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Debt and Business Cycles

Although a major depression has not oc-
curred in the period since World War II,
financial instability has increased. How-
ever, this threat to the economy is not con-
sidered in either most current theories or
econometric models of the economy. Thus
far, Big Government and The Big Bank
have prevented an economic collapse. Given
our current precarious financial structure,
a useful economic theory must address the
implications of financial fragility and indi-
cate how to contain financial crises. The
Post-Keynesian vision of the economy is
more relevant for the 1990s, both as eco-
nomic theory and as a guide to economic
policy, than the available alternatives, be-
cause it integrates the real economy with
the financial world in a meaningful way.

HAT DO WE know about business cycles
now, at midyear of the first year of the last
decade of the twentieth century? This question may
seem curious in 1990 because no serious depression
has occurred for more than fifty years. Granted, the
United States” economy has endured minor, short-
lived recessions and rolling adjustments during
which particular regions or industries suffered
harshly; nevertheless, no deep, long-lasting decline
in overall economic activity on the order of mag-
nitude of the 1930s has taken place.

*Hyman P. Minsky is Professor of Economics and Mark D. Vaughan
teaches in the Department of Economics, Washington University, St.
Louis, MO.

July 1990

By Hyman P. Minsky and
Mark D. Vaughan*

For the United States and the other advanced
capitalist economies, this failure of “It,” a major
depression, to happen again ranks as the single most
important economic event of the forty-five years
since the end of World War II. In the light of his-
tory, the postwar era is the anomaly; deep depres-
sions were regular features of the capitalist expe-
rience during the century that preceded the Great
Depression. Indeed, this lengthy respite from a
general economic collapse implies that the capitalist
economies of the second part of the twentieth cen-
tury are markedly different in some essential way
from the capitalist economies of the prior 100 years.

A GREAT DEPRESSION AHEAD?

Marx wrote that the specter of communism is
haunting capitalism. Today, the disintegration of the
“iron curtain” has laid this specter to rest; no one
seriously entertains the notion that the Soviet
Union or the organized Communist parties of the
developed world offer a viable alternative to a mar-
ket-based economy. Yet, a new specter is haunting
the rich, capitalist countries of the developed world.
This specter arises from the fear that our good for-
tune is over, the fear that a 1930s-type economic
collapse lies in the immediate future.

One cause of this fear is the belief that the suc-
cessful performance of the capitalist economies in
the postwar era owed much to the mobilization of
resources to contain what was, until not long ago,
known as the evil empire. The fear is that, without
a monolithic enemy to sustain government defense
spending, the props buttressing the capitalist econ-
omies will buckle, thereby, leaving the industrial
world to crash into depression.

Another contributor to the fear that “It” will hap-
pen again takes the form of persistent doubts about
the economy’s ability to support the liability struc-
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tures that the private and public sector have built
up during the past forty-five years. The fearful be-
lieve that the economy is in some sense overin-
debted and, hence, vulnerable to a debt-deflation
of the sort to which Irving Fisher attributed the
Great Contraction of 1929-33.

The Great Depression of the 1930s still stands as
a watershed event in the history of advanced cap-
italist economies. It stemmed from an integrated
collapse of the monetary and financial system and
of what economists later came to call aggregate de-
mand. During the aggravated decline of 1929-33,
rather than promoting systemic coherence, the self-
interested behavior of each economic unit — house-
holds, businesses, banks, and nonbank financial in-
stitutions — made things worse for the macroecon-
omy.? Instead of restoring stability, the free-market
adjustment process exacerbated “disequilibriums.”

