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V. MONETARY MANAGEMENT AND INSTITUTIONS

IFINANCIE AND PROFTES: THE CHHANGING NATURE OF
AMERICAN BUSINESS CYCLISS

By Hyman 1’ Minsky
I. Thisromcan Punsercrive

The greal contraction of 1929-33 was the first stage of the Great.
Depression that continued until, the end of the 19305, Although eco-
nomic turbulenee has been evident since the mid-1960s, nothing that.
has happened in reeent. years even remotely resembles the economic
disaster of the (ireat. Depression. Furthemnore, the first. part. of the
era since World War T1-—the years between 1946 and the middle of
tho 960s—were a great success. Between 1946 and 1965 the American
cconomy exhibited consistent and fundamentally tranquil progress;
thesa years were charaeterized by a close approximation to both full
employment. and prica level stability. Although it was far from a
wlopin, during these twenty vears the Ameriean cconomy was sue-
cesshul, in that substantial and widespread improvements in the eco-
nomic dimensions of Hife were achioved. Furthermore similar economie
progress Look place in the other “advanced” capitalist ceonomies dur-
g these yeurs. ;

Sineo e middle 1960s the ccanomy has been muel more turbulent,
and the turbulence seems {o be inereasing, Both unemploynient and
inflation showed an npward trend through the 19705 Measures to
manage demand which were deemed responsible for the suecess of the
tranquil years have not been suecessful in containing the tawrbulence
of the 1970s, Furthermore sinee the mid-1960s erises have ocenrred
uile: regularly in finaneinl mavkets, and the dollar-based interna-
tional monetary system set up after World War IT has heen destroyed.
In the mid-1960s an cra of mild eyeles in income ad employment,
general price stability, finaneial strength, and international cconomic
tranquility eame fo an end, Tt has heen followed by an eva of inereas-
ingly severe business cyeles, growth vetardation, aeeelerating inflation,
finsneial fragility and international economic disarray, However,
even though the Ameriean cconomy has performed poorly in recent
yerrs, in comparison with what. happened in the 19305 this perform-
anea is “not bad™: we have nol had another “great™ or even serious
depression,

Over the twenty or so years of on the whole tranguil progress after
World War 1T cumuladive changes in the financial struetnre ocenrred,
In (966 67 1he stability of the financial struetinee was tested and the
IFederal Reserve found it necessary (o intervene ax o lender-ol 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/ITunt silver crisis
showed that there were serious domains of potential instability in the
economia structure.

The thesis underlying this paper’is that an understanding of the
American economy requires an understanding of how the financinl
structure is affected by and affects the hehavior of the economy over
time.

The time path of the economy depends upon the financial structure.
The financial relations that generated the nstability of 1920-33 were
of minor importance during 1946-65-—hence the economy hehaved in
a tranquil way. Iowever over 1946-65 the financial structure changed
becauso of internal reactions to the suceess of the economy. As n result,
of cumulative changes, financial relations heeame conducive to instabil-
ity. The dynmnic behavior of the American economy sinee the middle
1960s reflects the simultancous existence of a strinclure of finaneial
relations conducive to the generation of instability such as ruled after
1929, alongside a structure of government budgel. commitments and
Federal Resorve interventions that prevent the full development. of o
“downward” cumulative process. The resull has been o business eycle
charncterized by six stages:

1) An nceelerating inflation,

2) A finuncial erisis,

3) A sharp thrust toward lower income,

(4) Tutervention (automatic and discretionary) by the Gov-
ernment through its budgel and the I'ederal 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 Lo stage 1, aceclerating inflation. Since 1966
tho cycle scems to take from three to six years and economic policy
scems able to affect the duration and severity of particular stages but
only at a price of exacerbating other stages.

In this paper T 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 serions depression
since 19462

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

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

(4) Are there feasible palicies shorl. of necepting a deep and
long depression that will lead (o a resmmption of franguil prog-
ress sich as look place in the first post-World War 11 epocl) ?

Il. FinanciNng ann Insraniry
The above questions denl with the overnll stability of our eeonomy.

To address these questions we need an economie theory which explains
why our economy is sometimes stable and sometimes unstable, In
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recent. years the discussion about economic poliey for the United
States has heen dominated by a debate between Keynesians and mono-
tarists. Sven though Keynesians and monetavists differ in their policy
proposals, they use a common cconomic theory s they are branches of
A common economic theory, which is usually enlled (he neoclussieal
synthesis. Instability, of the kind that we have identified and which
leads Lo the (questions we are aiming to answer, is foreign Lo the eco-
nomic theory of the neoclagsieal synthesis; it eannol happen as a nor-
mal result. of the economic process.

It is self-evident that, i’ a Lheory is to explain an avent, (he event.
must be possible within the theory. Furthermore if o theory is to zuide
policy that aims at, controlling or preventing an event, the event, must
be possible within the theory.

Within the neoclassical synthesis a sevious depression cannol ocenr

as a resnlt of internal operations of the economy. In this (heory a
serious depression can only be the vesult of policy errors or of non-
essentinl institutional flaws, Thus a monetavist explanation of the
Gireal. Depression holds that it was the result of Federal Reserve
ervors and omissions and o Keynesinn explanation holds that i, was
(the result. of an exogenously determined decline of investment. op-
pertunities or a prior unexplained deeline in consumption activity.'*
~Tho neoclassieal synthesis (reats (he complex system of finaneinl
institutions and instenmends that arve used to finunee ownership of eap-
ial assets in a cavalier way, A detailed annlysis of the belnvior of
financial institutions and the way the interrelations between financial
units and operating units afleet the performance of the economy is
absent from the cove of standard theory. Neither the standard Keynoesi-
amsm nor any of the varielies of monetarvism integeale the financial
structure of our cconomy into the defermination of income, prices,
and employment in any essential way.
. Inboth variants of the neoelassical synthesis the financial sf ructure
15 represented by “money™. Monetarists use money as a varinble that
explains prices and Keynesians nse money as a vaviable that affects
aggregato nominal demand, but in both money is an ontside variable;
the amount of money in existence is not determined by internal proc-
esses of the economy.

