two-thirds in manufacturing. 
 
Employment loss in good-paying sectors ultimately put downward pressure on demand for 
key employment drivers such as autos and homes.  It also encouraged even more household 
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debt. The growth of debt was seen most acutely in the housing sector.  Housing demand was 
pushed forward by low interest rates and easy mortgages; meanwhile consumers could use 
their homes as ATMs due to rising house prices.  A report by the Financial Markets Centre in 
March 2006 said that between October and December 2005 alone “the volume of new net 
home mortgage borrowing rose by $1.11 trillion, bringing the level of outstanding mortgage 
debt to $8.66 trillion – an amount that equalled 69.4 percent of US GDP.”   Builders bought 
lots and built homes speculatively, hoping the mortgage-driven housing boom would continue 
indefinitely. 

 
It shouldn’t be surprising that when 
it came, then, that the economic 
collapse began in the US home-
construction sector.  And it should 
not be a surprise that at about the 
same time, the US auto sector be-
gan to slump.  Fuelled by the US 
Federal Reserve’s policy of sus-
tained low interest rates as well as 
steadily rising home values and the 
growth of so-called subprime mort-
gages, the housing market ex-
ploded after 2001.    Families could 

borrow cheaply; mortgage lenders provided home-purchase loans with little money down, ini-
tial low interest rates and scant credit checks.  They even borrowed against the value of their 
existing homes on the expectation that resale values would keep on rising.  Demand for new 
homes drove demand for building products, home furnishings, new subdivision developments, 
appliances and vehicles. 
 
New housing starts rose by 35 percent, from under 1.9 million in 2000 to a peak of nearly 2.5 
million in 2005, while the annual value of construction doubled. And builders were not only 
putting up more homes; they were also building a growing number of bigger and more expen-
sive homes to satisfy a rapidly-expanding luxury market, as well.  And they were buying up 
more and more land on spec, hoping to build and sell even more new houses. 
 
By mid-year 2004, however, as central banks tend to do, the Federal Reserve began to worry 
about inflation.  Central banks’ normal response to rising prices is to raise interest rates. And 
that’s exactly what happened. As rates began to climb, serious faults appeared in the mortgage 
and housing markets.  One was increasingly brutal competition in the mortgage market, which 
both drove down profits and encouraged lenders to provide even easier terms to borrowers.  
Another was that subprime mortgages typically involved low initial interest rates but then re-
set at higher rates later on.  In late 2006 and early 2007 defaults on mortgages began rising 
sharply, especially for purchasers with poor credit histories. The default rate had fallen to 5.37 
in May 2005; now it rose to 10.9 percent – higher even than November 2001 when economic 
growth resumed after the recession. 
 
From the start of 2006 to February 2007 at least 20 subprime lenders shut down, scaled back 
or sold themselves to larger companies.  In April 2007, leading lender New Century said in its 
bankruptcy filing that it wanted to sell most of its assets within 45 days.  About 3,200 people – 
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over half its workforce – would be out of work.  New Century said it was selling its mortgage- 
billing and collections unit to Carrington Capital Management LLC for $139 million.   
 
More major subprime bankruptcies soon followed.  At the same time, banks and other finan-
cial institutions began to discover that they, too, had a serious problem.  Banks and mortgage 
lenders found that huge numbers of their mortgage loans were now non-performing, already in 
default or foreclosure or simply unsold.   
 
Investors and investment 
banks’ problem was that 
they were holding millions 
of mortgages which the 
subprime dealers had bun-
dled into securities and 
which were now held by 
investment houses and in-
vestment dealers all over 
the world.  As the sub-
prime market began to col-
lapse, faith in those securi-
ties evaporated, leaving the 
dealers with billions of dollars worth of increasingly worthless commercial paper.  The boom 
was financed to a huge extent on credit; now credit markets began to collapse, since lenders 
were no longer sure who was solvent and who was not. 
 
As the number of foreclosures mounted, demand for new houses ceased.  Home prices began 
to fall, removing one of US families’ sources of credit. With wages stagnant, the only way for 
most people to maintain their standard of living was to borrow.  But by 2007 growing num-
bers were maxed out and fac-
ing credit problems.  
   
This drove down demand for 
houses, cars, building materi-
als, furniture and appliances.   
Soon, not only were home-
building companies canceling 
orders and laying off their 
workers; they began selling 
off at fire-sale prices their un-
sold houses and all those lots 
they bought on speculation.   
 