Today, there is ample evidence to suggest that,
somewhere in the capitalist world, a financial break-
down, such as was part of the process by which the
United States’ economy spun out of control in the
early 1930s, might recur. Argentina is out of control.
In Japan, real estate values as well as equity prices
on the Tokyo stock exchange appear to be in a tran-
sition from a Kindleberger euphoria® to more re-
alistic levels. In the United States, there is concern
that the economy cannot sustain the debt-layering
and pie-in-the-sky asset values that the leveraged-
buyout boom left in its wake. In addition, the mag-
nitude of the savings and loan debacle has over-
whelmed the deposit insurance mechanism,
thereby forcing the U.S. Treasury to intervene.
These, coupled with the chronic budget and foreign
trade deficits of the United States, are ominous
events.

Renewed Financial Instability

No serious episode of financial instability oc-
curred during the first twenty years of the postwar
era. Due in large part to the financial structure
conservatism induced by the Great Depression and
the controls of World War II, extraordinarily low
ratios of private indebtedness to aggregate income
obtained for much of that period. As a result, the
private financial structure exhibited singular ro-
bustness. In practical terms, cash flow commit-
ments due to liabilities were very small relative to
incomes.

That robustness did not endure, however. From
most chronologies, the “Credit Crunch” of 1966
ushered in an era of financial instability and crisis.
Since then, financial traumas have become a com-

1See footnotes at end of text.
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monplace. In particular, serious financial distur-
bances marked Volcker’s watch at the Federal Re-
serve. Although many have credited Volcker with
tenaciously clinging to monetarist precepts in the
formulation of monetary policy, in fact, the most
striking characteristic of the 1979-87 Volcker era was
the Fed’s frequent and effective intervention as a
lender of last resort. For example, the Federal Re-
serve moved to abort or to contain financial crises
associated with the Belgrade meeting of the IMF
in 1979, the Hunt silver crisis of 1980, the Mexican
Debt crisis of 1982, the Penn Square oil patch crisis
of 1982, and the Continental Bank of Chicago crisis
of 1984.

THEORETICAL BACKGROUND

In spite of the frequent recurrence of financial
instability over the past twenty years, conventional
business cycle theory has, for the most part, com-
pletely abstracted from financial institutions and
practices. As a consequence, the behavior of the
U.S. and the world capitalist economies since the
late 1960s has not been kind to the explanations of
business cycles set forth by the leading theorists.
In 1969, for example, large-scale econometric
models, of the sort pioneered by Lawrence Klein,
embodied the economic theory that dominated the
research agenda, the macroeconomic policy analy-
sis, and the advice that most economists offered
politicians and businessmen. These models largely
reflected the Hicks-Hansen* interpretation of
Keynes, an interpretation that conspicuously over-
looked the financial structure of the economy.
Hence, just as President Nixon in one of his policy
gyrations exclaimed, “We are all Keynesians now,”
one of the linchpins of this Keynesian econometric
model approach, a presumed trade-off between in-
flation and unemployment, evaporated in the face
of two serious oil shocks.?

Even prior to this failure of large-scale econo-
metric models, however, new variants of the old
pre-Keynesian model resurfaced and gained adher-
ents. Monetarism, which held roughly that Federal
Reserve policy could precisely control the money
supply and that the money supply could effectively
determine nominal national income, garnered sup-
port as the existing econometric models failed to
forecast the course of inflation and as policymakers
groped for a policy to contain rising prices.

Meanwhile, New Classical macroeconomics,
which in many respects represented the apotheosis
of monetarism, became a dominant force in business
cycle research. The New Classical economists at-
tacked the Keynesian econometric models as “fa-
tally flawed;” they argued that these models treated
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expectation formation, which underlay the forward-
looking decisions that are of special importance in
investment and portfolio management, on an ad-
hoc basis rather than deriving them explicitly in a
manner consistent with economic theory. This cri-
tique attracted many followers, for it seemed to offer
a convincing explanation of the failure of large-scale
models.