I one cconomy money is ereated as bankers acquire assels and is
destroyed as debtors to banks fullill their obligations. One cconomy isa
capitalist cconomy with long-lived ml expensive eapilal assets and a
complex, sophisticated finaneial stracture, The essontial finaneinl proe-
esses of aeapitalist economy center avound (he way investment and
pPositions in eapital assets ave financed, To the extent that the various
Leelimiques used do linanee eapital assel ownership and production lead
to banks acquiring assets, money is an end produet of finaneinl ar-
rangements, Inoa capitalist economy investinent decisions, inveshment
financing, investment activation, profils and commitments to make
payments due fo ontstanding debts ave Tinked. ‘To understand the -
havior of our cconomy it is necessary to integeale finaneinl relations
mto an explanation of employment, income, and prices, The perforn-
ance ol oureconomy afany date is elosely velated (o {he eurrent siecoss

PMitton Friedman and Anna J. Schwuriz, A Monetnry THstory of the Unglted Stagee
1R1i';‘| 60 Princeton ; Natlonal Burean of Feowomice Research, 1964, " =
eter Tomin, Dl Monetnry Forees Cause the Grent Deprossi TUNew York o W i
Warlon & Co. 1ne, 1974, o FESSEE A RRELE
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of debtors in fulfilling their commitments and to current views of the
ability of today’s borrowers to fulfill commitments. .

FFinancing arrangements involve lenders and borrowers, The deals
hetween lenders and borrowers are presumnbly a good thing for both,
Tn our cconomy the proximate lender to an owner of capital assets and
to investing units is a financial institution. Tinancial mstitulions are
typically highly levered organizations. This means that any loss on
tho assets owned will lead to an amplified loss of the owner’s invest-
ment. Beeanso of leverage and the obvious desive of lenders to protect
their capital, loans are made on the basis of various margins of safuoly,
To understand our cconomy we need o know how an cconomy hehaves
in which borrowing and lending tuke place on the basis of margins of
sanfety. The borrowing and lending of particular concern is nsed to
financo investiment and the ownership ol eapitul assots.

Borrowing and lending also take place to finunce houschold spean-
ing and asset holdings. From time to time governments run deficits,
Thus there are household and government debts in portfolios that
need to bo serviced by cash from houschold income nnd, government.
taxes. In what follows it will become evident that honsehold and gov-
ernment borrowing is not, the critical element making for instability,
although the overall stability of an cconomy can be aflected by house-
hold and government, horrowing. ;

To borrow is to receive money today in exchange for promises to pay
money in the fubure. As a result of past borrowing, there ave paymen(s
which have (o bo made over every shorl period. Iurthermore, if the
economy functions well during every shorl period, new horrowings
taka placo which become promises Lo pay in the future. Oar cconomy
has n past, which is present Loduy in maturing payment. eommibments,
and a future, which is present. today in debts (hal ave ereated.

ITL Tur Swuniricance oF FiINaNee

The framework for analyzing relations between cash payvment, com-
mitients due to financinl instruments that are outstanding at. any
time and the ensh receipts of organizations with debts is needed if
finuncial relations ave 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 ngkrrt-gnln behavior of our ceon-
omy must. explain how it ean ocenr. As financial instahility is one
fncel of the serions business eyeles of history, a theory that explaing
financinl instability will enable us to understand why omr cconomy
is intermittently unstable.

Cash payment. commitments on ouistanding instruments are con-
tractual commitments o pay interest. and repay the principal on
debis and to pay dividends—-if earned—on equity shares. These ensh
pryment comnnbinents are money flows set, up by the financial strue-
ture. A stroeture of expected money receipls underlies the varions
commitments to make payments. Eneh economie unit--be it a husiness
fivmn, household, financial institution, or government --is a money-in-
money-out. device. The relation among the varions sources and uses
of cash for the varions elasses of cconomie units deternines fhe poten-
tinl for instability of the economy.

- s TR SN ST S e R R i a7
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Our economy is a capitalist cconomy that employs complex, expen-
stvey and Jong-lived capital assets and which has « sophisticated and
complex financial steuctwre. The funds that ave necded (o aequire
control over the expensive eapital assels of the cconomy are olibnined
by a varviety of financinl instraments sueh as equily shares, hank loans,
onds, mortgages, leases, and rentals, Baeh fingnein inslrument. s
created by exehanging “money today™ for commitments (o pay “money
Inter”. The payments during any perviod on oul=tanding finaneinl in-
straments ave the “money Inter” parts of confracts entered inlo in prior
Periods. W ean sunnmarize (he above by the statement (hat firms may
and do finanee positions in capital assels hy complex sels of financinl
obligations. Tho finaneinl obligations outstanding al any (
minea series of dated eash payment commitments. '

The Jegal Torm that, business (akes defermines e debts that. ean
be used fo finanee ownership of capital assets. The modoern COrpori-
Bon s essenfinlly a finaneinl organization. The allernatives (o using
corporafions as the legal for for private business nve sole proprictor-
ships and partnerships. In these alternatives he debis of the orgnniz-
Con ara debls of the individual owner or partners and the Vife of (he
organization is limited to the life of (he pariners. s a ovesult of (heir
limited Tives and constrained dobi CAPEYINg powers, proprictorships
and partnerships are poor vehicles for owning and operating longe-
lived and special purpose eapital assets. Theve is a symbiofic velation
between the corporate form of ovganizing business ad {he cinergence
of anindustrinl and commereinl steneturve in which debt is used to
finanee the constenction and the control of complex, speeinl purpose
andd long-Tived eapifal nssets,

Pncadddition to e ordinary business fivms ad own (e capital assels
of our cconomy there ave finaneinl firms (hanks, ete.) that mainly own
linancial instruments. Phese Gnaneial institutions linanee (e e
they own (what will e ealled their position) by some combinatjon of
Cquity (eapital and surplis) and debts. The Cypiea) position of the
varons (ypes of fnancial institutions will inelide debts of cipilal-
assel owning fivs, households, governments, and of oy finaneial in-
shitntionsin addition some financial institniions own equity shares,

