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The Western economics discusses classic market failures such as natural monopoly and economic externality, but neglects bubble economy, causing greater harm and inducing excessive speculation. This is because it aims to safeguard the need of financial capital for chasing exorbitant speculative profits to a great extent, and meanwhile, bubble economy reveals the fatal flaw in the free market mechanism, that is, the unregulated free market cannot restore the balance between supply and demand under many conditions, but also exacerbates the imbalance between supply and demand, sharp rise and drop in prices and distorted allocation of economic resources. Therefore, it is necessary to develop new market failure theories to rectify the flaw in the Western economics, which is of great theoretical and practical significance to currently deepening the reform and opening up, avoiding the impact of global financial turmoil frequently occurring, and safeguarding the security of national economy and finance and social stability. Marx believes that the law of value plays a role in adjusting socialized mass production, and prices influenced by the supply and demand situation fluctuate around values and regulate the allocation of resources. Where a gap between supply and demand arises on the market, price fluctuations will deviate from values, that is, when supply falls short of demand, prices will be higher than values, and when supply exceeds demand, prices will be lower than values. If the gap between supply and demand is small, the balance between supply and demand may spontaneously restore under the law of value; however, if such gap is too large so that prices are far away from values, the law of value will fail and it is difficult to restore the balance between supply and demand. Where supply is far greater than demand, prices will be much lower than values, and for survival, producers will increase the supply instead of reducing it so as to obtain the income required for survival in this way. In the event of drastic fall in prices, supply is increased to maintain a steady income when the expected income effect promotes the collapse in prices. Where supply is far less than demand, prices will be much higher than values, and the sharp rise in prices will attract a large amount of speculative capital to be invested in for huge profits, so when the expected income effect brings about spurt in prices, demand increases and the situation of short supply becomes more serious, leading to a further surge in prices. Marx does not discuss the phenomenon that short supply gives rise to bubble economy and failure of the law of value, but deeply discusses the problem that the law of value fails to play its regulating role and it is difficult to restore the balance between supply and demand in the course of oversupply due to overproduction resulting in an economic crisis. Marx also discusses the following issues: capitalists’ pursuit of maximum surplus value limits workers’ income growth; the contradiction between unlimited expansion of production and effective social demand leads to overproduction; in case of an economic crisis, it is difficult to achieve values, a lot of resources are wasted, and extremely serious oversupply and failure or disorder of the market regulation mechanism occur. In fact, Marx’s economic crisis theory is a kind of market failure theory, which mainly discusses the process of how the basic social contradiction in the era of industrial capitalism inevitably leads to a glut due to overproduction on the market, thus causing market failure and destructive spontaneous adjustments to the economic cycle. At present, it is imperative to develop and extend Marx’s economic crisis theory from the overproduction crisis in the era of industrial capitalism to the financial crisis in the era of financial capitalism due to bursting of bubbles. After Western countries enter the stage of financial monopoly capitalism, the rise of consortiums of financial monopoly capital and the development of new financial instruments make the characteristics of the economic cycle and the economic crisis change a lot gradually; margin financing and securities lending, borrowing for investment in stocks and financial derivatives, etc., arising on the eve of the Great Depression in 1929 start to trigger a spurt in prices and huge bubble economy on the markets of equities and other capital, forming extremely serious short supply and market failure on the capital market; with the interference from speculative demand, prices no longer fluctuate around values, resulting in the failure of the law of value; when bubbles inflate, prices are pushed up by speculators unceasingly so that they are increasingly further away from values, and after bubbles burst, panic drives prices to fluctuate far below values; on the one hand, the false wealth bubble effect temporarily alleviates the insufficiency of consumer demand and postpones the outbreak of market failure and economic crisis caused by overproduction, and on the other hand, it leads to further exploitation and plunder of public wealth by excessive financial speculation, and once the false wealth bubble bursts, consumer demand will decrease further, greatly deepening the glut of real economy and overproduction crisis. Marxist theory of political economy upholds that unlike the third industry serving the real economy such as scientific research, education and medical treatment, virtual financial speculation does not create value but plunders the value created by the real economy, and it has no social positive significance but causes huge waste of economic resources. The famous “Glass-Steagall Act” for financial regulation formulated in Roosevelt’s time strictly distinguishes commercial banks serving the real economy through deposit and lending from investment banks carrying out speculative trading on equity and futures markets, and strictly prohibits commercial banks from granting loans to investment banks for supporting their speculative trading, effectively restricting the expansion of the scale of speculation with financial capital through borrowing and leverage and achieving a great success of avoiding financial crises and banking crises for decades. The principle of the above act is conforming to Marx’s theory that finance must serve the real economy and new market failure theories established on the basis of the development of Marxism, thus effectively preventing the gap between supply and demand on various asset markets and market failure as well as asset prices deviating from values for a long term and attracting and plundering social wealth, and avoiding the direct and indirect flow of public deposits to equity markets and other speculative fields, and the panic of bank runs and the collapse of money supply, which arise from failure in speculation, causing a comprehensive deflation, overproduction and economic recession. For the current reform of the financial system, China must also take Marxist theories as guidelines, draw lessons from successful experience in strict regulation in Roosevelt’s time and the social reform period of the United States and Europe, especially the formulation of regulation laws strictly distinguishing commercial banks from investment banks, and establish the fire-wall strictly restricting the flow of commercial banks’ loans to investment banks and shadow banks, and never follow the current financial liberalization policies of the United States and Europe which deny the successful experience in the social reform, nor imitate the mixed operation mode of the United States and Europe which repeals the financial firewall effectively limiting speculation. It is worth pointing out that Keynesian theories blame the economic crisis on the imbalance between savings and investments, but ignores the important role virtual financial speculation plays in inducing crises prior to the Great Depression. Ruling