Yet, in turn, economic events of the 1980s tested
both the monetarist and New Classical models and
found them wanting. The correlation between the
money supply and nominal income, the empirical
keystone of monetarism, completely disintegrated
in the 1980s.% Furthermore, the central policy im-
plication of New Classical macroeconomics, namely
that a fully announced, fully expected change in
monetary policy will not affect real economic activ-
ity, itself proved fatally flawed. The fully advertised
use of monetary restraint to break inflation during
1981-82 induced a precipitous drop in real produc-
tion and pushed unemployment to postwar highs.
In addition, none of the models — neither conven-
tional Keynesian, Monetarist, nor New Classical —
could explain the unparalleled accumulation of pub-
lic and private debt in the 1980s.

Itis easy to recite a litany of the predictive failures
of the leading models of the 1970s and 1980s; the
challenge to the student of the business cycle lies
in spotting the common denominator in this litany
and building a theory that does not suffer from this
the common flaw. Econometric Keynesianism, mo-
netarism and the New Classical economics share one
common thread: They do not explicitly consider the
financial relations of a capitalist economy. Ignoring
financial markets while trying to explain the behavior
of advanced capitalist economies is like ignoring the
Prince in casting a production of Hamlet.

Including Financial Considerations

Ever since the late 1960s, an alternative theory,
“Post-Keynesian” economics, has stressed another
interpretation of Keynes that does not omit financial
considerations. To Post-Keynesians, Keynes was
first and foremost a monetary theorist who studied
financially sophisticated capitalist economies. They
point out that Keynes was not merely a Cambridge
don; he was also active in “The City” and in political
affairs. The power of Keynes’ ideas, Post-Keyne-
sians argue, stems from the fact that his real-world
observations informed his economic theorizing.

In his magnum opus, The General Theory of Em-
ployment, Interest, and Money, Keynes expounded
an investment theory of the determination of na-
tional income as well as a financial theory of in-
Vestment. As a testament to his real world experi-
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ence, Keynes’ financial theory of investment began
at the heart of an advanced capitalist economy, in
boardrooms as bankers and businessmen negotiate
the financing arrangements for capitalist enterprise.
This theory is the building block for Post-Keynesian
analysis and the proper starting place for business
cycle theory.

In an advanced capitalist economy businessmen,
bankers and portfolio managers continuously place
bets about the future. These bets take the form of
exchanges of money now for either the purchase of
capital assets or investment outputs, which are ex-
pected to earn profits in the future, or for financial
contracts, which are promises to pay money in the
future. All of the participants in such financing rec-
ognize that the future cash flows generated by the
capital assets and investment output are uncertain
and, therefore, may prove inadequate to sustain the
commitments on the liabilities.

A deeper understanding of this “betting” requires
an exploration of the firm’s investment decision;
this, in turn, entails a recognition that capitalism
operates with two distinctly different but interactive
price levels: the price of current output and the
price of capital assets. The decision to order in-
vestment output begins with a comparison of the
price of capital assets — the capitalized value of
expected profits — and the price at which producers
offer to deliver investment output. Simply put,
firms will invest when, adjusted for risk, they im-
pute a higher value to an investment project than
the supply price of the investment output.

One must never overlook, however, the fact that
the demand for investment output requires financ-
ing. Firms may finance investment with internal
funds, retained earnings, and external sources such
as borrowing from banks and markets as well as the
sale of equities. The financing of investment pro-
vides the arena in which business men and bankers
interact.

Lender’s and Borrower’s Risk

In a world of uncertainty and external finance,
the investing unit and the financing unit must weigh
risks. Firms carry borrower’s risk, and they adjust
the demand price for investment output downward
from the value they place on capital assets to com-
pensate for the risks of financing by borrowing. In-
vesting units do this because external financing
raises the specter of default, with its attendant losses
to the borrower. As a firm comes to rely more and
more on external funds, the degree of borrower’s
risk will rise and the demand price of capital assets

will fall.

On the other side of the financing market, lenders
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also worry about the prospect of default. As the
extent of external financing of an investment project
increases, lenders will insist on higher rates of in-
terest, more collateral, and shorter terms to ma-
turity to compensate for increased risk and moral
hazard. In effect, this lender’s risk raises the supply
price of investment output as the degree of external
finance increases.