Thus theve exists a complex network of commitments (o pay money.
The anits that have these commitments munst have some sourees of
money. When o financinl contenel is evented, both (e buyer (lender)
andd the seller (horrower) hiave seennrios in mind by which the selloy
nequires the eash which is needed to Tulill the fers of the contret.
Ina typieal situation (here is n primarvy and some secondary or fall-
mek sourvees of eash, For example in an ordinary hone morigage {he
privaey source of the ensh needed to flfill the conteaef is (e income
ol the homeowner, The secondary or fallback sonvee of eash s (e
market value of the mortaged property, or an ordinary husiness
loan ala bank, (he expected difference bet ween gross receipts and on
OF pocket costs is the primmey sonres of easl s o secondary souree wonld
melude the value of collateral. horrowings, or (e proceeds Trom well-
I assets, xpeeted eash veveipts are due (o conlributions to the ro-
duction and distribution of income, (e fltillment of contraels,
borrowing and selling assets: in addition payment conumitments ean

b fultilled by using what stocks of en<l, aunit may have on hand

ale detop-
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Our cconomy therefore is one in which borrowing and lending on
the basis of margins of safety oceur. Today’s payments on outstand ing
financial instruments are the rvesult of commitments that, were miule
in the past even as today’s transactions create finanecial contracts which
commit various organizations to make payments in the future. The
balanco sheets ot any moment. of time of units that make up the econ-
omy are “snapshots” of how one fucel, of the pust, the present, and the
future are related.

Commercial banks are one set of financial institutions in our econ-
omy. Demand (ln\msils, which are part of the money stock, arve one of
a2 number of liabilities that commereinl banks use to finnce their
position in financial assets. In turn the financial assets of banks are
debts of other units, which use these debls to finance positions in capi-
tal assets or financial instruments, As we peer through the linancing
veil of the interrelated set of balance sheets it becomes evident. that.
the money supply of the economy is like a bond in that it finances
positions in capital nssets. Before one can speak securely of how
changes in the money supply allect economie netivity it is necessary
to penetrate the financing veil Lo determine how changes in the money
supply afleet the netivities that are carried out.

ach financing transaction involves un exehange of money today for
money later. The parties to the transuction have some expeetitions
of Lho uses to which the receiver of money todny will put the funds
and how this receiver will gather the funds by which to fulfill-the
money-tomorrow part of the bargain. In this deal the use by the
borrower of the funds is known with a considerable assurance; the
future eash receipts which will enable the borrower to fulfill the money
tomorrow parts of the contract are conditional upon the performance
of the economy over n longer or shorter period. Underlying all fi-
nancing contracts is an exchange of certainty for uncertainty; the
current holder of money gives up a certain command over current in-
come for an uncertain future streain of money.

Just as there is no such thing ns n free lunch there is no sueh thing
as o certain deal involving the future. Every investment in eapita
assels involves giving up of something cerlain in exchange for some
conjectural returns. In particular any set of capital assets acquired
hy a firm is expected to yield eash flows over Lime whose sum exceeds
by some margin the cash paid for the eapital asset. These expeelnlions
are, however, conditional upon the state of particular markets and of
thé economy in the varions futures in which cash receipts are to be
collected. In making money todny-money tomorrow fransactions
whethier the transaction be a financial transaetion, sneh as issuinge or
buying bonds, or an investment transaction, in which current resources
are used to create capital assets, assumptions aboul the intrinsieally
nncertain future are made. The assumptions often are that the in-
trinsically uncertain future ean be represented by a probability dis-
tribution of, say, profits. where the probability distribntion is assumed
to be like the probability distributions that are used to represent out-
comes at o ronlette table, TTowever, the knowledge of the process that
determines the probabilities is mueh less seenre for economie life than
it ig for fair roulettz wheels, Unforeseen and unlikely events occur in
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gambling games and in economic life. Unlikely events will not cnuse &
radienl hmngﬂ in the estimates of the frequency distribution of out-
comes ab the roulette table wherens they are quite likely Lo caise ma rlked
change in the expectation of the future that guides cconomic activity.

The financial structure of our economy can be viewed us apportion-
ing among various units the potential gains and losses from varvious
mndertakings in which the outcome is uncertain, By the very nature
of uncertainty the actual results ave quite likely to devinte markedly
from anticipated results. Such deviations will Tend to enpital gains and
losses. ISxperience with eapital gains and losses will Jead Lo changes in
the terms upon which w certain command over resources will be ex-
changed for a conjectural fulure command over resounrees; the prices
of capital assets and linuneial instruments will change ag history al-
feets views nbout the likelihood of various onteomes.

Households, businesses, government units, und various Lypes of
finaneinl institutions issue financial labilities. Baeh issuer of finaneial
instrnments has @ main souree of eash which is expeeted Lo neerne so
that the finaneial instruments it has outstanding can be validated. The
primary source of cash for households is wages, for business firms il
18 grross profits, for government units it is taxes, nnd for finnneinl in-
stitutions it is the cash flow from owned contracts. In addition each
unit ean, in principle, acquire eash by selling assels or by borrowing.
Although the normal economic aclivity of many unils depends upon
borrowing or selling nssets to obtain eash we will consider such linan-
cinl transactions as a secondary source of cash—where the term sec-
ondnry does nol necessarily earry any pejorntive connotations.

ousehold wage income, business profit. flows, and government tax
receipts are related to the performance of the economy. The primary
ensh flows that validate household, business, and government debls de-
pend upon the level and distribution of nominal income. Tn our type
of economy one link between financinl markets and income and out-
pui production is that some of the demand for enrrent output. is finan-
ced by the issuance of financinl instrnments, and a second is that, wage,
profit, and tax flows need to meet.n standard that is determined by the
pryment commitments on financinl instruments if financial assel prices
and the ability to issue financial instruments nre to be sustained. A
eapitalist. economy is an integrated financial nnd production system
and the performance of the economy depends upon the satisfaction
of financial as well as income production criterin,

IV. Henar, Srecorarivi aNd Pownzr Finanes
9y

Three financial postures for firms, households and government units
¢an bo differentinted by the relation between the contractual payment
commitments due (o (heir liabilities and their primary cash flows.
These financial postures ave hedge, speenlative and “Ponzi”. The
stability of an economy’s financial structure depends upon the mix of
financial postures. Ifor any given regime of finuneial institutions and
government interventions the greater the weight of hedge financing in
the economy the greater the stability of the economy whereas an in-
crensing weight of speenlative and Ponzi financing indientes an in-
crensing susceptibility of the cconomy to finnneial instability.