Other sectors of the economy 
were meanwhile being dimin-
ished by under-investment. 
Companies shipped profits 
offshore in search of higher 
profits in low-wage countries 
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like China or siphoned capital out of production and into stock markets.  Both strategies made 
US workers increasingly vulnerable to foreign competitors. By 2007, for example, the US Big 
Three’s share fell to under half the US auto market for the first time:  Asian car companies 
captured 44.6 percent - with Toyota Motor accounting for 17.1 percent of the market - while 
European brands held 7.3 percent, according to Autodata. In mid-2008, US Steel said that off-
shore steel – mainly highly-subsidized imports from China — had captured 31 percent of the 
US market. 
 

The Threat of Deflation 

 

The greatest risk when the economy goes into recession is what economists call deflation.  In 

a deflationary situation unemployment and reduced production begin to feed on themselves:  

when people lose their jobs, they also risk losing their homes or drop plans to buy new homes; 

they stop shopping for all but essentials.  They put off purchasing in hopes of even lower 

prices tomorrow.  We have seen the downward spiral in the real economy — reduced spend-

ing pushing down profits, forcing reduced output, leading to reduced employment, leading to 

further reduced spending — that resulted when mortgage-lending and home-building profits 

began to collapse.  This soon produced a downward spiral in the financial markets as well:  

reduced profits coupled with higher interest rates led to reduced stock-market dealing which 

led to falling share prices which led to additional flight of capital from stock markets. 

 

This is what happened during the Great Depression of the 1930s.  In a famous article for the 

National Bureau of Economic Research, future Nobel Prize-winning economist Simon 

Kuznets notes that between 1929 and 1932, wages paid in the US fell by 40 percent and pro-

duction by almost 53 percent, while business savings fell from $1.8 billion to a deficit of $9.5 

billion.  Total employment fell by nearly 30 percent, 

manufacturing by nearly 40 percent and construction 

by over half.  Over the same period consumer prices 

fell by 20 percent, wholesale prices by over 30 per-

cent.  This gives us some idea of the potential dam-

age that might result from a sudden curtailment of 

production combined with massive layoffs.  In Can-

ada, the Bank of Canada notes that prices also fell by 

20 percent over the same four-year period. 

 

Again, as firms’ profits begin to fall and their orders 

disappear, they find they have little alternative but to 

cut back on output and lay off workers.  But what 

makes sense for each individual firm is unfortunately 

devastating for the economy as a whole.  The vicious 

cycle worsens when prices begin to fall because companies and consumers begin to put off 

purchases in the expectation of even lower future prices. One company’s reduced costs of op-

eration are others’ lost orders because the laid-off workers no longer have the purchasing 

power to buy the other companies’ products.  When you extend these developments across 

entire national economies or the global economy, you have the sort of falling output, falling 
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employment and falling consumer demand that cause and sustain deflation. 
 
In the US, the gross domestic product decreased at an annual rate of 6.2 percent from the third 
to the fourth quarter of 2008, according to preliminary estimates released by the Bureau of 
Economic analysis.  In the third quarter, real GDP had decreased only 0.5 percent.  The de-
crease in real GDP in the fourth quarter primarily reflected negative contributions from ex-
ports, personal consumption expenditures, equipment and software, and residential fixed in-
vestment, says BEA.  These were only partly offset by a positive contribution from federal 
government spending.  Imports, which are a subtraction in the calculation of GDP, decreased. 

 
The fall in output went hand-in-hand with a severe reduction in the number of people working. 
Non-farm payroll employment continued to fall sharply in February (-651,000) and the unem-
ployment rate rose from 7.6 to 8.1 percent.  In the four months from November through Feb-
ruary, the number of workers on US payrolls declined by 2.6 million; in February, job losses 
were large and widespread across nearly all major industry sectors. 
 
Economist Nourial Robini is just one of many warning that “a vicious circle of economic con-
traction and worsening financial conditions is underway.”  Robini wrote recently that “2009 
will be a painful year of global recession and further financial stresses, losses, and bankrupt-
cies. Only aggressive, coordinated, and effective policy actions by advanced and emerging-
market countries can ensure that the global economy recovers in 2010, rather than entering a 
more protracted period.”   
 
The World Bank has predicted that outside rapidly-expanding economies like China, global 
growth will turn negative in 2009 and world trade will shrink by 2.1 percent.  A report from 
the International Labour Organization says global unemployment in 2009 could increase over 
2007 by a range of 18 million to 30 million workers, and more than 50 million if the situation 
continues to deteriorate.  The ILO report also said that in this last scenario some 200 million 
workers, mostly in developing economies, could be pushed into extreme poverty. 
 