Lender’s risk appears explicitly in signed con-
tracts. Borrower's risk reveals itself only in the in-
ternal decision processes of the firm. Both,
however, play a large role in determining the pace
of investment. A more precise statement about the
determination of investment is that, in the aggre-
gate, firms will invest up to the point where the
demand price for capital assets, as adjusted for bor-
rower’s risk, equals the supply price of capital
assets, as adjusted for lender’s risk.

Both lender’s and borrower’s risk reflect the over-
all psychological fix of the economy. A run of good
times during which the economy sustains profit
flows and in which borrowing units have no diffi-
culty meeting their obligations will attenuate these
risks. It is no accident that the leveraged-buyout
mania occurred after thirty-five essentially pros-
perous years and following the swift recovery from
the recession of 1981-82. Lender’s and borrower’s
risk as endogenous phenomena provide the key to
understanding the dynamics of business cycles, for
fluctuations in these variables drive and are driven
by variations in cash flows.

Firms have debt and equity liabilities outstanding
that finance their positions in capital assets. One
can view these liabilities as generating a time-series
of demand, dated and contingent payment com-
mitments. These payment commitments arise from
both the interest due and the necessity of repay-
ment of principal. At any given time, one can char-
acterize each firm’s liability structure as hedge,
speculative, or Ponzi depending on the relation,
over a reasonable time horizon, between its ex-
pected cash inflows and the commitments arising
from its liability structure.

Liability Structures Characterized

A “hedge” firm is one that expects the cash flow
from operations to cover cash commitments. Al-
though cash inflows will vary, they are expected to
exceed the contractual cash outflows over the rel-
evant period. Heavily equity-financed firms are
hedge units. They need pay dividends only if
earned, and there is no need to repay principal.
Long-term debts that do not require any near-term
repayment of principal tend to make a firm a hedge
unit. “Hedge” firms suffer only a small exposure to
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the risk that financing terms will change.

For a “speculative” unit cash inflows do not cover
cash payment commitments arising from debts even
though profit flows are sufficient to cover interest
payments due on outstanding debts. These units
have to roll over maturing liabilities. The Treasury
with its large amount of outstanding short-term bills
is, in effect, a speculative unit, as are commercial
banks. In the sense the term is used here, any
financing of long-term assets with short-term debt
makes the borrower a speculative unit. Obviously,
the savings and loan institutions were speculative
units. Also, units that borrow at floating interest
rates possess the attributes of speculative units; as
such these units are subject to the vicissitudes of
interest rates and are, therefore, exposed to more
risk than “hedge” firms.

When payment commitments on interest exceed
a unit’s net earnings, that unit can meet interest
obligations only by increasing its indebtedness. In
effect, these units capitalize interest due. Such a
financial posture is called Ponzi, recalling a Boston
financial innovator and swindler of the 1920s. In
terms of the books of a unit engaged in Ponzi fi-
nance, the increase in debts as interest is capitalized
reduces equity by a like amount. Whereas a unit
engaged in rollover or speculative finance can carry
on forever — provided interest due is earned —
Ponzi financing has a natural terminal point as eq-
uity falls towards zero.

A rise in interest rates or a significant fall in an-
ticipated income can transform speculative financ-
ing units into Ponzi units. For instance, the Volcker
experiment with practical monetarism between
1979 and 1982 sent nominal interest rates to un-
precedented highs and converted savings and loans
by and large into Ponzi units. These high rates, in
concert with the collapse of world commodity
prices, forced the heavily indebted Latin American
economies to engage in Ponzi finance. Indeed, for
these nations, financing entities routinely capitalize
the interest due into the principal outstanding.
While units typically become Ponzi financing units
when income falls below expectations or when in-
terest rates rise far beyond what was expected, in
the recent epidemic of leveraged buyouts some
deals included payment-in-kind bonds by which the
debtor promised to pay the interest due with ad-
ditional debt.