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. Fov speculative finaneing units, the
total expected cash flows from participation in income production
when totaled over the foreseenble future exceed the total eash pay-
ments on outstanding debt, but the near term payment commitments
exceed the nenr term cash flows from participation in income produc-
tion, even though the net income portion of the near term cash flows,
as measured by accepled accounting procedures, exceeds the near term
interest payments on debt. A Ponzi finanee unit is a speenlative finane-
ing unit for which the incomo component. of the near term eash flows
fulls short of the near term interest payments on debt so that for some
time in the future the outstanding debt will grow due (o interest on
exising debt. Both speculative and Ponzi wnits can fulfill their puy-
ment. commitments on debts only by borrowing (or disposing of as-
sets). The mmount that a speenlative unit needs to borrow is smaller
than the maturing debt whereas a Ponzi unil musl inerease its ont-
standing debts. As a Ponzi wnit’s total expected eash receipts must
exceed its total payment commitinents for financing to be available,
viability of a representative Ponzi unit often depends upon the ex-

cetation that some assets will be sold at a high enough price some time
i the future,

Every cash flow can bo transformed into a present value by dis-
counting the dated expected eash receipls al appropriate interest rates.
Thus from any structure of expected eash receipts and payment. com-
mitments a balance sheet can be constrncted. In this balance sheet
the present value of the unit’s assets and liabilitics ave entered, Tar-
thermore beeause payment commitments are denominated in money,
units with payment commitments keep some assels on hand which are
quickly transformable into money and which ave not. essentinl inputs
to the unit’s production process; in part such assets arve valued heeause
they insure against some of (he possible consequences of unfavorable
events.®

Wo will first examine the cash flow, present valne and balance sheet
implications of hedge, speculative and Ponzi financial postures for
business firms. The financing of investment and positions in capital
nssets by debts is a distinguishing attribute of our type of economy.
This makes the cash flows and balance sheets of business of special
importunce. As our foens is upon the payment commitments due to
business debts, the eash receipts of specinl infervest ave the gross prof-
its nel of taxes It inelusive of interest payments, for (his is Lhe eash
flow that is available to fulfill payment commilments. The generation
and distribution of this broad concept of profils is the central determi-
nant of the stability of an economy in which debis are used (o finance
investment. and positions in eapital assels,

The validation through eash flows of the liabilities of houscholds
and governments is of great importance to the operation of today’s
capitalist economics. TTouschold and government financing velations
aflect the stability of the economy and the course throngh time of out-
put, employment. and prices. TTowever, the essential eyelical path of
eapitalist economics was evidenl, when household debts were small and

[, 1’, Mingky, “John Maynard Keynes," New York : Columbla Unlversity Press, 1975,

government, aside from times of war, was small. Houschold and gov-
ernment. debt creation and validation modify but do not cause the
eyelieal behavior of capitalist cconomies. It will be evident in what
follows that if the debt generation and validation by government be-
comes large relative to the debt generation and validation by business
tho basic path of the economy is likely to be affected.

The fundamental variables in analyzing the finaneinl structure are
the eash receipts and payments of economic units over a relevant time
period. The total receipts of a business firm can be divided into the
payments for curvent labor and purchased inputs and a residual, gross
enpital income,™ that is available to pay income taxes, the prineipal
and interest, on debts and for use by the owners,

We therefore have:

Gross Capital Income="Total Receipts From Operations— Current
Labor and Materinl Costs
and

Gross Capital Income=Principal and Interest Due on Debts-+Tncome
Taxes+Owners “Income”.

In terms of the data available in National Income and Flow of
Funds neconunts gross capital income equals gross profils before taxes
plus interest paid on business debts. In analyzing the viability of u
financial structure and (he constraints it imposes, gross capital income
us here defined is the key receipts varinble.

The cash payments made by a unit over a relevant time period equal
the spending on enrrent labor and purchased inputs, (ax payments,
the remittance due to debts that fall due and dividends. Over ahy par-
ticular interval cash payments may exeeed, equal or fall short of cash
receipts. OF the payments the eritical items are current input costs,
taxes and payments required by ontstanding debts. As current costs
nnd taxes are subtracted from current receipts to yield after tax capi-
tal income the key relation becomes that !l:ct.wecn after tax capital
meome (or gross profits after taxes broadly defined) and the payment
commitments on debts. The relation has two facets:

(1) Each relevant period’s (quarter, month, year) relation be-
tween gross capital mecome and payment commitments due to
debts,

(2) The relation over an open horizon of the sum of expected
gross capital income and the sum of payment commitments now
on the books or which must be entered on the books if the expected
gross eapital income is to be achieved.