elites of the United States and Europe admit that the obvious moderation of the economic cycle in the post-war golden economic period of Western countries should be attributed to social reform policies which contain the greed of financial capital and protect public interests and whose ideological basis is Marxism attach- ing great importance to social justice and real economy rather than Keynesianism neither paying attention to social distribution nor distinguishing real economy from virtual economy. Although the United States and Europe have adopted Keynesianism in recent years to stimulate their economy, their fiscal and monetary policies foster virtual financial capital but ignore real economy and public interests, so plenty of financial resources have been spent on the rescue of the equity market but the effect achieved is less than one tenth of that in the social reform period. The key reason is that the United States and Europe have repealed the Glass-Steagall Act at present, so they cannot prohibit commercial banks from engaging in speculative trading irrelevant to real economy or commercial banks’ loans from flowing to speculative and unregulated shadow banks, which causes various banks to indulge in financial speculation and are reluctant to support real economy, and the inflation of virtual bubble economy makes the whole financial system in a precarious state. The bailout and stimulus polices adopted by the government and the Federal Reserve System also ignore real economy but rescue virtual bubble economy which grabs the value created by real economy rather than creates value so that the United States and Europe fall into the new normal of flagging real economy for a long term, cannot create enough jobs or stimulate the growth of income or consumption, are forced to manage to maintain the inflating virtual bubble by repeated capital injection under quantitative easing, and make public opinions on false recovery to attract social capital and plunder public wealth. American mainstream public opinions publicly acknowledge that stimulus policies only have “trickle-down effect,” reflecting visually the disadvantage that they cannot benefit the real economy and the public Marxist crisis theory is able to fully explain the overproduction crisis in the era of industrial capitalism, while new market failure theories are needed to explain the Great Depression in the era of financial monopoly capitalism. Facing Flaws in the Mainstream Western Economics The curves of supply and demand on the commodity market stated in the mainstream Western economics seem to be very scientific and wonderful, but in fact, they just apply to the small gap between supply and demand near the price equilibrium point. In case of any too large gap between supply and demand, which is far away from the equilibrium price, due to a variety of reasons, the supply curve will become a vertical straight line after inclining upward for a while, and the reason is that it is difficult to continue to expand production for such restrictions as enterprise equipment and factories. The spurt in prices often leads to the inflow of a large number of capital for chasing huge speculative profits, so that the normal demand curve suffers serious distortion and changes from tilting down to tilting up, and suppliers may also be attracted by high profits to become speculators and their unwillingness to sell out and speculative hoarding will distort the supply curve which tends to slope down. This means that the stagnation of supply and sharp increase in demand cause prices to rise faster, even out of control, and the market price mechanism fails and hardly impels the recovery of balance between supply and demand. Dutch tulip bubble is a kind of classic commodity bubble economy. Thus, it can be seen that once the gap between supply and demand is too big, resulting in spurt in prices and then inducing excessive speculation, the price mechanism for free markets will lose the function of impelling the recovery of balance between supply and demand, and also allocate a large number of resources to speculators independent of producers and consumers, and the exit of speculators after they obtain profits will be a huge blow to production and consumption. A too big gap between supply and demand of general commodities will give rise to local market failure, and for some important commodities such as grain, steel and other bulk commodities with wide upstream and downstream links, the sharp rise in prices and excessive speculation will have negative impact on the national economy. Compared with commodity markets, asset markets are more suitable for investors to participate in, for example, properties, and equities are apt to induce the bubble economy with extensive negative effect. The upsurge in asset prices will make suppliers more unwilling to sell out or more willing to hold assets, and the supply curve will tend to slope down after tilting up. As the demand for assets is more prone to be distorted by excessive speculation than the demand for commodities, the demand curve of assets will tip up greater after sloping down, which means that compared with commodity markets, it is more difficult to achieve the balance between supply and demand on assets markets; more serious spurt in prices out of control and market failure will occur; and the negative feedback process that the gap between supply and demand gradually decreases and supply and demand tend to be balanced will become the positive feedback process that the gap between supply and demand gradually increases and tends to be out of control. The serious harmfulness of market failures caused by such bubble economy far exceeds that of classic market failures such as natural monopoly and economic externality. To maintain the security of public wealth and national finance, it is necessary to carry out in-depth study on new market failure theories discussing the bubble economy, despite inevitable deprecation and opposition from financial speculation capital groups. The above new market failure theories discussing the bubble economy show that the extremely serious short supply caused by natural or human factors may trigger the positive feedback process of surge in speculative demand and spurt in prices. This is not the normal market price regulation process prompting the market supply and demand to trends toward balance, because the market supply and demand and prices will not tend to a stable equilibrium, but after a peak of prices out of control is reached and the power for climbing up is exhausted, speculative capital that manipulates the market will suddenly shift to sell-off, which brings about a widespread market panic and then the avalanche-type exit from the market and too large glut, and deepens the positive feedback process of market panic, scrambling to sell off and slump in prices, resulting in prices far lower than normal values and hold-up and heavy losses of investors, and the market supply and demand and prices fluctuate at a place far below the normal equilibrium point until panic vanishes gradually and a new wave of speculation occurs. In the process of market failure due to expansion of the bubble economy above, market participants’ wealth inflates rapidly and bursts suddenly like a bubble, and normal market suppliers and demanders are deprived of a large number of wealth, which is transferred to speculators who are not interested in the supply and demand. The result of market failure is that a large number of resources are allocated to a small number of speculation manipulators, leading to the waste, spending and inefficiency of economic resources and the polarization between the rich and the poor, and then intensifying social contradictions, instability and political manipulation by economic oligopolists and resulting in the transfer of crises by launching foreign economic or military wars and shift of losses onto others. 
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