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ase or reduce the degree of automatic stability n,
nerease in aggregate demand, say from an ‘ilicreﬂ&n
8, which results in an output inecrease anq ,
rice level. The positive responsiveness of the 4,2
se¢ will decrease real disposable income and thembx,
d serve as an automatic stabilizer, just as iy th“
iveness of the real tax burden to the price rige 9
ro. A tax system fully indexed to the price 18‘.5
erefore, the earlier analysis (equations 8 anq
real tax burden increases in response to the pr
eal disposable income and consumption, and addiy
on property. If m,<0, the real tax burden woulq
‘e rise thereby inereasing real disposable income anq
‘he price responsiveness of the income tax woulg
letract from automatie stability.

ilizer can also, under some circumstances, operg,
abilizer. If an economic disturbance originateg on
my, then a tax system with my, >0, m,=0 will sery,
' stabilizer, since the original demand shift wiy] y,
ever, if the disturbance arises on the supply side
tax system will be output stabilizing, but prie
itput effect of the supply shift will be reduceq by
om A change in after tax disposable income) whiel
the supply shift but reinforces the price effect,
system with m,+<0, even the output stahilizutiou
becomes uncertain. As mentioned above, if m,>q
eness and price responsiveness of the tax systeny
response to a demand shift. In this case the peg
anges in price and output caused by the demang
es of m, and m,. The same uncertainly exists i
 stabilization in response to a shift in supply. The
e tax system will push aggregate demand toward
esponsiveness will push aggregate demand towarg
sult will depend on the relative magnitudes involveq,

V. MONETARY MANAGEMENT AND INSTITUTIONS

FINANCE AND PROFITS: THE CHANGING NATURE OF
AMERICAN BUSINESS CYCLES

By Hyman P. Minsky

1. Historicar. PERSPECTIVE

The great contraction of 1929-33 was the first stage of the Great
Depression that continued until the end of the 1930s. Although eco-
nomic turbulence has been evident since the mid-1960s, nothing that
has happened in recent years even remotely resembles the economic
disaster of the Great Depression. Furthermore, the first part of the
era since World War II—the years between 1946 and the middle of
the 1960s—were a great success. Between 1946 and 1965 the American
economy exhibited consistent and fundamentally tranquil progress;
these years were characterized by a close approximation to both full
employment and price level stability. Although it was far from a
utopia, during these twenty years the American economy was suc-
cessful, in that substantial and widespread improvements in the eco-
nomie dimensions of life were achieved. Furthermore similar economic
progress took place in the other “advanced” capitalist economies dur-
ing these years,

Since the middle 1960s the economy has been much more turbulent,
and the turbulence seems to be increasing. Both unemployment and
inflation showed an upward trend through the 1970s. Measures to
manage demand which were deemed responsible for the success of the
tranquil years have not been successful in containing the turbulence
of the 1970s. Furthermore since the mid-1960s erises have oceurred
quite regularly in financial markets, and the dollar-based interna-
tional monetary system set up after World War IT has been destroyed.
In the mid-1960s an era of mild cycles in income and employment,
general price stability, financial strength, and international economic
tranquility came to an end. It has been followed by an era of increas-
ingly severe business cycles, growth retardation, accelerating inflation,

nancial fragility and international economic disarray. However,
oven though the American economy has performed poorly in recent
years, in comparison with what happened in the 1930s this perform-
ince is “not bad”: we have not had another “great” or even serious
depression.

Over the twenty or so years of on the whole tranquil progress after

orld War IT cumulative changes in the financial structure oceurred.
N 1966-67 the stability of the financial structure was tested and the
‘ederal Reserve found it necessary to intervene as a lender-of-last-
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resort. Since the middle 1960s two additional episodes occurred—in
1969-70 and 1974-75—in which the Federal Reserve intervened as a
lender-of-last-resort. In early 1980 the Bache/Hunt silver crisis
showed that there were serious domains of potential instability in the
economic structure.

The thesis underlying this paper is that an understanding of the
American _economy requires an understanding of how the financial
structure is affected by and affects the behavior of the economy over
time.

The time path of the economy depends upon the financial structure.
The financial relations that generated the instability of 1929-33 were
of minor importance during 1946-65—hence the economy behaved in
a tranquil way. However over 1946-65 the financial structure changed

use of internal reactions to the success of the economy. As a result

of cumulative changes, financial relations became conducive to instabil-
ity. The dynamic behavior of the American economy since the middle
1960s reflects the simultaneous existence of a structure of financial
relations conducive to the generation of instability such as ruled after
1929, alongside a structure of government budget commitments and
Federal Reserve interventions that prevent the full development of a
“downward” cumulative process. The result has been a business cycle
characterized by six stages:

1; An accelerating inflation,

2) A financial erisis,
3) A sharp thrust toward lower income,

(4) Intervention (automatic and discretionary) by the Gov-
ernment, through its budget and the Federal Reserve (and other
financial agencies of Government) through lender-of-last-resort
action,

: (5) A sharp braking of the downturn, and

(6) Expansion.

Stage 6, expansion, leads to stage 1, accelerating inflation. Since 1966
the cycle seems to take from three to six years and economic policy
seems able to affect the duration and severity of particular stages but
only at a price of exacerbating other stages.

In this paper I will address the following questions that arise out
of the above broad brush perspective :

(1) Why haven’t we had a great or even a serious depression
since 1946°?

(2) Why was 1946-66 a period of tranquil progress and why
has it been followed by turbulence ?

(3) Is stagflation, as characterized by higher unemployment
rates associated with a trend of higher rates of inflation, the
price we pay for success in avoiding a great or serious depression ?

(4) Are there feasible policies short of accepting a deep and
long depression that will lead to a resumption of tranquil prog-
ress such as took place in the first post-World War IT epoch?

IT. FiNaANCING AND INSTABILITY

The above questions deal with the overall stability of our economy.
To address these questions we need an economic theory which explains
why our economy is sometimes stable and sometimes unstable, In
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recent years the discussion about economic policy for the United
States has been dominated by a debate between Keynesians and mone-
tarists. Even though Keynesians and monetarists differ in their policy
proposals, they use a common economic theory; they are branches of
a common _economic theory, which is usually called the neoclassical
synthesis. Instability, of the kind that we have identified and which
leads to the questions we are aiming to answer, is foreign to the eco-
nomic theory of the neoclassical synthesis; it cannot happen as a nor-
mal result of the economic process.

It is self-evident that if a theory is to explain an event, the event
must be possible within the theory. Furthermore if a theory is to guide
policy that aims at controlling or preventing an event, the event must
be possible within the theory.

Within the neoclassical synthesis a serious depression cannot oceur
as a result of internal operations of the economy. In this theory a
serious depression can only be the result of policy errors or of non-
essential institutional flaws. Thus a monetarist explanation of the
Great Depression holds that it was the result of Federal Reserve
errors and omissions and a Keynesian explanation holds that it was
the result of an exogenousl ({etermined decline of investment op-
portunities or a prior unexplained decline in consumption activity.'*

The neoclassical synthesis treats the comglex system of financial
institutions and instruments that are used to finance ownership of cap-
ital assets in a cavalier way. A detailed analysis of the behavior of
financial institutions and the way the interrelations between financial
units and operating units affect the performance of the economy is
absent from the core of standard theory. Neither the standard Keynesi-
anism nor any of the varieties of monetarism integrate the financial
structure of our economy into the determination of income, prices,
and employment in any essential way.

In both variants of the neoclassical synthesis the financial structure
is represented by “money”. Monetarists use money as a variable that
explains prices and Keynesians use money as a variable that affects
aggregate nominal demand, but in both money is an outside variable;
the amount of money in existence is not determined by internal proc-
esses of the economy.

In our economy money is created as bankers acquire assets and is
destroyed as debtors to banks fulfill their obligations. Our economy is a
capitalist economy with long-lived and expensive capital assets and a
complex, sophisticated financial structure. The essential financial proe-
esses of a capitalist economy center around the way investment and
positions in capital assets are financed. To the extent that the various
techniques used to finance capital asset ownership and production lead
to banks acquiring assets, money is an end product of financial ar-
rangements. In a capitalist economy investment decisions, investment
financing, investment activation, profits and commitments to make
payments due to outstanding debts are linked. To understand the be-
havior of our economy it is necessary to integrate financial relations
into an explanation of employment, income, and prices. The perform-
ance of our economy at any date is closely related to the current success

1 Milton Friedman and Anna J. Schwartz, “A Monetary History of the United States
1867-1960." Princeton : National Bureau of Economic Resedareh, 1963,

* Peter Temin, “Did Monetary Forces Cause the Great Dapression?’ New York: W. W.
Warton & Co. Inec., 1976.
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of debtors in fulfilling their commitments and to current views of the
ability of today’s borrowers to fulfill commitments.

Financing amngemem:s involve lenders and borrowers. The deals

between lenders and borrowers are presumably a good thing for both.

our economy the proximate lender to an owner of capital assets and
to investing units is a financial institution. Financial mnstitutions are
typically highly levered organizations. This means that any loss on
the assets owned will lead to an amplified loss of the owner’s invest-
ment. Because of leverage and the obvious desire of lenders to protect
their capital, loans are made on the basis of various margins of safety.
To understand our economy we need to know how an economy behaves
in which borrowing and lending take place on the basis of margins of
safety. The borrowing and lending of particular concern is msed to
finance investment and the ownership of capital assets.

Borrowing and lending also take place to finance household spend-
ing and asset holdings. From time to time governments run deficits,
Thus there are household and government debts in portfolios that
need to be serviced by cash from household income and vernment
taxes. In what follows it will become evident that household and gov-
ernment borrowing is not the eritical element making for instability,
although the overall stability of an economy can be affected by house-
hold and government borrowing.

To borrow is to receive money today in exchange for promises to pay
money in the fubure. As a result of past borrowing, there are payments
which have to be made over every short period. Furthermore, if the
economy functions well during every short period, new borrowings
take place which become promises to pay in the future. Qur economy
has a past, which is present today in maturing payment commitments,
and a future, which is present today in debts that are created.

ITI. Tar SIGNIFICANCE oF FinaNce

The framework for analyzing relations between cash payment com-
mitments due to financial instruments that are outstanding at any
time and the cash receipts of organizations with debts is needed if
financial relations are to be fully integrated into the theory of income
and price determination. Financial instability is a fact and any
theory that attempts to explain the ag te {ehavior of our econ-
omy must explain how it can occur. gegancial instability is one
facet of the serious business cycles of history, a theory that explains
financial instability will enable us to understand why our economy
is intermittently unstable.