A neeessury though not suflicient condition for the financinl viability
of a unil is that the expected gross eapital income exceed the total
payment commitments over time of debls now on the books or which
must be entered upon if this capinl income is to be forthcoming,

Giross capital income reflects the productivity of eapitul nssets, the
efliency of manngement, (he efliciency of labor and the behavior of mar-
kets and the economy. The debt structure is a legacy of past inancing
conditions and decisions. The question this annlysis raises is whether

" In the cconomlie lternture, following Marshall ond Keynes, thla resldual 18 called
quasl-rent.
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the future profitability of the business secto i i
I . * business sector can support the financial

decisions that were made as the current capital-asset st

economy was put into place. pate simcture of the

Hedge Financing

” A unit is hedge financing at a particular date when at that date
10 expected gross capital income exceeds by some margin the pavment
commitments due to debts in every relevant period over the horizon
gi ::;n !va the debts now on the books and the borrowings that must be
made i nxrectcd gross capital income is to be earned. The liabilities
on tho books at. any time are the result of past financing decisions,
As such they are entered into on the basis of margins of sa h-h‘. One of
the margins of safety is an excess of anticipated receipts over eash
sayment commitments, However the anticipated gross capital income
bor kﬂ.ny dato is uncertain. The holder and user of capital assets, the
anker who arranges the financing and the owner of the liabilitics
gxgwt. the actual receipts to exceed the payment, commitments due to
ebt by n substantinl margin. One way fo treat this is to assnme 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
v:rf.lll)t:.ggrdcem:n and that financing decisions and capitalized vales
ﬁg‘#ml]y c::t];’r:iln.l-hls lower limit to carnings which are deemed to be

T_- wao capitalize the cash payment commitments and i
capital assets are deemed to be assured of earning at t‘tflilr‘;lr‘;:‘;:?:::('?:;:
rates wo 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 dlf!‘oronr:n_lmt_wvm these assured receipts and the payment. commit-
ments is positive in every period. Thus the vapimlizmrvﬁiue of the flow
of gross capital income will exceed the capitalized value of payment
commitments at erery interest rate. Inasmuch as a unit is solvent only
as the value of its assets exceeds the valie of its debts, clmngt!s in inter-
est rates cannot affect the solvency of a unit that hedge finances.

It is important to emphasize that. for a hedge unit, conservativel
estimated expected gross capital income exceeds the cash payments oi
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 ench rorio(l; inasmuch as each period’s net, cash
flow is positive the sum will be positive. Tn particular a sharp rise in
interest rates eannot reverse the inequality in which the present. value
of capital assets exceeds the book value of debts. For hedge finance units
msI?L\'cn;!y cnn}notiro:i:ult- ffmm interest rate increases, o

sven though a hedge financing nnit and its bankers expect that
flows from operations will generate sufficient. eash to lrﬁagsggii;l?:;oﬁh
mitments on account of debts, further protection for borrowers and
!cnder:a can exist by .lm_ving n unit own excess money or nmrktl-.fnhlo
financial assets—i.e., it is convenient (as an implicit insurance polic_v)’
:g:’;?lgfnrfs;]ols; in the f;arm i'II‘l t-vhi]r'h debts are denominated. A balance
sheet. edge investor wi Juc : i
ot l thfcapital or wil include money or money market assets in
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A hedgo unit’s finaneial 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 eredit. Similarly the debts of a unit can be short term,
long term, or even non-debts like commitments on leases.

A it that has only equities on the liability side of its balance sheet
or whose only debts are Jong 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 ﬁ'om
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 rerimls the cash payment commit-
ments on dlo.l)ts exceeds the expected gross capital income. The specu-

lation is that refinancing will be aveilable 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 serics of cash
payments and the ogcrutinns 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 cxpected cash receipts; there are deficits, These
“deficit” 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 Eresnnt value of
the gross eapital income minus the present value of the cash payment
commitments, This is equivalent to the present value of the series of
ceash 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
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proportionately greater for the receipts more distant in time. Thus
a dated set of cash flows which yields a positive excess of asset. values
over the value of debts at low interest rates may yiekl a negative
excess ab high interest rates: a present value reversal, from positive
to negative present values, can veenr for speenlative linancing rela-
tions and not for hedge linuncing units.

In a speenlative financing arrangement. the unit, its bankers and the
holders of its debts are aware that. puyment commitments can be ful-
filled only by issuing debt or by running down cash balances during
periods in which the paymenl. commitments exceed the relevant re-
ceipts. The financing terms al those dates when it is necessavy to
borrow Lo pay debts can affect the spread hetween gross eapital income
and cash payment commitments, In particular vefinancing can make
cash commilments at some Inter date, which initially were expected
to be positive, negative. The ability of a firm that engages in specula-
tive finance to fulfill its obligations is susceptible to failures in those
markets in which it sells its debts. s

A speculative unit will also carry cash kickers. As the near term
payments exceed the expected cash flows from income, for a given
value of debt the eash balance of a speenlutive unit. can he expected
to be larger than that for a hedge unit. 1Tlowever heenuse specnlative
unils are active horrowers it is likely that lines of credit and nceess
to markets will be a ‘mrl. 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 thal a unit receives are
broken down by accounting procedures into an income portion and a
recapture of the value of the investment. in capital-assels; the recap-
turing is ealled depreciation or capital consumption. The payment
commitments on debts are usnally separated into the interest. due and
the repayment. of principal. For a speculative financing unil. in the
periods when there is a cash flow deficit the veceipts allocated to in-
como exceed the interest paymments even as the receipts alloeated to
the repayment of principal fall shorl of the principal amount due
on the debt. Thus the speeulative unit is earning a net. profilk and is in
a position to decrease its indebtedness by allocating a portion of the
excess of income over debt payments to lowering the {lﬂ{‘lts.

Ponzi Financing

Ponzi units ave speenlative units with the speeial characteristic that
for some if nol. all near term periods eash payment. commitments to pry
interest ave not. covered by the income portion of the expected excess of
veceipls over current labor and malerial costs, These unils must borrow
in ovder to pay the inlerest on their ontstanding debt.: their outstand-
ing debt. grows even if no new income yielding assets are acquired,

Obviously asset owners, bankers and debt holders participate in
Ponzi finance only if the present value of the sumn of all future ex-
pected cash receipts and payments is positive. Therefore tho positive
present. value of cash receipts minus payments in later periods niust,
offset. the negative present value of eash receipts minus payments in

carly periods. An extreme example of Ponzi finance is borrowing to
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On the other hand, for speculative and especially for Ponzi linance
units o riso in interest rates can transform a positive nel. worth into o
negativo net worth. If solvency matlers for the continued normal fune-
tioning of an cconomy, then large increases and wild swings in inferest
rates will affect the behavior of an economy with large proportions
of speculative and Ponzi finance. Furthermore speeulative and espe-
cially Ponzi finance give rise to large increases in un interest inclastie
demand for finance, i.ce., specnlative and Ponzi finance ereate market
conditions conducive to large swings in interest rades. Tn o world where
speculative and Ponzi finance is important the authorities cannol dis-
regunrd the effect of policies on Lhe level and volatility of interest rates.