Financial Structure Fragility

Obviously, the greater the proportion of specu-
lative and Ponzi finance units in an economy, the
greater the fragility of the financial structure. A
shortfall of gross cash flows in the economy can
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transform hedge units into speculative units and
speculative units into Ponzi units and Ponzi units
into units with no equity protection for debtors.
This financial hierarchy helps explain how market
reactions to, first, an era of good times and, then,
a period of declining profits, can transform a stable
economy into an unstable one.

The existence of an aggregate liability structure
heavily weighted by speculative and Ponzi finance
will make an economy fragile in the sense that a
further need by significant sets of units to capitalize
interest will push the system toward endogenous
instability. Because bankers’ and businessmen’s
evaluation of lender’s and borrower’s risk deter-
mines the extent of external finance and because
an extended period of successful debt service leads
to an increase in the degree to which both lenders
and borrower are willing to finance externally, an
economy will migrate from financially robustness to
financially fragility. The evolution of financial usages
and structures over a protracted period of good
times explains how capitalist economies endoge-
nously generate conditions conducive to serious
depressions.

CHANGING CAPITALIST ECONOMIES

In Post-Keynesian theory, investment and avail-
able finance determine the path of business activity
through time; hence, the key to understanding busi-
ness cycle phenomena lies in the recognition that
today’s financial structure embodies the past, the
present, and the future. Today’s financial structure
reflects contracts drawn in the past. Today’s pro-
duction employs capital assets that were yesterday’s
investment output. Today’s investment output and
financing arrangements hang on expectations of to-
morrow’s profits. Given this complicated, intertem-
poral set of relationships, only a complex, nonlinear
model can adequately capture the dynamics of an
advanced capitalist economy.

Equipped with these insights, we can return to
the proposition we advanced earlier: the post-World
War II capitalist economies differ in some essential
feature from the capitalist economies of the prior
century. In spite of the increase in business and
household indebtedness and the recurrence of fi-
nancial crises in the 1970s and 1980s, nothing ap-
proaching a debt deflation has occurred in the
United States or, with only a few exceptions, the
other rich countries of the developed world.

Fundamentally, using Jan Kregel’s words, the
rise of Big Government and The Big Bank, explains
the difference between the two capitalisms. Big
Government contains the downside instability of
aggregate demand and business profits, thereby as-
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suring an orderly pace of investment. The Big Bank,
serving as a lender of last resort, intervenes to pre-
vent collapses in asset values, thus insuring that
local shocks do not evolve into global shocks. It is
ironic that it is currently fashionable to hold Big
Government and The Big Bank in contempt, for
their success in preventing a catastrophic depres-
sion has created the complacency that fathered this
contempt.

Big Government

To be more specific, how do the levers of Big
Government and The Big Bank work to contain
economic collapse? First, consider Big Govern-
ment. The story begins with gross business profits.
These profits comprise the cash flows that enable
businesses to fulfill their commitments on liabili-
ties. If these cash flows are adequate, they will val-
idate the prices paid in the past for the firm’s capital
assets. In addition, adequate current profits not
only provide internal funds for financing invest-
ment, they also signal that outside investments in
the specific firms generating those profits are likely
to prove successful.

Investment serves as the dynamic element in the
determination of each period’s aggregate demand.
In a simple, highly abstract model of the economy,
financed investment forces prices and outputs to be
such that, in the aggregate, profits equal invest-
ment. If a government that spends and taxes is
added to the model, then, again under abstract con-
ditions, profits equal investment plus the govern-
ment deficit.