Cash payment commitments on outstanding instruments are con-
tractual commitments to pay interest and repay the principal on
debts and to pay dividends—if earned—on equity shares. These cash
payment commitments are money flows set up by the financial strue-
ture. A structure of expected money receipts underlies the various
commitments to make payments. Each economic unit—be it & business
firm, household, financial institution, or government—is a money-in-
money-out device. The relation among t%e various sources and uses

of cash for the various classes of economic units determines the poten-
tial for instability of the economy.
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ur economy is a capitalist economy that employs complex, expen-

siv(g, and long-}iived cagital assets and which has a sophisticated and
complex financial structure. The funds that are needed to acq_mr&
control over the expensive capital assets of the economy are obtaine
by a variety of financial instruments such as equity shares, bank loans,
bonds, mortgages, leases, and rentals. Each financial 111str1-121ent 18
created by exchanging “money today” for commitments to pay x}ltinn_ey
later”, The payments during any period on outstanding f nancial in-
struments are the “money later” parts of contracts entered into in prior
periods. We can summarize the above by the statement that firms m_ayl
and do finance positions in capital assets by complex set.s. of ﬁnﬁncm
obligations. The ﬁnanci:i,l obligations oul_titandtmg at any date deter-

ine a series of dated cash payment commitments.
ml';i:a; ?egal form that buIs)iness takes determines the debts that can
be used to finance ownership of capital assets. The modern corpora-
tion is essentially a financial organization. The alternatives to using
corporations as the legal form for private business are sole proprietor-
ships and partnerships. In these alternatives the debts of the organiza-
tion are debts of the individual owner or partners and the life of the
organization is limited to the life of the partners. As a result of their
limited lives and constrained debt-carrying powers. proprietorships
and partnerships are poor vehicles for owning and opf,:ra!,mgllm_lg-
lived and special purpose capital assets. There is a symbiotic rel ation
between the corporate form of organizing business and the emergence
of an industrial and commerecial structure in which debt is used to
finance the construction and the control of complex, special purpose
1 ong-lived capital assets. )
‘Ln]@ln} addition to tI])le ordinary business firms that own the capital asse:cs
of our economy there are financial firms (banks, ete.) that mainly own
financial instruments. These financial institutions finance the assets
they own (what will be called their position) by some combination lt;f
equity (capital and surplus) and debts. The typical position of t 1(&3
various types of financial institutions will include debts of capital-
asset owning firms, households, governments, and other financial in-
stitutions; in addition some finaneial institutions own equity shares.

Thus there exists a complex network of commitments to pay money.
The units that have these commitments must have some sources of
money. When a financial contract is created, both the buyer (lender)
and the seller (borrower) have scenarios in mind by which the seller
acquires the cash which is needed to fulfill the terms of the cont;ac{,.
In a typical situation there is a primary and some secondary or fall-
back sources of cash. For example in an ordinary home mortgage the
primary source of the cash needed to fulfill the contract is the income
of the homeowner. The secondary or fallback source of cash is the
market value of the mortgaged property. For an ordinary business
loan at a bank, the expected difference between gross receipts and out
of pocket costs is the primary source of cash; a secondary source would
inc]lude the value of collateral, borrowings, or the proceeds fromlsell-
ing assets. Expected cash receipts are due to contributions to the pro-
duction and distribution of income, the fulfiliment of contracts,
borrowing and selling assets; in addition payment commitments can
be fulfilled by using what stocks of cash a unit may have on hand.
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gambling games and in economic life. Unlikely events will not cause a
radical change in the estimates of the frequency distribution of out-
comes at the roulette table whereas they are quite likely to cause marked
change in the expectation of the future that guides economic activity.

The financial structure of our economy can be viewed as apportion-
ing among various units the potential gains and losses from various
undertakings in which the outcome is uncertain. By the very nature
of uncertainty the actual results are quite likely to deviate markedly
from anticipated results. Such deviations will lead to capital gains and
losses. Experience with capital gains and losses will lead to changes in
the terms upon which a certain command over resources will be ex-
changed for a conjectural future command over resources; the prices
of capital assets and financial instruments will change as history af-
fects views about the likelihood of various outcomes.

Households, businesses, government units, and various types of
financial institutions issue financial liabilities. Each issuer of financial
instruments has a main source of cash which is expected to accrue so
that the financial instruments it has outstanding can be validated. The
primary source of cash for households is wages, for business firms it
is gross profits, for government units it is taxes, and for financial in-
stitutions it is the cash flow from owned contracts. In addition each
unit can, in principle, acquire cash by selling assets or by borrowing.
Although the normal economic activity of many units depends upon
borrowing or selling assets to obtain cash we will consider such finan-
cial transactions as a secondary source of cash—where the term sec-
ondary does not necessarily carry any pejorative connotations.

Household wage income, business profit flows, and government tax
receipts are related to the performance of the economy. The primary
cash flows that validate household, business, and government debts de-
pend upon the level and distribution of nominal income. In our type
of economy one link between financial markets and income and out-
put production is that some of the demand for current output is finan-
ced by the issuance of financial instruments, and a second is that wage,
profit, and tax flows need to meet a standard that is determined by the
payment commitments on financial instruments if financial asset prices
and the ability to issue financial instruments are to be sustained. A
capitalist economy is an integrated financial and production system
and the performance of the economy depends upon the satisfaction
of financial as well as income production criteria.

IV. Hepee, Seecorative anp Ponzr FInance

Three financial postures for firms, households and government units
can be differentiated by the relation between the contractual payment
commitments due to their liabilities and their primarv cash flows.
These financial postures are hedge, speculative and “Ponzi”. The
stability of an economy’s financial structure depends upon the mix of
financial postures. For any given regime of financial institutions and
government interventions the greater the weight of hedge financing in
the economy the greater the stability of the economy whereas an in-
creasing weight of speculative and Ponzi financing indicates an in-
creasing susceptibility of the economy to financial instability.

65-876 O - 80 - 15



For hedge financing units, the cash flows from participation in in-
come production are expected to exceed the contractual payments on
outstanding debts in every period. For speculative financing units, the
total expected cash flows from participation in income production
when totaled over the foreseeable future exceed the total cash pay-
ments on outstanding debt, but the near term payment commitments
exceed the near term cash flows from participation in income produc-
tion, even though the net income portion of the near term cash flows,
as measured by accepted accounting procedures, exceeds the near term
interest payments on debt. A Ponzi finance unit is a speculative financ-
ing unit for which the income component of the near term cash flows
falls short of the near term interest payments on debt so that for some
time in the future the outstanding debt will grow due to interest on
exising debt. Both speculative and Ponzi unifs can fulfill their pay-
ment commitments on debts only by borrowing (or disposing of as-
sets). The amount that a speculative unit needs to borrow is smaller
than the maturing debt whereas a Ponzi unit must increase its out-
standing debts. As a Ponzi unit’s total expected cash receipts must
exceed its total payment commitments for financing to be available,
viability of a representative Ponzi unit often depends upon the ex-
pectation that some assets will be sold at a high enough price some time
in the future,

Every cash flow can be transformed into a present value by dis-
counting the dated expected cash receipts at appropriate interest rates.
Thus from any structure of expected cash receipts and payment com-
mitments a balance sheet can be constructed. In this balance sheet
the present value of the unit’s assets and liabilities are entered. Fur-
thermore because payment commitments are denominated in money,
units with payment commitments keep some assets on hand which are
quickly transformable into money ang which are not essential inputs
to the unit’s production process; in part such assets are valued because
they insure against some of the possible consequences of unfavorable
events.®

We will first examine the cash flow, present value and balance sheet.
implications of hed%? speculative and Ponzi financial postures for
business firms. The ancing of investment and positions in capital
assets by debts is a distinguishing attribute of our type of economy.
This makes the cash flows and balance sheets of business of special

importance. As our focus is upon the payment commitments due to
business debts, the cash receipts of special interest are the gross prof-
its net of taxes but inclusive of interest payments, for this is the cash
flow that is available to fulfill payment commitments. The generation
and distribution of this broad concept of profits is the central determi-
nant of the stability of an economy in which debts are used to finance
investment and positions in capital assets.

The validation through cash flows of the liabilities of households
and governments is of great importance to the operation of today’s
capitalist economics. Household and government financing relations
affect the stability of the economy and the course through time of out-
put, employment and prices. However, the essential eyclical path of
capitalist economies was evident when household debts were small and

3 H. P. Minsky, “John Maynard Keynes.” New York : Columbia University Press, 1975,
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i i hold and gov-
vernment, aside from times of war, was small. House
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ical behavior of capitalist economies. It wi :
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i ions — Current
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i i i d Flow of
In terms of the data available in National Income an
Furlllds :égounts gross capital income equals gross profits bebf?ri? tﬁe:
plus interest paid on business debts. In analyzing the v1a_t1 11 iicome
financial structure and the constram'tsbllt imposes, gross capita
is the key receipts variable. ] )
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the remittance due to debts that fall due an e Over auy par
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re subtracted from current receipts to yield a )
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A gnre:zsssc:r;; ttei}oll?ghr?mt sufficient conditlonlfor the fina nc1§1 :Ii:btlllt‘;yl
: e 3
of a unit is that the expected gross capita mcougﬁ e}r;ggks e
ent commitments over time of debts now on the .
?;zalf:tube entered upon if this capial income is to be fort}}coinmg.ts e
Gross capital income reflects the productivity of capita _a.s*.sef y i
efficacy of management, the efficiency of labor and the behavior of mar
kets and the economy. The debt structure is a legacy of past ﬁnanh g};ng
conditions and decisions. The question this analysis raises 1s whether

23 Jn the economic literature, following Marshall and Keynes, this residual is called
quasi-rent.



the future profitability of the business sector can support the financial
decisions that were made as the current capital-asset structure of the
economy was put into place.

Hedge Financing

A unit is hedge financing at a particular date when at that date
the expected gross capital income exceeds by some margin the payment
commitments due to debts in every relevant period over the horizon
given by the debts now on the books and the borrowings that must be
made if exg;ct&d gross capital income is to be earned. The liabilities
on the books at any time are the result of past financing decisions.
As such they are entered into on the basis of margins of safety. One of
the margins of safety is an excess of anticipated receipts over cash
gayment commitments. However the anticipated gross capital income

or any date is uncertain. The holder and user of capital assets, the
banker who arranges the financing and the owner of the liabilities
exgect the actual receipts to exceed the payment commitments due to
debt by a substantial margin. One way to treat this is to assume that
the owners of the capital assets, the bankers, and the owners of the
debt assume there is a lower limit of the gross capital income which is
virtually certain and that financing decisions and capitalized values
are based upon this lower limit to earnings which are deemed to be
virtually certain.

If we capitalize the cash payment commitments and the receipts that
capital assets are deemed to be assured of earning at common interest
rates we will get the present value of the enterprise that is expected to
yield the specified gross capital income. In the case of the hedge unit
the difference between these assured receipts and the payment commit-
ments is positive in every period. Thus the capitalized value of the flow
of gross capital income will exceed the capitalized value of payment
commitments at every interest rate. Inasmuch as a unit is solvent only
as the value of its assets exceeds the value of its debts, changes in inter-
est rates cannot affect the solvency of a unit that hedge finances.