T ouseholds

For honseholds, the eash flow income (hat is mainly relevant Lo the
financial structure is the difference between wage incomae as the major
component of household disposable income and cash payment. comnmil-
ments on household debt. The seeondary household finaneinl relation
of importance, which is especially relevant for the various forms of
“lo the assel” (mortgage, conditional sales) contracls, is between the
value of the hypothecated assel and the fuce or book value of the
outstanding debt.

Houschold debts are either fully amortized, parlially 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
partinlly amortized contract there is a payment due al 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 assunes 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 dus at some dates that exceed the anticipated wige incomes.
The cash flow relations for partially amortized contracts conform to
that of speculative financing except that the eash deficit comes late in
the sequence of payments rather than early.

Constmmer and mortgage debt can become Ponzi-like only if actual
wage income falls short of anticipated and other sourees of disposable
income, for example, nnemployment insunvance, do not [ the gap.
Such shortfalls can ocenr because of personnd evenls or overall eco-
nomic events. Various Lypes of insnrance preminms added to the cash
payment conumitments take eave of the health and accident. portions
of the personal risk. Large seale 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
hypotheeated asset. can lead to a fall in asset prices relative to the
outstanding debt. This ean ocenr only if a substantial decline in
income and employment. has taken place. The Lypical finnneing rela-

5In an economy with masklve transfer pavment kcliemes, slgntficnnt dividend and inter-
ekt Income and signifieantly high Income taxes the relevanl houschold tncome might well
be consumer disposable tncome.
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tion for consumer and housing debt. can amplify but it cannot initiate
a downturn in income and employment.

ITowever a part of household finaneing is often Ponzi; this is the
finnncing of holdings of securities and some types of collectable assets.
A typieal example is the financing of ownership of common stocks ov
other finanein) instruments by debis, Tn principle a separate cash flow
neeomnt for sueh assets within the household nccounts conld be set up.
Debts for earrying a fixed portfolio of seenvities wonld inerease when-
ever the income cnrned by the seenvities falls short of intevest pay-
ments on the debl, 11 we set. up the ensh flow relation for a margin
aceount. Tor common stock we find that if the dividend/price ratio
oxceeds the inferest rate then the financing is speenlafive, mainly
beeause the underlying debt is nominally short term. If the interest
payments exceed (he dividend then the financing is Ponzi. Medge
financing disappears as a clussifiention for stock markel finaneing
exeept. i’F the ferm to maturity of the debl is so long that the borrow-
ingr unit does nol have to refinanee its positions.

Why would any rational man enter upon and a rational banker
finaneo a seeurity holding in which the earrying costs exceed the cash
flow from dividends? The obvious answer 1s that the dividend yield
is not. the full yield; the full yield will include apprecintion (or
deprecintion) of nsset values. Thus in houschold finance we find that
the pryment commitments can exceed the dividends and be less than
the fotal asset return including the appreciation of the price of the
assets, Tn the extreme case—which applies to stock market hooms and
speculptive manins (such as the 1979-80 Gold and Silver episode),
tho cash income from assels approaches zero; the only return is from
apprecintion. In these eases, 1f there is o margin bebween the price
in the market of the assets and the value of the debt used to carry the
assets, the eash due on debt is acquired by a vise in debt. This rise
in debt finances the imterest income of the lenders (bankers). Income
is earned even though the payor pays no eash.

onsehold finance can be destabilizing if there is a significant por-
tion of Ponzi finance in the holding of financinl and other assets. A
speenlative boom exists whenever n substantinl and growing portion
of ontstanding payment. commitments can be fulfilled only if an ap-
precintion of asset values takes place. In sneh a boom the eurrent
and near term expeeted cash flows from participating in the produe-
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 nre transformed into incomes, thus
financing demand for ontput. A speenlative boom, as exemplified by
a growth in Ponzi financing of assel holdings by hounseholds, can
induco a rise in cnrvent ontput. prices, even as the basis of the Ponzi
(inancing of asset ownership is the anticipation by debtors and their
finaneing agents of inflation in (he prices of the assels being financed.

Debt. financing of assel. ownership and consumplion spending by
households has inereased over the eva sinee World War TL The in-
creaso of the items that ean be financed by debt and of the ease with
which honseholds can debt-finnnee has meant that the link between
household wage income and houschold consimption is nol as close
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as in the past. When hounseholds can readily purchase consumer goods
by promising to pay a portion of fulure wage incomes, u close link
between this period’s income and demand for output is broken, Sym-
metrically when a household’s payments on debt, confracts 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-
ereaso in the pmount outstanding will lead to a low ratio of consump-
tion to household income. The achieved ratio of savings lo wage
income in o modern economy reflects the course of outstanding house-
hold debts.

To recapitulate, household debt financing and cash payment com-
mitments on necount of debt can be broken into two categories: the
finnneing of consumption and the financing of ownership of assets,
mainly finanecinl assets. [TTousing is in part. a consumption good und
in part an asset; other consumer durables such as anfomobiles, ete.,
are not valued as assets even thongh they may have a resale value. )
The eash flows that will validate consumption finaneing are mainly
household disposable income which is largely wages. The eash flows
that will validaie the debt-financing of assets are either dividends and
interest. or the result. of selling ont the position at an appreciated
nrice. TTousehold debt financing of consumption is almost always
hedge finaneing; only a fall in income (wages) ean transform such
contracts into examples of Ponzi finnncing, ITousing is Lypieally
financed by hedge financing, Positions in common stocks and eolleel-
ables, such as pold, ave often financed in o Ponzi fashion,

Beeanse consumption and housing debis of households are primarily
hedge finaneing, the contracts will tend {o be validaled unless there
is o prior fall in wage income. Honsehold financing of asset. owner-
ship ean he Ponzi in natire, As a result a vise in intervest rates applica-
ble to futwnre prices of the assets or to future income can lead to o
sharp fall in the price of assets in position. Sueh a sharp fall in price
means that the margin of safely in assel values falls and the expected
appreciation of asset values which enable eash to be raised (o salisfy
payment. commitinents is not. realized. These effeets ean determine the
markets in which changes in relative prices initiate financial and
economic stability.

