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PREFACE
to the Chinese edition

It gives me great pleasure to see my book Structural Slumps published
in China. The book is a study of the determination of economic activity
from an entirely non-monetary point of view. It differs from the “real busi-
ness cycle”literature,, though, in focusing on secular shifts and long swings
in activity and in viewing changes in the level of activity as primarily
changes in unemployment. To understand such non-stationary shifts and
swings the book developed a theoretical framework in which one can easily
study the effects of permanent structural changes and in which a rich assort-
ment of business assets and household assets are involved in the adjustment
process .

The impetus for the book was the puzzle posed by the unforeseen
slump in which continental western Europe fell into in the early 1980s.
The book emphasized the sharp elevation of the world real interest rate in
1981, the slow rise of European workers’ social wealth in the form of wel-
fare benefits, or entitlements, and the increased tax rates on labor. later I
realized that there was another cause — slower productivity growth —
which, while fully present in the theoretical framework , was under-empha-
sized in the book . The story behind much of the slump was that, generally
in the‘70s, one European country after another had caught up with U.S.
capital and productivity as much as it could, so investment activity was cut

back in the‘80s, causing a cutback of employment. The burdensomeness
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of several of Europe’s social and economic institutions were then no longer
offset by extraordinary investment opportunities such as had been enjoyed in
the "60s.

This theoretical framework was later seen to have applications as well
to structural booms, which are temporary by definition. The great invest-
ment boom of 1996 — 2000, which was strongest in the United States,is a
paradigm case of such a boom.The key to understanding such a boom is to
introduce into the framework the sudden expectation of a future technical
advance that prompts firms to step up their investing in new plant,
customers and employees . (Slumps in the temporary sense can be linked to
expectations of a temporary pause in technological advances. ) Although such
expectations are not directly observable, real share prices and real exchange
rates appear to be serviceable proxies for business confidence in medium-
term investment opportunities. A thorough examination of what happens
when such expectations are seen to have been exaggerated is the next step
in business cycle research.

I feel sure that Structural Slumps has applications to China and to
many or most emerging market economies. The lag of real wages behind la-
bor productivity during the decades of most rapid growth, followed by a ten-
dency for the gap to level off (or to narrow if growth slows down), is one
characteristic that the framework here may help to illuminate. The rise of
unemployment as labor relocates from rural areas to cities is also consistent
with the framework . However , perhaps the framework’ s treatment of the fi-
nancial sector will have to be expanded if it is capture all the important as-
pects of investment and unemployment in China today .

I want to thank Professor Peikung Chung for the great interest he took
in the ideas set out in Structural Slumps and to congratulatc him on

reaching his 90" birthday this year.



B oW

1 am also very grateful to Dr. Jian Ping Fei for his dedication to the
demanding task of translating from English so extensive and technical a vol-
ume .

Finally, I want to salute China’ s professors and students of economics
as they proceed with their challenging mission to understand their nation’ s

economy and to participate in its further evolution .

Eotruand F Phofis
New York City
July 22,2002.
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