It is important to emphasize tgat,, for a hedge unit, conservatively
estimated expected gross capital income exceeds the cash payments on
debts from contracts for every period in the future. The present value
of this stream is the sum of the capitalized value of the cash flows net
of debt payments for each period ; inasmuch as each period’s net cash
flow is positive the sum will be positive. In particular a sharp rise in
interest rates cannot reverse the inequality in which the present value
of capital assets exceeds the book value of debts. For hedge finance units
insolvency cannot result from interest rate increases.

Even though a hedge financing unit and its bankers expect that cash
flows from operations will generate sufficient cash to meet payment com-
mitments on account of debts, further protection for borrowers and
lenders can exist by having a unit own excess money or marketable
financial assets—i.e., it is convenient (as an implicit insurance policy)
to hold assets in the form in which debts are denominated. A balance
sheet of a hedge investor will include money or money market assets in
addition to the capital assets.

d AT

A hedge unit’s financial posture can be described by the excess of cash
receipts over contractual payment commitments in each period, an ex-
cess of the value of capital assets over debt and the holding of cash or
liquid assets. We can further divide the assets and liabilities. In par-
ticular we can note that the cash can be held in the form of various
financial assets such as Treasury debt, commercial paper and even
open lines of credit. Similarly the debts of a unit can be short term,
long term, or even non-debts like commitments on leases.

A unit that has only equities on the liability side of its balance sheet
or whose only debts are long term bonds with a sinking fund arrange-
ment where the payments to the sinking fund are well within the
limits set by expected cash flows is engaged in hedge financing. A
hedge financing unit is not directly susceptible to adverse effects from
changes in financial markets. The only way a hedge financing unit
can go bankrupt is if its revenues fall short of its out of pocket costs
and commitments.

Speculative Financing

A unit speculates when for some periods the cash payment commit-
ments on cﬂbts exceeds the expected gross capital income. The specu-
lation is that refinancing will be available when needed. This specu-
lation arises because the commitments provide for the repayment of
debt at a faster rate than the gap between revenues and costs allows
for the recapturing of the money costs of capital assets. We restrict
the term speculative to a liability structure in which the income por-
tion of gross profits exceeds the income portion of payment com-
mitments. .

The liability structure of a speculative unit leads to a series of cash
payments and the ogemtions of the unit will lead to a series of cash
receipts. The sum of the payment commitments is less than the sum
of the cash receipts but in some periods the payment commitments are
larger than the expected cash receipts; there are deficits. These
“de%cit” periods are typically closer in time from the “today” at
which the balance sheet is being characterized; the deficits for the
speculative unit are mainly because the unit has engaged in short term
financing so that the principal of debts falling due exceeds the re-
capture of capital-asset commitments in these early periods. Even as
the debt is being reduced in these early periods, the cash flow prospects
of later periods include receipts due to the recapture of principal even
as there is no need to reduce the principal of outstanding debts. Thus
a speculative unit has near term cash deficits and cash surpluses in
later terms.

The present value of an organization equals the present value of
the gross capital income minus the present value of the cash payment
commitments. This is equivalent to the present value of the series of
cash deficits and surpluses that a speculative unit is expected to earn.
For a speculative unit the shortfalls of these receipts relative to pay-
ment commitments occur early on in the future and the positive excess
of receipts over payments occurs later: a speculative unit finances a
long position in assets by short run liabilities. Higher interest rates
lower the present value of all cash receipts, however the decline is




proportionately greater for the receipts more distant in time, T

a dated set of cash flows which yields a positive excess of asset -vs,lllll:;,
over the value of debts at low interest rates may yield a negative
excess at high interest rates: a present value reversal, from positive
to negative present values, can vccur for speculative financing rela-
tions and not for hedge financing units.

In a speculative financing arrangement the unit, its bankers and the
holders of its debts are aware that payment commitments can be ful-
filled only by 1ssuing debt or by running down cash balances during
periods in which the payment commitments exceed the relevant Te-
ceipts. The financing terms at those dates when it is necessary to
borrow to pay debts can affect the spread between gross capital income
and cash payment commitments. In particular refinancing -can make
cash commitments at some later date, which initially were expected
E;)vléeﬁposmv:, Iﬁgi‘% T{;f' ability of a firm that engages in specula-

nance to 1ts obligations is suscepti i i
ma{kets ilrlal which it sells its dgbts. SpHble o Al enes i thoes

A speculative unit will also carry cash kickers. As the ne
payments exceed the expected ca.shyﬂows from income, for :rg!}iigmn
value of debt the cash balance of a speculative unit can be expected
to be larger than that for a hedge unit. However because speculative
units are active borrowers it is likely that lines of credit and access
to markets will be a Fart of the cash position of such units, albeit this
part will not be visible on the balance sheet. ’

The gross cash flows due to operations that a unit receives are
broken down by accounting procedures into an income portion and a
recapture of the value of the investment in capital-assets; the recap-
turing is called depreciation or capital consumption. The payment
commitments on debts are usually separated into the interest due and
the repayment of principal. For a speculative financing unit in the
periods when there is a cash flow degcit the receipts allocated to in-

come exceed the interest payments even as the receipts allocated to
the repayment of principal fall short of the principal amount due
on the debt. Thus the speculative unit is earning a net profit and is in
a position to decrease its indebtedness by allocating a portion of the
excess of income over debt payments to lowering the debts.

Ponzi Financing

Ponzi units are speculative units with the special characteristi

for some if not all near term periods cash payn?ent commitnizzltsstlt?) t;]:;
Interest are not covered by the income portion of the expected excess of
receipts over current labor and material costs. These units must. borrow
in order to pay the interest on their outstanding debt : their outstand-
ing debt grows even if no new income yielding assets are acquired.
PObylously asset owners, bankers and debf holders participate in

onzi finance only if the present value of the sum of all future ex-
pected cash receipts and payments is positive. Therefore the positive
present value of cash receipts minus payments in later periods must
offset the negative present value of cash receipts minus payments in
early periods. An extreme example of Ponzi finance is borrowing to

azl

hold assets which yield no or little income in the expectation that at
some date the market value of the object held will yield enough to
clear debt and leave a sizeable gain. The low margin stock exchange
of the 1920s and the margin financing of the Hunt position in silver
in 1980 are examples of Ponzi financing.* The REITs of the early
1970s, which paid dividends on the basis of interest acecruals, were
engaging in Ponzi finance. A unit that is heavily involved in building
capital assets ean be engaging in Ponzi finance.

It is obvious that a Ponzi finance unit’s present value depends on
interest rates and the expectations of cash ﬁ%ws in the future. Rising
interest rates increase the rate of increase of outstanding debts and
can transform positive present values into negative present values.
Inflation will often lead to financing relations which can be validated,
only if inflation continues. Acquiring assets because of inflationary
expectations bids up the price of favored assets and the financing bids
up interest rates. A decline in inflation expectations will lead to a drop
in these asset prices which can lead to the debts exceeding the value of
assets.

The stability of an economy depends upon the mixture of hedge,
speculative and Ponzi finance. Over a period of good years the weight
of short term debt in the business financial structure increases and the
weight of cash in portfolios declines. Thus there is a shift in the pro-
portion of units with the different financial structures—and the weight
of speculative and Ponzi finance increases during a period of good
years.

It should be noted that a decline in expected gross capital income, or
a rise in the income protection required for hedge financing can make
hedge units speculative units; and a decline in expected gross capital
income, a rise in the income protection required for speculative finane-
ing or a rise in financing costs can make speculative units Ponzi units.
Such changes can lead to the value of debts exceeding the capitalized
value of these excess receipts. There are two facets to financial instabil-
ity. In the first the cost of debt and the need to roll over ever larger debt
structures leads to a break in asset values as units try (or are forced
to try} to decrease their debt dependency; the second is when gross
capital income falls because the determinants of profits have fallen. A

deep recession requires that such financial markets and cash flow effects
occur.

At this point it is worth noting that the level and pattern of interest
rates do not affect the solvency even though it affects the size of the
positive net worth of a hedge finance unit. However the solvency—i.e.,
a shift of net worth from positive to negative and back again—of
speculative and Ponzi finance units is affected by interest rate changes.
In a world dominated by hedge finance the authorities can disregard
the course of interest rates. But in a world dominated by hedge finance,
the interest inelastic demand for finance from units that must re-
finance positions and finance commitments will not exist—i.e., in a
world dominated by hedge finance interest rates do not change by
much.

¢ As this was belngz prepared a_magnificent example of Ponzl financing became ‘‘public
property” in the problems of the Hunts and their margin finanelng of positions in silver.
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On the other hand, for speculative and especially for Ponzi finance
units a rise in interest rates can transform a positive net worth into a
negative net worth. If solvency matters for the continued normal fune-
tioning of an economy, then large increases and wild swings in interest
rates will affect the behavior of an economy with large proportions
of speculative and Ponzi finance. Furthermore speculative and espe-
cially Ponzi finance give rise to large increases in an interest inelastic
demand for finance, l.e., speculative and Ponzi finance create market
conditions conducive to large swings in interest rates. In a world where
speculative and Ponzi finance is important the authorities cannot dis-
regard the effect of policies on the level and volatility of interest rates.

Households

For households, the cash flow income that is mainly relevant to the
financial structure is the difference between wage income as the major
component of household disposable income and cash payment commit-
ments on household debt.® The secondary household financial relation
of importance, which is especially relevant for the various forms of
“to the asset” (mortgage, conditional sales) contracts, is between the
value of the hypothecated asset and the face or book value of the
outstanding debt.

Household debts are either fully amortized, partially amortized or
unamortized. In a fully amortized contract a series of payments is
specified and at the end of the time the contract is fully paid. In a
partially amortized contract there is a payment due at the end of the
contract which is a portion of the original principal. An unamortized
contract has the full original principal due at its end.

The cash flow relation for a fully amortized contract assumes that
the payment commitments are less than the expected wage incomes.
Thus a fully amortized contract conforms to the definition of hedge
financing. Partially amortized and unamortized contracts can have
payments due at some dates that exceed the anticipated wage incomes.
The cash flow relations for partially amortized contracts conform to
that of speculative financing except that the cash deficit comes late in
the sequence of payments rather than early.