Government

Government, units also have payment commitinents on debts. These
payment. commitments will be validated by some combination of an
alloention of tax pryments and new borrowing. Government. units are
often speculative financing wnits which operale by rolling over short
term debt. As long as the total future expeeted cash flows exceed the
total future cash payment commitments on the current outstanding
debt, this proves no specinl problem. TTowever if the expected tax fake
or expected current operating expenses mishehave then voll-over prob-
lems can arise. Government financial policies ave not. typically initint-
ing forees in the instability that is due to market forees. Bul govern-
ment units ean mismanage their affaivs and individually get into
(rouble. Tn partienlar government. units with large flonting (short
term) debis can find the cost of earvving debts vising velative to the
taxes net of enreent expenses available for seevicing debt, TTigh inter-
est rates can make gevernnent units into Ponzi units,

225
Sumaning Up

"The distinetion between hedge, speenlative and Ponzi finance defines
both the sets of markels that need to be functioning normally for
payment commitments {o be validated and the potential sources of
difficulty. 11 units engage in adequately protected hedge finance their
finaneial diffienlties cannol, be an initiating factor in instability. Units
which initially are hedge financing ean become speeulative and even
Ponzi financing unils as their income deleriorates, and thus amplify
initinl disturbances. _

Speculative financing wnits can fulfill their commitments s long
ns their longer term income prospects are favorable and ns long s
funds are forthcoming at non-punitive terms from the markels in
which they finanee and refinance their positions. Speculative finance
units are valnerable to both income and financial market disturbances.
Furthermore shortfalls in income and increases in financing charges
can transform speenlative units into Ponzi units.

The viability of units which engage in Ponzi finanee depends upon
the eurrent expeetations of future prices of capital assets or linancial
instruments, These fulure prices depend upon profits in the more
distant. fature. The viability of Ponzi finance units is dependent npon
discount. rates, on future cash flows and expectations of future profit-
ability and prices. Obviously too great an admixture of Ponzi and
near-IPonzi speenlative finance is conducive to instability.

We can conceive of a seale of inancial robustness—{inancial fragility
which depends upon the mixture of hedge, speculative and Ponzi
finance outstanding. As the proportion of hedge finaneing decrenses
the financial structure migrates toward fragility.

V. The Leven anp Distmisorton or INncoasss AN T0E VALIDATION OF
rie INANCIAL STRUCTURB

A debt is validated when maturing commitments to puy arve Tulfilled
and expeetationg are sustained that future remuining commitments
will be fulfilled. By extension a debt structure, either in total or for
varions subdivisions of the economy, is validated when on the whole
maturing commitments to pay ave fulfilled and when expectations are
that future receipts by debtors will enable pnyment commitients that
extend over time to be fulfilled. The qualifying phrase “on the whole”
is needed beeause o debt structure will be validated even if some pay-
ment commibtments are not. fulfilled. Debt financing organizalions an-
ticipate that some (small) pereentage of debtors will not. fulfill their
commitiments,

The validation of debt depends upon various components of income
being large enough so that the payvment commitments can be fulfilled
either out of the income flows or by refinancing. Thus for the Flow
of Tunds category Non-Financinl Corporate Business; capital income
ns measured by the sum of interest payments and gross profits alter
taxes during any period must be large enough to unala'lu maturing
commitments to be satisfied cither oul of (his grossest. of profits or
out. of the proceeds of new debts issued in voll-over or funding opera-
tions, But aceess to roll-over or funding finance depends upon antici-
pated futnre ensh flows, "Thevefore at all times the emerging evidence
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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 eurrent, and recent business prolits are

fed into whulever logic determines expected profits, the capitalized

value of such expected profits is lurge enough to validate the price

paid in the past for capital assels and induce current, decisions o
. produce capital assets, i.c., to invest.

Wages and taxes nced to meet standards set by household and gov-
ernment spending and payments due on outstanding debts if commil-
ments on household and government, debts are to be met and if new
debts are to be negotinted. Mowever, the wage bill and the fax take
(once the tax schedule is determined) vesult from rather than deter-
mine ngeregate demand. There is no link between the current and past.
levels of wages and Laxes 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 curvent. investment
demand. Profits are critieal in a capitalist cconomy beeause they are a
cash flow which enables business to validate debt. and hecanse antici-
pated profits ave the lure that induces current and future investment.
It is anticipated profits whigh enable business to issue debts to finunce
investmenl and positions in eapital ussets, Any theory that aims to ex-

lain how an investing capitalist economy works must focus upon the
Hetermiuatinn of l.ot.af’prolits 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 cconomy fluctua-
tions in employment, output and profits occur which cunnot be
explained by changes in the quantity or productivity of capital, Fnr-
thermore the concept of a quantity of capital is ambiguous; il is ques-
tionable if any meaning can be given to the concept that, is independent
of expected future profits and the capitalization rate on profits. There
is an unambiguous meaning Lo the price at which investment, output
enters the stock of capital assets, but that price has little or no sig-
nificance in determining the price of that item as u capital asset,

In equilibrium the depreciated value of investment outpul equals the
capitalized value of future profits. In most of economic mm‘_ysis; the
depreciated value of investment output is used as the value of capital-—
therefore implicitly assuming the cconomy is in equilibrium, But an
economic theory that assumes that the economy is always in equilib-
rium cannot. explain fluctuations. Tf the value of capital always equals
the depreciated value of investment goods then even large seale exoge-
nous shocks cannot. affect, the equilibrinm values determined within
the system.®

In neoclassical theory the price level and money are always ontside
the system that determines outputs and relative prices. Within this

system of thought change in the money supply is an exogenous shoek
varinble that will change money prices without. changing relative
prices—and price deflated profits, The neoclnssical theory cannot, be of
help in explaining fluctunting profits. Therefore it is of no nse in help-