In both a small government and a big government
economy, a decline in investment will lower profits.
In a small government economy, a federal deficit
cannot stanch this decline. In contrast, in a big
government economy, an induced rise in the deficit
can largely offset the impact of a decline of invest-
ment upon business profits. Unquestionably, the
rise of big government in the postwar era, as ex-
emplified by the rise in federal spending from 3
percent of GNP in 1929 to roughly 24 percent today,
has stabilized business profits during recessions.
Such profit stabilization enables firms, in the ag-
gregate, to fulfill their payment commitments, and,
in addition, supports dividends and retained earn-
ings. As a result, no sustained fall in capital assets
prices can take place. For example, even in the
deep recession of 1974-75, large cyclical federal def-
icits pushed aggregate business gross profits higher
during the quarter in which unemployment peaked
than they had been a year earlier. In short, the
deficits big government runs in a recession obviate
the possibility of a debt-deflation.
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The Big Bank

The operation of The Big Bank, has also contrib-
uted to the failure of “It” to recur, and these op-
erations largely reflect lessons learned in the Great
Depression. The failure of the Federal Reserve and
other central banks to contain and reverse the debt
deflation of 1929-33 led to fundamental reforms of
the banking system in the United States. One aspect
of this reform was the creation of specialized deposit
insurance organizations for banks, savings and loan
associations and credit unions. The unfolding story
of the savings and loan industry in the years after
the destruction of their equity by the interest rate
inversion of the 1970s and 1980s provides one of
the juicier episodes in United Statés financial his-
tory. Nevertheless, deposit insurance has pre-
vented a pass-through of institutional negative net
worth to depositors. No doubt, without the impo-
sition of the full faith and credit of the government
to protect depositors and prevent the dumping of
the S&L assets, the macroeconomic repercussions
would have been severe, One may argue that Trea-
sury paid (and is paying) a steep price to sustain the
value of S&L deposit liabilities; still, the bill prob-
ably amounts to only a small part of the lost GNP
that would have resulted if the government had not
contained the crisis.

CONCLUSIONS

Manifestly, “It,” a debt-deflation such as the U.S.
experienced in the 1930s, cannot happen again pro-
vided government deftly employs the stabilizing le-
vers of government deficits and lender of last resort
interventions. However, every contained financial
disturbance, every successful lender of last resort
intervention, and every financial innovation alters
the landscape of financial markets. Indeed, in our
capitalist financial world, “one cannot step in the
same river twice;  hence, any model of the business
cycle that does not encompass a description of how
capitalist finance affects system behavior and that
does not allow for the financial structure to evolve
as a natural byproduct of self-interested behavior
will not enjoy long-lasting success.

Clearly, then any policy to contain business cycles
must allow for the possibility that what once worked
may not work in the future. In 1990, we know that
the combination of big government deficits and
lender of last resort refinancing by central banks
has enabled the main capitalist economies to avoid
another debacle such as that of the 1930s. We also
know that modern capitalism can boast success be-
cause a repeat performance of the 1930s has not
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occurred. Finally, we know that having happened
once, economic policymakers and business condi-
tions analysts must always consider a 1930s-style
economic collapse as a practical possibility.

In the logic of the econometric Keynesian
models, the monetarist models and the new classical
macroeconomic models, a grand failure of capital-
ism just cannot happen.

This conclusion stems from a studied ignorance
in the construction of their models of the financial
structure and the two-price level nature of the econ-
omy. Yet, since 1966, the specter of financial break-
down has arisen, time and again, when asset values
have threatened to collapse relative to the supply
prices of current output. Because the logic of these
models does not allow the possibility of such a col
lapse, they offer no guidelines on how to avoid o)
contain such a breakdown.

Given our current precarious financial structure
a useful economic theory must address the impli
cations of financial fragility and indicate how to con
tain financial crises. The Post-Keynesian vision ¢
the economy is more relevant for the 1990s, bot
as economic theory and as a guide to economic po
icy, than the available alternatives because it inte
grates what economists like to call the real econom
with the financial world in a meaningful way. As
result, it offers a better guide to the use of both go
ernment fiscal policies and central bank interventior
than either the Keynesian econometric models or tt
new varjants of pre-Keynesian thinking.
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