Consumer and mortgage debt can become Ponzi-like only if actual
wage income falls short of anticipated and other sources of disposable
income, for example, unemployment insurance, do not fill the gap.
Such shortfalls can occur because of personal events or overall eco-
nomic events. Various types of insurance premiums added to the cash
payment commitments take care of the health and accident portions
of the personal risk. Large scale and persistent unemployment can
lead to reversal of the inequality for a substantial number of initial
hedge units and the subsequent foreclosures and repossession of the
hypothecated asset can lead to a fall in asset prices relative to the
outstanding debt. This can occur only if a substantial decline in
income and employment has taken place. The typical financing rela-

“In an economy with massive transfer payment schemes, significant dividend and inter-
est income and significantly high income taxes the relevant household income might well
be consumer disposable income.

tion for consumer and housing debt can amplify but it cannot initiate
a downturn in income and employment. L o

However a part of household financing is often Ponzi; this is the
financing of holdings of securities and some types of collectable assets.
A typical example is the financing of ownership of common stocks or
other financial instruments by debts. In principle a separate cash flow
account for such assets within the household accounts could be set up.
Debts for carrying a fixed portfolio of securities would increase when-
ever the income earned by the securities falls short of interest pay-
ments on the debt. If we set up the cash flow relation for a margin
account for common stock we find that if the dividend/price ratio
exceeds the interest rate then the financing is speculative, mainly
because the underlying debt is nominally short term. If the interest
payments exceed the dividend then the financing is Ponzi. Hedge
financing disappears as a classification for stock market financing
except if the term to maturity of the debt is so long that the borrow-
ine unit does not have to refinance its positions. .

Why would any rational man enter upon and a rational banker
finance a security holding in which the carrying costs exceed the cash
flow from dividends? The obvious answer is that the dividend yield
is not the full yield; the full yield will include appreciation (or
depreciation) of asset values. Thus in household finance we find that
the payment commitments can exceed the dividends and be less than
the total asset return including the appreciation of the price of the
assets. In the extreme case—which applies to stock market booms and
speculative manias (such as the 1979-80 Gold and Silver episode),
the cash income from assets approaches zero; the only return is from
appreciation. In these cases, if there is a margin between the price
in the market of the assets and the value of the debt used to carry the
assets, the cash due on debt is acquired by a rise in debt. This rise
in debt finances the interest income of the lenders (hankers). Income
is earned even though the payor pays no cash. -

Household finance can be destabilizing if there is a significant por-
tion of Ponzi finance in the holding of financial and other assets. A
speculative boom exists whenever a substantial and eﬁromng portion
of outstanding payment commitments can be fulfilled only if an ap-
preciation of asset values takes place. In such a boom the current
and near term expected cash flows from participating in the produc-
tion and distribution of income are not sufficient to meet even the
income portion of the payment commitments. In this situation some
of the unrealized capital gains are transformed into incomes, thus
financing demand for output. A speculative boom, as exemplified by
a growth in Ponzi financing of asset holdings by households, can
induce a rise in current output prices, even as the basis of the Ponzi
financing of asset ownership is the anticipation by debtors and their
financing agents of inflation in the prices of the assets being financed.

Debt financing of asset ownership and consumption spending by
households has increased over the era since World War II. The in-
crease of the items that can be financed by debt and of the ease with
which households can debt-finance has meant that the link between
household wage income and household consumption is not as close




as in the past. When households can readily purchase consumer goods
by promising to pay a portion of future wage incomes, a close link
between this period’s income and demand for output is broken. Sym-
metrically when a household’s payments on debt contracts exceed the
interest due, the household “saves”. Thus a buildup of consumer debt
will lead to a high ratio of consumption to household income; a de-
crease in the amount outstanding will lead to a low ratio of consump-
tion to household income. The achieved ratio of savings to wage
income in a modern economy reflects the course of outstanding house-
hold debs.

To recapitulate, household debt financing and cash payment com-
mitments on account of debt can be broken into two categories: the
financing of consumption and the financing of ownership of assets,
mainly financial assets. [Housing is in part a consumption good and
in part an asset; other consumer durables such as automobiles, ete.,
are not valued as assets even though they may have a resale value.]
The cash flows that will validate consumption financing are mainly
household disposable income which is largely wages. The cash flows
that will validate the debt-financing of assets are either dividends and
interest or the result of selling out the position at an appreciated
vrice. Household debt financing of consumption is almost always
hedge financing; only a fall in income (wages) can transform such
contracts into examples of Ponzi financing. Housing is typically
financed by hedge financing. Positions in common stocks and collect-
ables, such as gold, are often financed in g Ponzi fashion.

Because consumption and housing debts of households are primarily
hedge financing, the contracts will tend to be validated unless there
is a prior fall in wage income. Household financing of asset owner-
ship can be Ponzi in nature. As a result a rise in interest rates applica-
ble to future prices of the assets or to future income can lead to a
sharp fall in the price of assets in position. Such a sharp fall in price
means that the margin of safety in asset values falls and the expected
appreciation of asset values which enable cash to be raised to satis
payment commitments is not realized. These effects can determine the
markets in which changes in relative prices initiate financial and
economic stability.

Government

Government units also have payment commitments on debts. These
pPayment commitments will be validated by some combination of an
allocation of tax payments and new borrowing. Government units are
often speculative financing units which operate by rolling over short
term debt. As long as the total future expected cash flows exceed the
total future cash payment commitments on the current outstandin
debt, this proves no special problem. However if the expected tax take
or expected current operating expenses mishehave then roll-over prob-
lems can arise. Government financial policies are not typically initiat-
ing forces in the instability that is due to market forces. But govern-
ment units can mismanage their affairs and individually get into
trouble. In particular government units with large floating (short
ferm) debts can find the cost of carrying debts rising relative to the
taxes net of current expenses available for servicing debt. High inter-
est rates can make government units into Ponzi units,

Summing Up

i i nce defines
distinetion between hedge, speculative and Ponzi finance .
bogglihe sets of markets tgmt nlggd tzgl be dfut?ftlpo?tﬁtiz?rsrgzﬂ:%s fglf
mitments to be validated and the )
33%&??}% CIOfH:mits engage in adequately protected hedge %Jl}lg-?ce Ig'h?t:
financial difficulties cannot be an initiating factor in instabili y.d eré o
which initially are hedge financing can become specular,tl}:re a::m e
Ponzi financing units as their income deteriorates, and thus amp
mémélmgi}l:ﬂ:rg af?rfuielslcing units can fulfill their commitments :la,s lm;g
as t%eir longer term income prospects are favorable f.ﬁld as lt:ntg -
funds are forthcoming at non-punitive terms from 1etx_nar <
which they finance and refinance their positions. Specu 3._ 1;re bﬁmceances
units are vulnerable to both income and financial market distur LA
Furthermore shortfalls in incgcmg %ndecrpaszi; t;n financing charg
ansform speculative units into Ponzi units.
cal’i‘lgdvlizb(;litv (?f units which engage in Ponzi finance depenél; up;);ll
the current expectations of future prices of capital assets orth a;lncore
instruments. These future prices depend upon profits in (;,
distant future. The viability of Ponzi finance units is depf?llzden u(}))j(l_)ﬁ
discount rates, on future cash flows and expectations of ; I1)11'e pr fit
ability and prices. Obvggusly too grgat_a.il t%dgéﬁﬁﬁ?t; onzi a
-Ponzi speculative finance is conduciv, .. r
nea%f can cm?ceive of a scale of financial robustness—financial ﬁ'af‘?ht’{
which depends upon the mixture of hedge, speculative a.x:l onz
finance outstanding. As the proportion of hedge financing decreases
the financial structure migrates toward fragility.

V. Tee LEVEL AND DISTRIBUTION OF INCOME AND THE VALIDATION OF
THE FINANCIAL STRUCTURE

3 ; : Jled
ebt is validated when maturing commitments to pay are fulfi
a-n?iL gxpectations are sustained that future remaining commltme?ti
will be fulfilled. By extension a debt structure, either in total orh ?
various subdivisions of the economy, is validated when on the who r.;
maturing commitments to pay are fulfilled and when expectations t;rt
that future receipts by debtors will enable payment corr‘l‘nutmentsh la”
extend over time to be fulfilled. The qualifying phrase “on the whole
is needed because a debt structure will be validated even if some pay-
ment commitments are not fulfilled. Debt financing organizations an-
ticipate that some (small) percentage of debtors will not fulfill their
itments. i )

cor’il‘lli validation of debt depends upon various components of mc.tli;n:i
being large enough so that the payment commitments can be fulfille
either out of the income flows or by refinancing. Thus for the Flow
of Funds category Non-Financial Corporate Business, capital 111(:(;39.-
as measured by the sum of interest payments and gross profits after
taxes during any period must be large enough to enable maturing
commitments to be satisfied either out of this grossest of _profits or
out of the proceeds of new debts issued in roll-over or funding opera-
tions. But access to roll-over or funding finance depends upon antici-
pated future cash flows. Therefore at all times the emerging evidence



on business profitability must lead to anticipated profit flows that
enable refinancing to take place. In addition business profits have to
be large enough so that when current and recent business profits are
fed into whatever logic determines expected profits, the capitalized
value of such expected profits is large enough to validate the price
paid in the past for capital assets and induce current decisions to
. pr%(;uce cap&ta] assets, i.e., to invest.
ages and taxes need to meet standards set by household and goy-
ernment spending and payments due on outstaniing debts if com%ﬂb
ments on household and government debts are to be met and if new
debts are to be nesotmi;ed. However, the wage bill and the tax take
(once the tax schedule is determined) result %‘om rather than deter-
mine aggregate demand. There is no link between the current and past
levels of wages and taxes as inputs to anticipated future levels, that
feeds back and determines a part of current demand, such as exists
between current profits, anticipated profits and current investment
demand. Profits are critical in a capitagist economy because they are a
cash flow which enables business to validate debt and because antici-
pated profits are the lure that induces current and future investment.
It is anticipated profits whigh enable business to issue debts to finance
mnvestment and positions in capital assets. Any theory that aims to ex-
plain how an mvesting capitalist economy works must focus upon the
determination of total profits and the division of total profits among
debt servicing, household disposable income, and retained earnings.
. In neoclassical economic theory profits equal the marginal produe-
tivity of capital times the quantity of capital. In our economy fluctua-
tions in employment,. output and profits occur which cannot be
explained by changes in the quantity or productivity of capital. Fur-
thermore the concept of a quantity of capital is ambiguous; it is ques-
tionable if any meaning can be %'ven to the concept that is it:dependent
of expected future profits and the capitalization rate on profits. There

In equilibrium the depreciated value of investment output equals
capitalized value of future profits. In most of economig anaqusis tt‘}}llz
deprematefi value of Investment output is used as the value of capital—
therefore implicitly assuming the economy is in equilibrium. But an
economic theory that assumes that the economy is always in equilib-
rium cannot explain fluctuations. If the value of capital always equals
the de;lzrecliated value of mvestment goods then even large sca{e exoge-
?ﬁ)éxss ys s;;g;;] i cannot, affect the equilibrium values determined within

In neoclassical theory the price level and money are alw i
the system that determine:s outputs and relativeyprices. T’%{fh?;:tiig:
system of thought change in the money supply is an exogenous shock
variable that will chatel}ge money T]E;rlces without changing relative
Er;ceg—-a.nd price deflated profits. The neoclassical theory cannot be of

elp 1n explaining fluctuating profits. Therefore it is of no use in help-

% This is a »
See G. H. Hurcoust Saopoley summary” of a key position in the Two Cambridge Debate,

University Dro 1':9’130“19 Cambridge Controversies in the Theory of Capital,” ‘ambridge
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ing us understand how the financial structure of a capitalist economy
affects the economy’s behavior.

