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Sytopsis:
“How to get off the Back of a Tiger"
ty
Hyman . Minsky

Profeasoy of Econgmica
Washington University ({St. Louis)

[A talk delivered ab the Nationel Association of Business Fconcmists,
derw York, Kew York, Jupe 21, A97h}.

1. The policy problem that is addressed is whether thae currant tws digls
snd acgeizrating inflation oap be brought under contrel without {irst going
through & Tlrancial crisiz and & dabb-defletion procesa. Histary indicases
et a4 2oisilg Policwed by a debt Seflation process is associated with o
deep depressisn, Thue the guestion is vhether we can get of” the bmex of
the Infletion tigsr without becoming the depression "zmile' ox the farns of
the malesaler? boust.

4
2, Underlying che view that the choice vefore us is either continuing
uwnacseptable retes of isfiation and a fizanciel erisis followed by & dmen
depregaion is the Teeling that the financiald strueture iz now freglle. (n
the paner, vreoine definitions of financial fragility sre developed apd
data is praessntesl thet indicatee that the financial structure iz now
coneidersbly more fragile than early lu the epoch that begsn at the epd of
Warld War TI. A finenciz). system iz fregile vben, for the various classes
uf wndtas
{(a) the ratis of eavh flow commitments ou debits iz high relative te the

cazk Tiow recaipits from operations or coatraet fulfiiiment.

2B} a largs proportion of units are speculative in the sense thet the cash
flou receipta Zrom operations or contrach fulfillmen: cannot meet the
payment conmitments, i.e. "debi" is short term ralative to "assetz" o
tha*t refinansing i{s nececsary. And

{e? the ratlo of 2ash aud resdily merketable financisal sasets is low reliativs

%0 Liaasweisl assetsz oy Pinancial iiabilities.
The dAata in adkached Tables 11, TIX1 and IV {ndiqates that the trepd mines

worid War 11 hass been from financial robustaess to financial fraglliity.



3. In a fragile financial strusture, policy actions taken by the Federal
Reserve in an attempt to constrain demand will caugse serious financial
diaruptiona of & rinanciar'og of & particuler financial institution before
it causes the desired reduction in demand. Buch crisis episodes occurred
in 1966, 1970, and apparently again in 19Th. In each case, the Federal
Reserve put on 1ts lender of last rasort hat and went to the support of
the threatened market or iostitutiosn. But by being an effective lender of
last resort, the Federsl Reserve ir effect abandons its effort to control
aggragass Jdewand. This is true for two reasons:
(1) th2 process of veing a lender of last resort meens that the Faderal
Reserve reeds reserves into the banking systam,
{2) vy protecting a finaneial institution, instrument, or market that
13 under cerisgis type pressures,the Federal Reserve legitimizes and
walidates practices which in effect increases the ability of the
acomay to carry “debt'.

L. In the mini-cvisls of 1566, the Pederal Reserve validuted regotiable
C.I.'s, in the mini-c¢risis of 1970 the Federal Reserve protected and
legitimived the commercial paper market, and iag the current aituation it
geems to validate banking with "bought" wmoney. Thus the Peders) Resarves'
astions as a lender of last resort are inflationary in two ways:

{1) they feed reserves into the banking system.

{2) they easure that in the pexi vecovery, the nuw legitimized mew
instrumsant will become generalized., Thus the amount of financing
available or a given reserve base increases rs the Federal Reserve
protects thess new usages and practices.

5. Thua the Federal Reserv: is truly damed if 1t dces allow a fiasncisl.
erisis to preceed, thus deliberately sccepting a depressicn, and damned 1f i35
does not allow e financial corisis %o proceed, thus deliberately choosing
accelerating inflation. I believe it is no accldent that infletion bagan to
accelerate in the middle 1960's around the time of ithe credit crunch, and
further accelerated after the Penn-Cantrel/Commercis) paper merket crisis of

1970.



-3 -

6. One messure ©f the robustness/fragliity of the firancial structures is
the ratio of sush Flows from operations {gross profits after taxes on
corporations) to tha cash peyment commitments on account of debt. Thus, an
inflation which increases the flow of corporate profits relative to debt
vayment commitments does make the financisl sysiem more robust. The Federal
Reserves rescue operations not only prevent a debt deflation process but
ectually set the stege for a vigorous inflationary expansion.

T. If we are to get off the inflationary tiger without a depression, we
vill need to chaage cur fundamental policy strategy. The policy stralegy
which developad after the war has three dimensions:
{1) an emphasis upen economic growth by way of privete lovestment.
(2) a system of goversment contract expenditures uot only iv defense
and space but alaso in roads and housing.
{3) an amphasis on increasing transfar payments.

8. It is important tc zote that items (2) and {3) above {contract system
and transfer payments) have an inflationary bias on their ovn. The currant
pace of inflation is in my mind not unrelated to the fact thst transfer
payments increased by scme T0¥ during the first five years of the Kixon
edminiatration. The fact that our Soclal Sacurity system iz an economic
monster which neads reform is, I believe, becoming & common view. What is
not undargtood is that 1t i3 in and of itself an inflationary factor. The
coctract syatem leads %o an entire set of enterprises vwhoase profits ave
guaranteed by govermment, which tend to go along with inflationaxy waye
increases, and vhich are effective lobbyists for government intervention
to protect their poaition.

9. If the alternatives that are before us are either continuing ivflation

or a deep depression because of the fragility of the financial eystem, is

there any way in which the financial system can be made more robust without
going through a debt deflation and s depregssion? A debt-defletion followed

by a depression meke a fragile financial system more robust by first wiping

out debt and then having e period in which the cash flows {o corporations and
housenclds exceeds in the sggregate their expendituras on investment. Inasmuch
&8 in this situeiion. households and firms are rumning finaneial surpluses,

the govermment is running e deficit. However, with the curreni contract system,
the govermment deficits generate profits and profit expectations, which teud



to generate speculative inveatments. Thus the government spending during
a pericd in vhich the effort 1s to make the financial system more robust
should not conférm to the pattern 1t now follows.