The Need For Stimulus 

 
This brings us to the question of economic stimulus.  The short answer to the question as to 
why we need it is that it can stop the downward cycle of deflation.  Deflation is extremely bad 
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for the economy and for most citizens.   
 
As we have seen, the level of investment is determined by the rate of profit corporations make 
from production or financial activities.  The interest rate is part of and governed by the profit 
rate on the real means of production.   During a slump, despite abnormally low rates of inter-
est – the Bank of Canada, for instance, just dropped interest rates to 0.25 percent -- loanable 
capital nonetheless remains unused. In the phase of the industrial cycle immediately after a 
crisis, in fact, there are typically great masses of capital lying idle in the hands of banks.  In 
the late 1930s, for instance, excess bank reserves (an index of the difference between actual 
loans and banks’ legally-authorized lending capacity) were at the highest level in US history, 
despite very low interest rates.  
 
This is precisely what’s happening in the present crisis.  In a massive understatement, the US 
Federal Reserve said recently that:  “Most U.S. banking organizations currently have capital 
levels well in excess of the amounts required to be well capitalized.”  In fact, from April 2008 
to April 2009, Fed statistics show that the level of excess reserves soared from $1.8 billion to 
$862.4 billion.  The fall in both banks’ and other corporations’ expectations of profits have 
fallen so totally that banks are not lending and companies are not borrowing.  
 
Unfortunately, in other words, growth won’t be restored until profits are restored.  And the 
source of that restoration is only likely to come from the public sector; private capital clearly 
neither has much interest or much ability to restart the economy on its own.  Capitalism, as 
economist John Maynard Keynes pointed out during the 1930s, can find a profitable 
“equilibrium” far short of full employment.  Without measures to increase spending and de-
mand, there is nothing to compel capitalists to invest unprofitably.   
 
In other words, left to their own devices, corporations might do what is good for corporations 
but that is not necessarily good for the rest of society. Since the advent of so-called 
“Reaganomics” in the early 1980s, we have in fact seen what unfettered and undirected capi-
talism leads to and it is hardly impressive from the standpoint of most working families.  
What’s required is what is called Keynesianism, after British economist John Maynard 
Keynes, whose ideas were applied to the problem of rebuilding the Western economy follow-
ing the Great Depression and the Second World War.  Keynes suggested that governments 
sometimes need to spend, not cut, in the face of a severe recession, even if that means going 
into debt and borrowing. 
 
In this regard, one of the problems the US government faces today, as City University of New 
York geographer David Harvey wrote recently, is that because of its massive outflow of capi-
tal and huge trade deficit, the US  “starts from a position of chronic indebtedness to the rest of 
the world (it has been borrowing at the rate of more than $2-billion a day over the last ten 
years or more) and this poses an economic limitation upon the size of the extra deficit that can 
now be incurred.”   
 
That in turn is a problem because an absolutely massive effort toward economic stimulation is 
precisely what’s needed.  Many economists believe the $800 billion voted recently by the US 
Congress is unlikely to be enough and President Barack Obama made that clear to world lead-
ers at the recent G20 summit in London.  This is why Obama is trying so hard to get other 
countries to stimulate their economies: it might take something more on the order of $2-
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trillion to do the job, which would indeed lead to inflation and excessive debt were the US to 
simply try to reflate on its own, as Harvey notes. “The only possible economic option,” he 
suggests, “would be to replace the ‘weak Keynesianism’ of excessive military expenditures by 
the much ‘stronger Keynesianism’ of social programs. Cutting the US defense budget in half 
(bringing it more in line with that of Europe in terms of proportion of GDP) might technically 
help but it would be, of course, political suicide, given the posture of the Republican Party as 
well as many Democrats, for anyone who proposed it.”  Yet that’s exactly what workers 
should be fighting for. 
 
The most important element of an effective stimulus is that it must encourage spending on 
goods and services.  In other words, the government must aim for spending and investments 
that lift the real economy – the world of production of goods and services, not just the shad-
owy realm of paper profits – and relief must be directed to people who will spend it, that is, to 
the poor, the working class and middle-class.  The well-off, as Harvey points out “are more 
likely to spend it on bidding up asset values (buying up foreclosed houses, for example), 
rather than increasing their purchases of goods and services.” Again, we have seen what those 
with plenty of money are likely to do with any additional income they receive.   That’s why 
tax cuts – favoured by right-wing economists and politicians – provide a relatively poor form 
of economic stimulus. 
 