In a capitalist economy the total value of output or of any subset of
outputs equals the sum of wages and capital income. Thus for con-
sumer goods we find that the value of output (price times quantity)
equals the wage bill plus profits. Similarly the value of investment
out‘?ut (price times quantity) equals the wage bill plus profits. Let us
make a heroie but not unreasonable “first approximation” assumption
that all of wages are spent on consumption and none of profits are so
spent. This means that the wage bill in consumption plus the wage bill
in investment equals the value of consumption output which in turn
equals the wage bill in consumption plus the profits in consumption.
The wage bill in consumption enters both demand and costs, subtract-
ing it from both sides of the equation leads to

Profits in consumption goods production=The wage bill in investment
goods production

If we add profits in investment goods production to both sides of the

above we get
Profits=Investment

These simple formulas, which are true for a model based upon heroic
abstractions, tell us a great deal about our economy.” The result that
profits in consumption goods production equals the wage bill in invest-
ment goods production is no more than the proposition that the price
system operates so that consumption goods are rationed by price among
various consumers. It also asserts that workers in consumption goods
production cannot buy back what they produce; if they did then work-
ers in investment goods production would starve.

The “profits equal investment” result is based upon the identity that
profits in investment goods production equal profits in investment
goods production. To improve upon this tautology it is necessary to
integrate the financing of investment goods production into the model
of price determination. Investment output is often special purpose
and produced to order. The production of an investment %ood usually
takes time and in the case ofp modern investment output—Ilet us take a
jumbo jet plane or a nuclear power plant as our examples—produe-
tion often takes the form of a sequenced assemblage of specialized
components. The production of investment goods typically involves
money being spent on a dated schedule and a receipt of money when
the investment good is finished and it becomes a capital asset. In the
construction industry this payment sequence takes the form of interim
or construction financing while the project is being built and perma-
nent or take out financing for the completed project.

In investment production the funds used are often borrowed. When
borrowed funds are used both the borrower and lender alike expect
sales proceeds to be sufficient to cover payment of the debts with a mar-
gin of safety. Given the contingencies that can arise the margins of

7 The proposition about profits and investment is by Kaleckl. See M. Kalecki, “Selected
Essays on the Dynamics of the Capltallst Fconomy 1933-1970.” Cambridge: Cambridge
University Press, 1971.



safety required by borrowers and lenders can be large. Thus it is the
financing conditions for investment in process—and the recognition
that owned funds must yield what could be esrned in financing other
endeavors—that lead to the value of investment exceeding out of
pocket labor cost. To the extent that labor costs represents all ecurrent
costs (purchased materials, etc.) the supply price of investment output
is given by a markup on wage costs where the markup reflects interest
charges and the margins of safety required by lenders and borrowers.

The supply price of investment goods depends upon conditions in
financial markets and various protections desired by producers and
lenders. If production takes time and lenders and borrowers recognize
that they live in an uncertain world and therefore want protection
then the relative prices of different, outputs depend upon particular
financing terms and protections desired by borrowers and lenders.

Tt is worth noting that the supply price of the investment goods pro-
duced during a period will be paid only if the demand price of the
investment good as a capital asset is equal to or greater than the sup-
ply price of investment as output. But the demand price is the capita.ri-
1zed value of future profits. We therefore find that investment will
take place only if the capitalized value of future profits exceeds the
supply price of investment output.

The proposition that profits equal investment can be opened up to
allow for demands for consumption goods in addition to that which
is financed by wages in the production of consumption and invest-
ment goods. It is particularly important to determine how the govern-
ment budget and the international accounts affect the generation of
profits. We first consider only the Federal Government.

The government hires workers, buys outputs and pays transfers.
Government spending is equal to the sum of the wage bill for govern-
ment employees, purchases from private industry and transfer pay-
ments (including interest on government debt). As government pur-
chases equals a wage bill and profits, government spending equals the
sum of direct and indirect wages, profits on government contracts and
transfer payments.

The government collects taxes. For simplicity we assume that all
taxes are income taxes and that tax receipts—the tax take—are a
percentage of the total wage bill plus a percentage of profits.

The government budget posture is the difference between govern-
ment spending and the tax take. If the government budget is integrated

.

into the determination of profits we find that

After Tax Profits = Investment + The Government Deficit.

This result is critical in understanding why we have not had a deep
depression in the postwar period.

An implication of the result that after tax profits equal investment
plus the deficit is that taxes on profits do not affect after tax profits
unless such taxes affect the sum of investment and the deficit. However,
a shift in taxes from wages to profits can be inflationary. The rise in
disposable wage income raises demand and the rise in profit taxes will
increase the pre-tax profits needed to achieve equality with investment
plus the deficit. Pre-tax profits are the product of per unit profits times

the number of units. A rise in pre-tax profits can be the result of greater
output or a higher markup per unit of output. Inasmuch as the greater
output response is only possible from the industries in which suppliers
have market power and are willing to accept a reduction in their mv?ﬁi
ket power, the presumption has to be that prices in all production

tend to rise when taxes are shifted to profits.

The profit generating process can be opened up to allow for exports,
imports, savings out of wage income and consumption out of profits
income. Imports minus exports equals the balance of trade deficit and
if we allow for exports and imports the profits equation becomes

After Tax Profits = Investment -+ The Goyernment Deficit — The
Balance of Frade Deficit.

This equation shows that a trade surplus is good for domestic profits
and a trade deficit is bad. )

Expanding our analysis to allow for savings out of wages and
consumption out of profits the profits equation becomes

After Tax Profits = Investment + The Government Deficit — The
Balance of Trade Deficit + Consumption Out of Profit Income —

Saving Out of Wage Income.

Profits are positively related to investment, the government deficit,
and consumption out of profit income and negatively related to a
balance of payments deficit and savings out of wages.®

For the purposes of this paper the simple equation

After Tax Profits = Investment + The Government Deficit

is of central importance. To understand how our economy functions
we can first explore the meaning of the simple equation and then trace
out the impact upon the behavior of the economy due to the initially
neglected balance of payments, savings out of wages and consumption
out of profits items. y

If we are to build a complete model of the economy on the basis
of this profit equation, like the various econometric models used by
business and government, we need to explain investment and the
deficit. . ] . i

Investment can be explained by interpreting the influence of ex-
pected profit flows, existing and anticipated debt servicing flows, the
current prices of investment output and financial instruments and the
supply price of capital assets. In addition the state of uncertainty
that determines the leverage ratios for current interim and p051t1031
financing needs to be considered. Leverage ratios integrate borrower’s
and lender’s risk (uncertainty) into the determination of current
output. ]

The deficit is the difference between government spending and the
tax take. Government spending is a policy variable that takes the
form of government employment, transfer payment schemes and

. Minsky
1 about profits were In Kaleckl, op. clt. See also Hyman P. M »
Tl:eT%‘ﬁ:ng;g{mls&;t%ﬁlity Hygothesis: A Restatement, Thames Papers in Political Econ-

omy : Thames Polytechnic, 1978,



purchases from private industry. The tax take reflects policy decisions
as to tax schedules and the operlgtion of the economy. PO

Total employment (labor demand) is the sum of employment in

vernment, Investment goods production and consumer goods pro-

uction. Inasmuch as government and investment goods production
are given, the demand for labor in these two sectors is given. Given
mnvestment and the deficit as a schedule of the tax take, after tax profits
are known. Profits in producing consumer goods are determined by
subtracting profits in investment goods and in producing for govern-
ment, from total profits.
. Consumer goods production is carried to the point where profits
in consume;ogoods production equals total profits minus those in in-
vestment goods production and in producing for government. We can
think of two types of consumer goods production. %g one type the price
is fixed (profit margins per unit of output are fixed) and the output
and thus employment varies. A second source of profits is from the
sales and production of flexibly priced output. In tgus production the
wage bill is fixed and the markup varies. The wage bill is divided by the
preference system into spending for fixed price goods and spending
for flexibly price goods. Wage income wilFexpa-nd by means of in-
creased employment in fixed price outputs and this wage income will
be divided between fixed and flexible-price outputs until the sum of the
two types of profits in consumer goods production equals the profits
to be earned in consumer s produetion.® :
. If there is a deficit in the balance of trade then profits to be earned
In consumption goods production need to be adjusted for the deficit
(or surplus). As imports may be a function of consumption, the
profits to be earned in consumption goods production may decrease as
employment increases. Similarly consumption out of profits and sav-
Ings out of wages will affect the employment in consumer goods pro-
duction associated with each level of investment plus the govern-
ment deficit, P

The fundamental vision in this argument is that private employ-
ment is determined by profit opportunities. The aggregate profit op-
portunities in the economy are in the skeletal an essentialpa-na-lysis
determined by Investment and the government deficit. Investment and
government spending generate profit opportunities in specific produc-
tion, and wage income (or more generally consumers’ disposable in-
come) generates profit opportunities in the production of consumer
goods. Unlike investment goods production, where banking considera-
tions enforce a s}?ht' of aggregate investment spending between wages
and profits, profits in consumption goods production are determined
by a variable markup on preestablished wage costs for flexibly priced
outputs, and by variable employment and fixed markups for fixed
price out{Juts. The preference systems of households determine how
each level of aggregate employment (and total wage bill) is related
to profits earned i g:xible and fixed
prices.

in industries characterized by

°In sundry recent writings J. R. Hicks has been making much
price outputs. See The Crisis in Keynesian Economics, Baslc %oogsc, 1332}“ xeifenaifiexhils
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V1. ProriT DETERMINATION AND THE VALIDATION OF THE FINANCIAL
STRUCTURE

Profits are the cash flow that do or do not validate any particular
structure of business debt. The expected level and stability of profits
determines the debt structure that businessmen, their bankers, and
the nltimate holders of the economy’s assets will accept. In particular
in an economy where there are serious consequences to default on
financial obligations the potential downside deviation of profits from
expected levels is an important determinant of acceptable debt

structures.
The various profit formulas we have identified :

(1) Profits=Investment
(2) After Tax Profits=Investment+the Government Deficit

(3) After Tax Profits=Investment+the Government Deficit
—the Balance cf Trade Deficit

(4) After Tax Profits=Investment+the Government Deficit
—the Balance of Trade Deficit+ Consumption Out of Profit
Income —Saving Out of Wage Income

are important in determining the currently acceptable debt structure
and thus the current debt financing of demand, for they define the
potential stability of profits. Each of Equations 1 through 4 repre-
sents a different structure of the economy and each structure will have
a different expected behavior of profits over time,

The first case, Profits=Investment, represents a closed economy
with a small government, an impoverished labor force and a “pur-
itanical” and efficient business class which constrains its consumption,
in order to preserve and augment its capital, and runs a “tight ship”
insofar as business overheads are concerned. In such an economy the
am&vlit.ude of fluctuations in profits will be the same as the amplitude
of fluctuations in investment.