10. What we have to do is to abandon the growth through private investment
policy strategy and deliberately enter upon a period in which private inveat-
ment externally financed is discouraged. OSimilarly, household debt financed
expenditures--especially on housing--needs Lo be discoursged. The entire
geries of govermment tax and subsidy arrangements which encourage private
investment and housing need to be abandoned. Inducement %o corporations io
clean up thelr lisbility structures should be built into the tax ana
regulatory schemes. Tax and other subsidies to housing coustruction should

be abandoned.

1l. Of course, unless something is put in thelr place, the redustion in
expenditures on private inveatment, housing, and &ls0o by way of government
contracts will result in large scale unemployment. I therefore propose

thet we replace these items by scheme of direct empluyment by government
agencies. We should vesurrect the W.P.A., C.C.C., and N.¥.A. of the depression--
and meintain employment through direct government employment. As & schems of
direct, government employment could provide jobs for all this change in policy
strategy would also enable us %o get the transfer payments mess under control.

12. Waat I therefore propose is that we purposz2fully shift policy s¢c that ve
institute the low investment, high acquisition of liquid xssets financial
situation of a depresaion: that we, 80 %o speak, hars a depression withecut

a depression.

13. I, of course, dc not expect us o do what I éuggest: growtn, housing eand
transfer payments are sacred cows. I, therefore, expect the Federal Reserve
and the Treasury tc "vallantly" fight off the threats of fipancial crisis, %o
devise new ways of externally financing investment, and to continue ciinging
on the back of the inflationsry tiger. There may be a pericd vf floundering
diring which we may even have & recession that is deep by post-war standards.



However, unless w2 reconstitute 8 robust finamcial structure in a manner
which does not mean that marginal increased robustness induces

inflationary debt financed experditures by business and households, I
expect thet we will go through another round or two similar to those we have
experienced over the past decade.

14. There is incidently an alternative: bDusinessmen and their bankers may
become so ''frightened" by the current financial stringency that on their
own they develop a aew conaensus of what is apt in finaneial structures,
‘and they ccustraein debi-financed expenditures until such a more robust
structure is achieved. However, even as I state this alternative, I realize
the futility of expecting such constreint.
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Prafits efter Tazea
How-Financisl Corporstions
1946 = 1673

Yaar Year
1946 3.53 1960 1.05
it 1.27 61 .99
L8 .98 62 .94
49 .69 63 .94
50 1.07 6k .92
51 .07 : 65 %7
52 1.05 66 1.02
53 1,13 67 1.05
sk 1.01 68 1.i3
55 .93 65 1.27
56 1.07 To 1,35
57 1.12 Tl 25
58 1.0t T2 1,21
£9 .9k T3 150

Source: Board of Governors of ths Federal Regerve Bystem. Flov of Vunds

St o

Accounts 1545-1972 (Augas® 1973} plus preliminary data for 31973.

Tabl: II
Maasures of Fiunraeial Fobustnese - Fregilicy
How~-Finasclial Corporetions
Belected Years 1951-197z

- Cash Fiow# Tctal Liabilities Zrehocted igetz®
Year Total Liabilities Demand Devosits Total Finencie' Asgets
1951 17.16% 5.33 h1.1%

1956 i17.06% 6.47 3.1%
1961 1k,95% 9.14 26.2%
1966 16.8L% 13.12 19.2%
1971 11.98% 16.60 15.8%
1972 i2.08% 18.20 1h.8%

* After Dividends and Taxes
##* Demand Depoesits, Time Deposits and U.S. Government Securities

Source: Board of Governors of the Federal Reserve System: Flow of Funds
Accounts 1945-1 {Avgust 157%).




Year

1951
56
51
66

T

T2
73

v

Table I{I
Meegures «f Pinancial Robustness - Fragility
Households
Beleated Years 1551-1973

Liebiilties Ligbilities Liabilities
Dispcsable Fersona! Demcend Deposits Protected Assets
Income
.37.6% 1.h2 h2.9%
.08 2.38 63.4%
6¢.7% 3.19 T3.5%
T2, 4 3.9b 78.7%
65.8% 3.63 71.9%
75.0% 3.77 72.7%
1. % 4,08 76.4%

Corporate Equity

Total Financial
Asscets

32.28
%0.5%
bl . 9%
50 . 4%
39. L%
b0, 1%
33.1%8

Source: Boaréd of Covernors of the Federsl Reserve Systen: Flow of Funds

Avconnts 1945-1972 (August 1973) plus preliminary dsta f£ir 1973.

Tear

i1
56
€1
&6
T1
T2

Table IV
Measures of Finsncial Robustness - Fragilisy
Cosmercial Banking
Salected Tegre 1951-1973

No Defauli Risk Assetsl) Bought Funds
Total Assets Total Liabilitiec

54.2% .6

h3,2% ﬁ.?é
36.6% 6.9%
24.2% 14.6%
20.6% 17.2%
19.0% 19.5%

1) Ysult cash, Deposits et Federal Reserve Banks, and Goverumen: Securities

2) Large Denomination CD's, other Interbank Claims, Credi¢ Market Debt,
Liabilities to ¥oreig: Affillates, Borrowing at Federal Reserve BRank and
"other" Liabilities. .

Source: Boerd of Governors of the Faderal Reservs System: Flow of Punds
Accounts 1945-1972 (August 1973).
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