Ordinary people are likely to spend almost 
all of any increase in their incomes.  Econo-
mist Mark Zandi of Moody’s Economy.com, 
for instance, shows how the most effective 
form of stimulus is actually income-support 
programs such as food stamps or unemploy-
ment insurance.  Nearly as effective is infra-
structure spending, which has the benefit of 
creating lots of jobs and when completed, 
hopefully improves productive efficiency, 
for example by reducing transportation times 
or training workers for new jobs in a chang-
ing economy. 
 
Not only are these stimulus options the most 
effective; they have the added benefit of as-
sisting those hardest hit by the downturn and 
tackling long-standing infrastructure needs 
that would lower transportation costs, de-
crease traffic, improve energy efficiency and sustainability and increase business productivity. 
Zandi’s analysis also shows what doesn’t work as stimulus: a variety of tax breaks for corpo-
rations and wealthy individuals, which cost over twice as much as they return to the economy.  
He estimates that each dollar of refundable tax rebates only boosts GDP by about $1.26, while 
each dollar of  infrastructure spending could provide a $1.59 boost and each dollar spent on 
food stamps returns $1.70.   
 
Zandi has also demonstrated that a stimulus package can actually reduce or at least limit un-
employment.  The US House of Representatives’ stimulus plan proposed in January for in-
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stance “will not reverse the current recession but it will provide a vital boost to the flagging 
economy. With the stimulus, there will be 4 million more jobs and the jobless rate will be 
more than 2 percentage points lower by the end of 2010 than without any fiscal stimulus. 
Without stimulus, unemployment will rise well into the double digits by this time next year, 
and the economy will not return to full employment until 2014.” 

Many working people wonder why the bankers, financiers and corporate executives who made 
the current economic mess should be given a helping hand out of it.  The answer is that the 
economy is far too important to most people’s lives to be left to capitalists to sort out on their 
own.  And don’t be fooled:  in a severe deflationary meltdown, working people would be hurt 
much more than would corporations and the wealthy.  While most of those who accumulated 
millions during the boom can now sit it out and ride it out, workers would pay in the form of 
unemployment, rising debt loads, lost homes and lost opportunities.  Many more of us would 
sink into poverty, as the ILO has pointed out.  Many more families would be torn apart. 
 
Working people therefore have a deep and abiding interest in the development of effective and 
socially-beneficial stimulus plans.  What we don’t need is a lot of money to be thrown at 
bankers.  What we do need is measures that will direct investment into socially-useful projects 
that benefit people.  That includes income-support measures to help people through the tough 
times and maintains consumer demand and spending on goods and services.  It also includes 
opportunities for people to develop and upgrade their skills, retrain and learn new skills. It 
includes taking the opportunity to invest in projects that will allow us to increase productivity, 
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improve transportation systems, increase energy efficiency and shift to a more sustainable 
economy. 
 
Many of these projects will likely be started up as public enterprises or draw on public re-
sources. We should strive to keep them as public enterprises when the economy recovers.  
We should also ensure that whenever public dollars go to private corporations, the public 
not only retains some equity in the business and oversight of the way those dollars are spent 
but also gets a fair share of the returns on its investment. 
 
There’s a difference, after all, between a stimulus package and a blank cheque.  Hopefully 
the days are now gone when governments simply throw dollars and companies and hope 
that a few of the benefits will “trickle down” to ordinary folks.  From now on, we need to 
take a much more active role and demand our fair share. 
 
If the people help companies through the bad times, we should expect some returns in good 
times.  The government should assume equity positions equal to the amount that goes into 
any corporate restructuring, so that when profits begin to flow again, taxpayers can recoup 
at least some of the tax dollars companies receive.  Governments should experiment with 
various forms of public ownership, such as publicly-owned corporations and non-profit 
agencies to run enterprises that are crucial to overall social objective.  And spending should 
be directed to useful projects:  renewable energy, infrastructure, diversification and renewal 
of industry, training and key community services like health care, child care, training and 
education.  As Obama said in announcing his stimulus bill in January, we need a plan that 
“not only creates jobs in the short-term but spurs economic growth and competitiveness in 
the long-term.” ♦ 
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uswlu2009 

For a backgrounder on Housing and Finance Capital in the 2008 Economic Melt-
down, please visit: http://www.usw.ca/UserFiles/File/D3 documents/

Building_the_Boom_26_01_09.pdf 