The second case represents a closed economy with a substantial gov-
ernment in the sense that the in-place government spending and
taxing schedules can lead to government deficits that are significant
in relation to investment. If such government deficits are negatively
correlated with investment, then the amplitude of the variations in
after tax profits will be su%stantially smaller than the amplitude of
fluctuations in investment.

The third case represents an open economy with a big government.
In such an economy the flow of profits depends upon the course of
the balance of trade as well as the course o? investment and the gov-
ernment deficit. This indicates that the mercantilist perception—that
a favorable balance of trade is good for an economy—has merit.

The fourth case represents an open economy with big government
in which workers’ income is high and stable enough so that workers
can save and finance consumption through debt, and in which the
administrative structure of business is bureaucratized and expensive
so that a large part of profits is assigned to paying salaries and financ-
ing ancillary activities such as advertising. Salaries and advertising,

65-876 0 - 80 - 16
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In turn, finance consumption. Today’s American economy is of this
type.

In a closed economy with a small government (the first case) the
ability of debtors to validate the debt structure by profit flows de-
pends upon current investment. The use of debt to finance positions in
capital assets is constrained by the expected volatility of investment.
As investment depends upon the availability of external finance and
short term financing is available on favorable terms (because of asset
preferences and the institutional (banking) structure), fluctuations
in financing terms and in profit expectations will lead to fluctuations
in investment and in the validation of debts: an economy of the first
type will tend to be cyclically unstable. The evolution of financial
markets which facilitate the use of short term debt tends to build
liability structures which ean be sustained only if total investment
increases at a rate that cannot for long be sustained. Frequent mild
recessions and periodic deep depressions occur in such an economy.
During recessions and depressions, payment commitments on the in-
herited debt structure are decreased through contract fulfillment,
default or refinancing.

The first case can be interpreted as representing the American
economy before the Roosevelt era reforms and the Great Depression.
The total federal government budget was small relative to the gross
national product; working class savings were tiny and business was
mainly entrepreneurial rather than highly bureaucratized. In these
circumstances the volatility of investment was transformed into the
volatility of the cash flows that enable business to validate debts.
Whenever profits decreased hedge finance units became speculative
and speculative units became Ponzi. Such induced transformations of
the financial structure lead to falls in the prices of capital assets and
therefore to a_decline in investment. A recursive process is readily
triggered in which a financial market failure leads to a fall in invest-
ment which leads to a fall in profits which leads to financial failures,
further declines in investment, profits, additional failure, etc. This
process was well described by Irving Fisher in 1933 and economists
of the early thirties were aware that such a mode of operation was
likely to occur.’® The Federal Reserve System owes its existence to &
felt need for a lender of last resort to prevent such cumulative defla-
tionary processes from operating.

The second case can be considered as the essential or skeletal relation
for an economy in which government is so big that the changes in the
deficit can offset the effect of swings in investment on profits. In
particular if spending increases and revenues decrease when invest-
ment falls, then the flow of profits will tend to be stabilized. In such
an economy if a financial disturbance leads to changes in acceptable
financing terms the resulting fall in investment will lead to a fall in
profits. This fall in profits will lead to shifts in inherited financial
postures, so that the weight of speculative and Ponzi finance in the
financial structure increases. This in turn leads to a further fall in
asset prices and investment. However, as this is going on tax receipts
decrease and government spending (today largely transfer payments)
increase, i.e., the deficit increases. Whereas the decline in investment

1 Irving Fisher, “The Debt Deflation Theory of Big Depression,” Econometrica (I) 1933.
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tends to lower profits the rising deficit tends to increase profits, The
downside potential for profits is diminished. With profits sustained
and increased by the government deficit, the shift of the debt structure
towards increased weight of speculative and Ponzi finance ceases and
is reversed. With gross profit flows stabilized, the reduction, funding
and otherwise restructuring of outstanding debts proceeds.”

In standard economic analysis the emphasis is upon how govern-
ment spending affects aggregate demand and thus employment. Thus
in the standard formulation, Y=C+I+@G, the effects of government
spending increasing and taxes decreasing would be felt in higher C,
I and né, leading to greater employment than would have ruled if
government was small. In the analysis just sketched this income and
employment, effect of government 1s reinforced by a profits effect of
government, especially big government.**

Much has been written of stabilization policy. The question that
needs to be addressed is “What is it that needs to be stabilized if a
threat of a recession/depression is to be contained and if a cumulative
decline is to be halted?” The proposition that follows from the argu-
ment is that profits have to be stabilized in the sense that the downside
variability of profits must be constrained. Big government and the
deficits which can occur in an economy with big government are im-
portant in stabilizing the economy because they stabilize profit flows.

It should be noted that this stabilizing effect of big government has
destabilizing implications in that once borrowers and lenders reco%i
nize that the downside instability of profits has decreased there wi
be an increase in the willingness and ability of business and bankers to
debt-finance. If the cash flows to validate debt are virtually guaran-
teed by the profit implications of big government then debt-financing
of positions in capital assets is encouraged. An inflationary conse-
quence follows from the way the downside variability of aggregate
profits is constrained by deficits.

The third type of economy is an open economy with a big govern-
ment. For the balance of payments deficit to be a significant determi-
nant of the course of profits the level of exports or imports must be
of the same order of magnitude as investment. If profits determine
the willingness of domestic producers to invest and the ability of
investors to debt finance then a favorable balance of trade will make
for a rapidly developing economy. It should also be noted that an
economy whose domestic profits depend upon a large balance of trade
surplus is very vulnerable to whatever may cause a reversal of its
surplus.

In some ways the Japanese economy is an example of a highly vul-
nerable open economy. Japanese manufacturing businesses use a great
deal of debt financing and export a large proportion of their output.
Any reversal of the Japanese balance of trade surplus, unless it is

1Tt {s estimated that in the current (1980) United States economy, each percentage

int inerease in the measured unemployment rate is assoclated with a $27 to $30 billion
nerease in the defieit. Thus If the pros{nectlve budget {s balanced at a 7 percent nnem-
ploment rate a 10 percent unemployment rate will be associated with a defieit of $80 to
$90 billlon even If Congress takes no expanslonary tax or spending actions,

1 The econometric models used in forecasting by the varifous government departments
and private forecasting serviees are bullt in Y=C4I+G. Once this base is selected then
financial considerations can only play a peripheral role in determining system behavior.
As far as I know debtfs, and the need of profits to validate a debt structure and the
market price of assets, are not Integrated into the struecture of existing forecasting and
simulation medels in any essential way. Soch models are at best relevant to an era of
financial tranquility like that which ruled in 1948-865.
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accompanied by a burst in the government deficit, will lead to failures
to validate debt.s

It is worth noting that the profit equation of an open economy with
small government is

(3a) Profits=Investment—The Balance of Trade Deficit

In such an economy any sharp rise in the balance of trade deficit—
or a decrease in the surplus—will lead to a deterioration of profits and
the possibility of a deterioration of the financial structure.¢

Although the fourth case is the most realistic statement of the
profit determining relations for the American economy, data on the
ratio of savings to wages and consumption to profits are not available.
While this is a useful framework for analyzing the behavior of the
American economy, 1ts content depends to a large extent upon inter-
preting consumption out of profit income as largely due to the allo-
cations of profits to salaries, research, advertising and “business style”
expenditures. What the full fourth case emphasizes is that the alloca-
tion of profits to consumption follows from the building of a bureau-
cratic business style, which, like inherited debt, may lead to current
period “uncontrolled” expenditures.

VII. Somz Darta

To understand why our economy has behaved differently since 1946
than it did prior to 1939 we have to appreciate how the broad con-
tours of demand have changed. In order to understand why our econ-
omy has behaved differently since the middle 1960s than it has
earlier in the post-World War II epoch we have to appreciate how
the broad contours of the financial structure have changed. The
changes in the broad contours of demand have ch d the reaction
of aggregate profits to a change in investment and therefore have
changed the cyclical behavior of the ability of business to validate
its debts. The chan‘%es in the financial structure have increased the
proportion of speculative and Ponzi finance in the total fnancial
structure and therefore increased the vulnerability of the financial
system to refinancing and debt validating crises, As a result since
the middle 1960s there has been an increasergl need for Federal Reserve
lender of last resort interventions and for contracyclical fiscal policy
by which government deficits sustain business profits.

The Broad Contours of Demand

The great contraction of 1929-1933 took place in an environment
of small government. In the prosperity year of 1929 gross national
product was $103.4 billion and total Federal Government expendi-
tures, combining both the purchases of goods and services and trans-
fer payment to persons, were $2.6 billion. In the same year investment

3 This is what happened in 1974-75. The rise in the price of oll and the recesslon in

the United States led to an enormous deficit in Japan's trade hala
bu;.slness failures. The Japanese economy was inflated ouﬂt of that erisis. i e R

with small government and therefor exacerbated the developing international d 1
While Smoot-Hawley was not the cause of the Great Depression i 3 ok factie i
amplified what, even so, was a large downturn, PHaslen 3¢ wis & factor that
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was $16.2 billion. In 1933, the year in which the great contraction
bottomed out and in which the New Deal was started (Roosevelt was
elected in November 1932 and took office in March 1933) gross national
product was $55.8 billion and total Federal Government expenditures
were $4.0 billion. Investment was $1.4 billion in 1933.

Recall that profits equal investment plus the deficit. There is no way
a Federal Government that spent $4.0 billion in total can offset by its
deficit the effect on business profits of a $14.8 billion drop in private
investment. In 1929 business gross retained earnings were $11.7 bil-
lion. In 1933 they were $3.2 billion. Inasmuch as the debts of 1933
were largely a legacy of earlier years, the financial problem of business
was to meet the payment commitments on debts entered into in pros-
perous years by cash flows generated by recession incomes.

With investment at $16.2 billion and a government of $2.6 billion
there was no way an automatic or semi-automatic response of govern-
ment spending or taxation could offset the drop of investment. Be-
tween 1929 and 1933 gross investment fell by $14.8 billion (from $16.2
to $1.4 billion) and government expenditures rose by $1.4 billion (to
$4.0 from $2.6 billion). Business Gross Retained Earnings—a measure
of the internal funds available to finance investment and meet payment
commitments on account of the principal amount due on debts—fell
from $11.7 billion in 1929 to $3.2 billion in 1933.

The recession of 1973-75 was the longest and deepest recession of
the postwar period. Of course it is not at all comparable to the great
contraction of 1929-33, but it is the best we can do for comparative
purposes. This contraction took place in the context of big government.
In 1973 gross national product was $1306.6 billion and total Federal
Government expenditures were $265.0 billion. Federal Government
expenditures were some 20.3 percent of gross national product. Invest-
ment in 1973 was $220.6 billion.

The behavior of investment, government expenditures and profits
over the 1973-75 recession stands in sharp contrast to the 1929-33
behavior. In terms of the index of industrial production the drop from
125.6 in September 1974 to 109.9 in May of 1975 was very steep indeed ;
the rise in unemployment from about 5 million in July of 1974 to a peak
of 8.25 million in May of 1975 was a great shock to the nation—within
a year the unemployment rate jumped from the neighborhood of 5
to 9 percent. In spite of the steepness of the decline in industrial pro-
duction. Business Gross Retained Earnings increased substantially be-
tween 1973 and 1975. Between 1973 and 1975 gross investment fell from
$220.2 billion to $190.9 billion—a decline of some $29.3 bi]Jiqn. Over
the same years government expenditures rose from $265.0 billien to
$356.8 billion (mainly but not exclusively in transfer payments), a rise
of $91.8 billion. As a result, in spite of the rise in unemployment rates
and the substantial decline in industrial production, business gross
retained profits rose from $140.2 billion in 1973 to $176.2 billion in
1975—a rise of $36 billion or 25.7 percent. )

The budget deficit rather than government spending enters the profit
equation. In 1929 the Federal Government ran a surplus of $1.2 billion
and in 1933 the deficit was $1.3 billion, a swing of $2.5 billion or 2.4
percent of the 1929 Gross National Product. In 1973 the deficit was
$6.7 billion, in 1975 it was $70.6 billion, an increase of $63.9 billion;
the swing in the deficit was 4.7 percent of GNP. But more important
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the swing in the deficit of $60.7 billion more than compensated for the
swing in investment of $29.3 billion.

In standard policy analysis the impact of big government and the
government deficit on profits and therefore on the ability of business
to fulfill its financial liabilities is overlooked. If business cannot meet
its commitments on debts then the financing loop, by which funds are
made avialable to business, is broken. Furthermore if the rate at which
business fails to meet its obligations increases then the risk premiums
that enter into the calculations of business and financial organizations
increases. If profits are sustained and increased even as business in-
vestment falls then the balance sheets of business are improved at 2
rapid rate. The quick recovery from the decline of 1973-75 can be in
good measure imputed to the enormous government deficit. If in 1973
75 the Congress and the Administration had tried to hold back the
explosive growth of the deficit then the recession would have been
deeper and longer, and the rate of inflation would have been much
lower in 1979 and 1980 than in fact it is.

TABLE |.—GROSS NATIONAL PRODUCT AND ITS MAJOR COMPONENTS, SELECTED YEARS 1929 THROUGH 1979
[In billions of dollars]

Government purchase Federal
Govern-  Business
Invest- State Transfer ment gross
ment and payments expendi-  retained
Total Federal local to persons Exports tures  earnings
16.2 8.8 14 74 0.9 7.0 2.6 1.7
1.4 8.3 2.1 6.2 15 2.4 4.0 3.2
9.3 135 5.2 8.3 2.5 4.4 8.9 8.8
3.3 384 2.4 180 1.7 159 41.3 31.4
7.6 97.6 539 43.7 25.2 237 91.0 58.5
146.2 207.9 97.5 110.4 62.7 54.7 188 4 101.7
220.2 269.5 102.2 167.3 113.5 101.6 265.0 140. 2
214.6 302.7 1111 1915 1349 137.9 299.3 137.9
190.9 338.4 1231 215.4 170.6 147.3 356. 8 176. 2
386.2 476.1 166.3 309.8 241.9 257.4 508.0 276.0

Source: Economic Report of the President January 1980, table Bl p. 203, except Government transfer ayments to
persons table B18 p. 223, Federal Government expenditures, table B72 p. 288, and gross retained earnings, table B8 p. 213.

TABLE 11.—GROSS NATIONAL PRODUCT AND ITS MAJOR COMPONENTS, SELECTED YEARS 1929 THROUGH 1979
[As a percentage of gross national product]

Government purchase Federal N
Govern-  Business
Gross  Con- Invest- State Transfer ment grosa
national sump-  ment and payments expendi-  retained
Year product tion Total Federal local to persons Exports tures  earnings
1929 .. ... 100.0 748 15.7 8.5 1.2 7.2 0.1 6.8 2.5 1.3
1933 il 82,1 2.5 149 3.8 1L1 2.7 4.3 7.2 5.7
1939 74,2 10.3 150 5.8 9.2 2.8 4.8 9.8 9.7
1949 69.0 13.7 14.9 1.9 7.0 4.5 6.2 16.0 12,2
1 e ool e 63.9 160 20.1 111 9.0 5.2 4.9 18.7 12.0
1969 1 62.0 156 22.2 10.4 1.8 6.7 5.8 20.1 10.9
L7 N SSESTHINEES S A — 620 169 20.6 7.8 12.8 87 7.8 20.3 10,7
1974 62.9 152 2.4 7.9 13,5 9.5 9.8 21.2 9.8
WIS i 640 1225 221 8.1 141 11.2 9.6 23.3 1.5
1979, 63.7 16.3 20.1 7.0 13.0 10.2 10.9 21.4 11.7

Source: Table I.

The Broad Contours of the Financial Structure, 1950-1975

In order to understand why our economy has been much more
unstable in the years since the mid-1960s than earlier in the postwar

&

era we have to examine the changes in the financial structure. An
exhaustive and in detail study of the evolution of the United States
financial structure that uses the analytical foundation of this paper
would be useful; however this paper is not the place for it.

A thorough research study should examine the changing composi-
tion of the assets and liabilities of the various sectors and the impli-
cations of this changing structure, as well as changes in financing
terms, for the cash flows of the various sectors of the economy. The
cash flow structure due to liabilities need then be integrated with
the cash flow from assets and the various cash flows due to income
production. In particular the cha:nging relations between cash re-
caié)ts and payment obligations and between payment obligations
and the margins of safety need be understood.

In the absence of such a thorough study we will examine some
time series for nonfinancial corporations, households and commercial
banking—the three sectors that would constitute a simple economy
with finance. The sectors and the data are from the Board of
Governors Flow of Funds Accounts.

Non-Financial Corporations

In Chart I the ratio of Gross Fixed Investment to Gross Internal
Funds for nonfinancial corporations for the years 1950-1979 is shown.
The data on this chart show the extent to which fixed investment
was being financed by gross internal flows and the extent to which
there was a dependence on external funds. The evidence from the first
fifteen years shows a mild cycle in this ratio, along with a downward
trend. Ignoring 1950, the maximum ratio was 1.15 in 1951. If we look
at the years 1958-1967 we see that fixed investment was at 3 maximum
1.05 of internal funds and in 6 of the 10 years fixed investment was
less than internal funds.

Non Financial Corporations
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In the years since 1967 this ratio has exhibited both increasing
fluctuations and an apparent strong upward trend. The cycles of the
period show up strongly in this series. In 1970 the ratio hit 1.30 and
dropped to 1.15 in 1972. In 1974 the ratio was greater than 1.5 and
in 1975 it barely exceeded 1.0, in 1976 it dropped below 1, and it
exceeded 1.25 by 1979. The time series on Fixed Investment/Internal
Funds indicates that there was a change in the mode of operation
of the economy in the mid-1960s. Prior to the mid-1960s corporations

" seem to have been internally financing their fixed investment whereas
the data indicate that there was an increased dependency on external
finance after the middle 1580s.

Chart IT measures the ratio of Total Liabilities to Internal Funds
of nonfinancial corporations. This chart is indicative of the trend of
payment commitments of business on account of debt relative to the
funds available to pay such debts. The liabilities are a proxy for the
payment commitments; of course the length to maturity of the liabili-
ties and the interest rate on the liabilities would determine the cash
flows required per period. Furthermore the internal fluids should be
augmented by interest and dividends paid to get a measure of gross
capital income after taxes, which is the true variable that measures
the ability of cash flows to validate a debt structure.

Non Financial Corporations
Total Liabilities + Internal Funds
1950 -1979

1081 cyaRT 1

100

0
N
T

™
B
T

~N
o
T

o
@
—r

Total Liabilities + Internal Funds

i N

50 1 1 i L 1 il 1 ! 1 1 1 1
50 52 54 56 58 60 62 64 66 68 70 72 74 76 78 80

o
A% o
Ve—T

Source : Board of Governors Federal Reserve System — Flow of Funds Accounts

This erude approximation to what truly should be measured indi-
cates that the middle 1960s saw a break in the relationships that deter-
mine this data. Up to 1967 the ratio exhibited mild fluctuation around
a somewhat downward trend ; since those dates the data show a strong
cycle and upward trend. The ratio of liabilities to internal funds was
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mainly in the range of 6.2 to 7.2 from 1950 through 1967. After 1967
the ratio began to rise and exhibit sharp fluctuation, hitting 9.4 in
1970, 8.3 in 1972 and 10.75 in 1974 before falling to 7.2 in 1977. It
then inereased to 8.5 in 1979. The high peaks hit in 1970 and again in
1974 indicate that at the tail end of the recent business cycle expan-
sions the ability of business cash flows to sustain debt may well have
been under pressure.

Charts T and IT showed the ratio of a flow (in Chart I, gross
fixed investment) and a stock (in Chart IT, total liabilities) to a flow
(internal funds) that is one measure of business profitability and
ability to meet payment commitments. Chart ITI shows the time series
for total liabilities divided by demand deposits and for open market
paper divided by total liabilities. Both series in Chart 111 measure an
aspect of the quality of the balance sheets of nonfinancial corpora-
tions. The liability/demand deposit ratio measures the extent to which
payment commitments can be met by cash on hand if there is an
interruption of cash flows in the form of gross profits. The other ratio
reflects an attempt to measure the extent to which business is financ-
ing its activities by tapping volatile or exotic sources. The class “open
market paper” includes ccmmercial paper—a volatile source—and
borrowings from finance companies—a generally expensive source.

Non Financial Corporations
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Even though the series measure quite different variables they show
a remarkably similar pattern: a rather mild upward trend in the
1960s, a pause between 1960 and 1964 or 1966, and then an upward
thrust that is stronger than the thrust before the middle 1960s. The
first fifteen years of the time series are quite different in the rate of
growth they indicate as taking place. It is interesting to note that the
break in 1974 shows up in both series.




The data presented for nonfinancial corporations indicate that some-
thing changed in the middle 1960s. The ratio of debt to internal funds,
of Labilities to demand deposits, and of open market paper to total
liabilities indicates that the corporate sector not only now has greater
debt payments to make relative to cash flows but also that the margin
of safety for debt in cash on hand has decreased, and the reliance
by business on volatile and relatively uncertain sources of financing
has increased. The difference between the two indicates that the lia-
bility structure of nonfinancial corporations can not only amplify
but even initiate a disturbance in financial markets.

Houscholds

The ratio of liabilities of households to income and to cash on hand
(demand dg{:osits and currency) tells a story of something changing
in the middle 1970s. Once again the data examined is a proxy for
t-hsi1 dﬁired but unavailable data on the payment commitments due
to de

The payment commitments on household liabilities will typically be
paid by disposable personal income. Between 1950 and 1965 the ratio
of liabilities to consumer disposable income increased monotonically
from .37 to .T4—the ratio doubled. From 1965 until 1975, this ratio
fluctuated between .74 and .69. In 1976 it stood at 76, in 1977 at .80,
in 1978 at .83, and in 1979 at .85. The era of financial turbulence that
began in the mid-1960s saw little movement in the ratio of liabilities
to disposable personal income until after the mid-1970s when the ratio
resumed its rise.

As is evident from Chart IV, the ratio of total household liabilities
to demand deposits and currency showed virtual parallel development
to that of the ratio of household liabilities to disposable personal
income.

Households
Liabilities Divided by
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The data for households indicates that the turbulence of the mid-
1960s to mid-1970s was not mainly due to household debt being an ever
increasing burden. The rise in the ratios in the late 1970s can be in-
terpreted as a reaction to inflationary expectation; however if it is so
interpreted then it took a long period of inflation combined with insta-
bility to affect expectations,

Commercial Banking

The data for Commercial Banking does not show the sharp changes
in the mid-1960s that are so striking for both nonfinancial corporate
business and households. In Chart V it is evident that the ratio of
financial net worth to total liabilities rose through the 1950s reaching
a peak in 1960 and then began a decline which with few interruptions
lasted until 1973. The evidence indicates that the difficulties of 1974~
75 led to a rise in the ratio, which seems to have been transitory.

Commercial Banking
Financial Net Worth and Protected Assets

as Ratio to Total Liabilities
1950 - 1979
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The ratio of protected assets [U.S. government securities, vault
cash and member bank reserves] to total liabilities—also in Chart V—
shows a steady decline from 1950 to 1974. It appears as if there was a
slight decrease in the steepness of the decline in the mid-1960s. The
banking trauma of 1974-75 shows up in the rise of protected assets rela-
tive to liabilities.

In Chart VI two ratios—that of demand deposits and bought money
to total liabilities—are exhibited [brought money is the sum of large
negotiable certificates of deposit, deposits at foreign banking offices,
F?%ieral funds, security repurchase agreements and open market
paper]. The ratio of demand deposits to total liabilities showed a
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steady decline from almost .70 to .25 over 1950-1979. The behavior of
demand'’ deposits relative to total liabilities is st evidence of the
change in &e character of banking that has taken place in the post-
war period. In the beginning of the postwar era the commercial bank-
ing system mainly owned protected assets and it financed these asset
ho%d.mgs by demand deposits. In recent years the commercial banking
system’s ownership of protected assets has fallen to below 20 percent
of total liabilities even as its demand deposits have fallen to about
25 percent of liabilities. Today the commercial ba.nlﬂn%system mainly
holds private debts and it finances this ownership by liabilities other
than demand deposits.

Commercial Banking
Demand Deposits and Bought Money + Total Liabilities
1950-1979
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Beginning in 1960—and at an accelerating rate after 1969—bought
money in the form of large negotiable cgrli]:-lgﬁcates of deposit (CDs),
deposits at foreign banking offices, Federal funds purchased, security
repurchase agreements and open market paper became significant
bank liabilities. Of these liabilities, deposits at foreign banking offices
existed throughout the postwar period but they were a trivial fraction
of total commercial bank liabilities in the early years.

The introduction and rapid growth of negotiable CDs after 1960
marked the introduction of bought money and liability management
as a significant factor in banking. Since then there has been a virtual

roliferation of instruments only a few of which can be identified in
the flow of funds data. For example the flow of funds data do not
enable us to isolate bankers’ acceptances or the money market rate
time deposits at commercial banks. Nevertheless even with this trun-
cated list, by 1959 bought money was virtually as significant as demand
deposits as a source of bank funds,
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VIII. Tar ANSWERS TO THE INITIAL QUESTIONS

Our analysis leads to a result that the way our economy functions
depends on the level, stability and prospects of profits. Profits are
the lure that motivates business and they are the flow that determines
whether decisions taken in the past are apt in the light of the way
the economy is functioning now. The flow of aggregate profits is the
link between the past and the present and the lure of fﬁtum profits
determines the flow of current profits.

The quest for profits has a side effect in that investments result in
capital assets and the capital assets that come on stream determine the
changes in the production process that are available to produce output.
Thus the aptness of the details of the investments undertaken deter-
mines the course of useful productive capacity and changes in the ratio
of useful output to labor used, i.e., productivity. If on the whole invest-
ment is apt then the improvement in techniques that result yield a
large enough margin over labor costs to induce sufficient investment
to sustain profits. If the incremental outputs—or the outputs that are
produced with the inherited capital stock—are not apt then the flow
of profits will be attenuated. This tends to decrease investment. Simi-
larly as the foreign balance deteriorates or the savings ratios of house-
holds increase the flow of profits decreases. A decrease in the flow of
profits can start a recursive process that decreases total investment,
profits, ete.

In our current “big government” capitalism, this recursive process
is soon halted b{l the impact of government deficits in ining prof-
its. Whenever the deficit explodes (as in 1975 IT) the aggregate flow
of profits to business increases. Investment turns out to be profitable
even if the investments that come on stream are inept. The impact on
profits of the deficits that big government generates can override the
failure of investments to increase the productivity of labor; big gov-
ernment is a shield that protects an inefficient industrial structure.
When afgnegate profits are sustained or increased, even as output
falls and the ratio of output to man hours worked does not increase,
gnces will rise. Thus the generation of sustained and rising profits

y government deficits is inflationary whereas rising profits that are
due to increases in output when labor productivity increases relative
to money wages can be associated with falling prices,

Thus the current policy problem of inflation and declining rates of
growth of labor productivity are not causally related but rather they
are the result of a common cause, the generation of profits by means
of government deficits where the government deficits do not result
from spending that leads to useful output.

The answer to the first question—why haven’t we had a great or
even serious depression since 1946%?—is that our big government that
is in place has made it impossible for profits to collapse as in 1929-
1933. As the government deficit now virtually explodes whenever un-
employment increases business profits in the aggregate are sustained.
The combined effects of big government as a demander of goods and
services, as a cenerator—through its deficits—of business profits
and as a provider to financial markets of high-grade default-free lia-
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bilities when there is a reversion from private debt means that big
government is a three way stabilizer in our economy and that the very
process of stabilizing the economy sets the stage for a subsequent bout
of accelerating inflation. _

_There is a second reason for our not having a serious depression
since 1946. Once the interrelations involved in financing a sustained
expansion led to the emergence of a fragile financial structure in the
mid-1960s, the Federal Reserve has intervened strongly as a lender of
last resort whenever a financial erisis threatens. This intervention by
the Federal Reserve both helps stop the plunge to a deep depression
and assures that the subsequent recovery from the rather mild depres-
sion that does take place will be inflationary.

The shift from the tranquil progress of 1946-65 to the turbulence
of recent years is mainly dne to the change in the financing relations
of business, households and financial institutions. At the end of World
War II the financial structure that was a legacy of war finance and
the portfolio preferences that reflected the great depression led to a
regime of conservation finance. There is no way that a financial crisis
could develop in an economy in which bank protected assets, mainly
U.S. Government debt, were 60 percent of total liabilities. Similarly
household and business balance sheets and liability-income relations
were such that business could readily fulfill its payment commitments.

The analysis indicates that stagflation is the price we pay for the
success we have had in avoiding a great or serious depression. The
techniques that have been used since the mid-sixties to abort the debt-
deflations have clearly been responsible for the stepwise acceleration
in the inflation rates. The argument we have put forth indicates that
. stepwise accelerating inflation has been a corollary of the validation
of an inept business structure and poorly chosen investments by gov-
ernment deficits and thus mﬂationm been associated with a decline
in the rate of . The continuing taut liability structures due to
the ever greater reliance on debt has Ted to the shortening of business
horizons. The very turbulence of the economy operates against pru-
dent investment and finance. The general economic tone since the mid-
sixties has been conducive to short-run speculation rather than to the
lona-run capital development of the economy.

The final conclusion that emerges is that the problems as evident in
the American economy since the mid-1960s are not due to vagaries
of budget deficits or to errors in controlling the money-supply: the
problems reflect the normal way our type of economy operates after
a run of successful years. If we are to do better it is necessary to re-
form the structure of our economy so that the instability due to a
financial structure heavily weighted with debt is diminished.

UNDERSTANDING MONETARY POLICY: THE ROLE OF
RATIONAL EXPECTATIONS

By William Poole

Business cycle theory and financial market theory have been revolu-
tionized over the past ten to twenty years by the introduction of the
rational expectations hypothesis. While it is not yet clear how much
of the Keynesian business cycle theory dating from the 1930s will
survive, it is clear that few of those who still view themselves as Key-
nesians have been untouched by the rational expectations revolution.
Some of the ideas from this revolution are so obviously correct that
the Keynesian theory must at least be modified in important ways.

In contrast to business cycle theory, where the theoretical debate
is vigorous and heated, financial market theory is now dominated by
the application of the rational expectations hypothesis. Practically
all theorists and many practitioners accept the validity of the rational
expectations hypothesis applied to financial markets; the basic hypo-
thesis is accepted although there is on-going debate over whether there
are certain relatively small departures from a strict version of the
hypothesis.

’Fhe purpose of this study is to provide a non-technical exposition
of the rational expectations hypothesis and especially of its applica-
tions to business cycle theory and monetary policy. For reasons made
clear below, the business cycle theory built on the rational expectations
hypothesis has come to be called “equilibrium” theory and that rather
non-descriptive term will be used in this study.

The concept of rational expectations is introduced in the first sec-
tion and its application to financial markets explained. Section II
contains a simple discussion of the older Keynesian views on business
cycles and government counter-cyclical policy. Next, in section IIT, is
an overview of economic policy in a rational expectations context
with some simple angd non-controversial illustrative examples. Later
sections treat the application of these ideas to the explanation of busi-
ness cycle fluctuations and to policy disputes concerning the proper
role of government in reducing these fluctuations.

I. RaTioNaL EXPECTATIONS IN THE SPECULATIVE MARKETS

Prior to the seminal paper by John Muth in 1961, “Rational Expec-
tations and the Theory of Price Movements,” * most economists shared
the popular view that speculative markets were semi-irrational casinos
beset by speculative bubbles and waves of optimism and pessimism.
J. M. Keynes, in a colorful and widely-quoted passage, shared that
view: .

1 Fconometrica 29 (July 1961), 315-35.
(245)
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