This I8 a “quick and dirty fummary’ of a key positlon In the T
See (1. M. Harcourt, “Some Cambridge Controversies {u the T

wo Cambridge Dobate,
University Press, 1972

heory of Caplin),” Cambriage
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ing us understand how the financial structure of a capitalist economy
affects the economy’s behavior, ‘

In a capitalist. ccyonom_y Lhe total value of output or nf'l1‘m_vlm[|h?ul.‘::lf.
outputs equals the sum of wages and eapital income. |:ll‘lh n: L?{ :
sumer goods wo find that the \falut:‘pf_nut.put. (pt'lclt: lelt:-h_ illll‘l‘;" {-‘J:”
equals the wage bill plus profits. Similarly the va ne of I‘l“it\-"l.h].t‘l‘ it
oulput (price times quantity) equals Lhe wage bill plus profits. I .
make a hieroie but not. unreasonable “first approximation assmption
that all of wages are spent on consumption and none of plrnhll:-; “I\li 'slt;
spenl. This means that the wage bill in consumplion plus !o: W !lgi{. 2
in investment. equals the value of consumplion output \\'Imlln in turn
equnls the wage bill in consnmption plus the profits in (‘.()llhl.lllllllﬂ.lf)‘ltl.
The wage bill in consumplion enters both demand and costs, subtract-
ing it from hoth sides of the equation leads to

Profits in consunption 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 = Investinent

These simple formulas, which are true for a model hTuE«:tl upon hmioui-.
nbstractions, tell us a great deal nlml_li. our economy.” 'l Iu:, i-t_'.su'lL |.‘lf‘l i
profits in consumption goods production equals the wage I]llll |Il-ll i‘lwt:?
ment goods produetion is no more than the ])l'nl}(.l!-:‘lllmi t m‘,_ .' :(. 1 (‘t,,-
system operates so that consumption goods are 111.t.|mmtl‘ y price mnmi;_:
vierious consumers, It nlso asserts that workers n consumption gﬂtlf]'h
production cannot. buy back whal they produce; if they did then work-
ers in investinent. goods production wonld starve. ST,

The “profits equal investment” result is based upon the wden 1‘:’ *“t.
profits in investment goods prmlmzt.un] equal pmh'ts.m |1:l\.rfn? 1.11rt,at\n.
goods produetion. To improve upon this tautology it 1s uvulaf,u:_y “
integrate the financing of investment. goods p.rmhml.mn‘ ml..f; = o mo ol
of price dotermination, Investment. output is often specia pulprﬁ:.
und produced Lo order. The production of an investment rood usm? y
takes time and in the case of modern investment output—Ilet us take o
jumbo jet plane or a nuclenr power plant as our t'xuluplv.‘;‘——-|1_rm.|'ufti
tion often tnkes the form of a sequenced lmsmnhhtgu.nf Eﬂllltt‘.lllllf.l.{l
components. The production of mvestment ;:nmls_ l.yp?'nlly z::vu}}v:m
money being spent. on adated sehedule and a veeeipt o money ]\\ ;l] i
the investment. good is finished and it becomes a capital assel. In th
construetion industry this payment sequence takes the form of ll'||ljl in
or construetion finnneing while the project is being built and perna-
nentor take ont finaneing for the completed project. i

In investment production the funds used are often borrowed. When
borrowed funds are used both the borrower and lender alike expect
sales proceeds to e suflicient to cover payment, of the debts wil I\. i m‘n l'i-:
gin of safety. (Given the contingencies that can avise the marging o

o5 s by K k1. See M. Kaleckt, “Selected

T'Ihe sttion aboul profits nnd Juvesiment 1s by I‘\I:ll(‘.(.lx. See eekt, | il

l'}ssr{\l'lnl |l|.|:-“}.l(|): llli_\"numh‘,ﬁ (!f the Chpttatlst eonomy 1943 19707 Cambridge : Cambridge
Undvernlty Preas, 1971,
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sufety required by borrowers and lenders can be large. Thus it is the
finnneing conditions for investment. in process—and the recognilion
that owned funds must yield what could be enrned in financing other
endeavors—that lead (o the value of investment exceeding out of
pocket Inbor cost. T'o the extent that lnbor costs represents all enrrent.
costs (purchased materials, ete.) the supply price of investment. oul put
is given by a markup on wage costs where the ma rleup reflects interest
charges and the margins of safety required by Tenders and horrowers,

The supply price of investment. goods denends upon conditions in
financial markets and varions profections desivod by producers and
lenders. Tf production takes time and lenders and horrowers recognize
that they live in an wneertain world and therefore wan protection
then the relative prices of different. outpuls depend upon particular
financing terms and protections desived by horrowers and lenders.

Tt is worth noting that the supply priec of the investmoent gools pro-
duced during a period will be paid only if the demand price of the
investment. good as a capital asset is cqual to or greater than the sup-
ply price of investment. as output. But. the demand price is the eapital-
1ized value of future profits. We thevefore find hat invesiment will
take place only if the enpitalized value of future profits exceeds the
supply price of investment out pul.

The proposition that profits equal investment. can he opened up to
allow for (llt-.nmnds for consumption goods in addition to that which
is finaneed by wages in the production of consumplion and invest-
ment. goods. Tt is particnlarly important to defermine how {he fovern-
ment. budget and the international accounts afloct the generalion of
profits. We fivst consider only the Federal Government,

The government hires workers, buys ontputs and pays transfers.
Government. spending is equal to the sum of the wage hill for zovern-
ment employees, purchases from private industry and transfer pay-
ments (including interest. on government. debt). As government. pnr-
chases equals o 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 pereentage of profits.

The government budget. posture is the difforence hetween govern-
ment spending and the tax take, Tf the government budget. is infegratod
into the determination of profits we find (hat,

After Tax Profits = Investment, +- 'The Government Defieit,

This result is eritical in nnderst
depression in (he postwar period.

An implication of the rvesult. that n fter tax profits equal investment,
plus the deficit. is that taxes on profits do nof afTect after tax prolits
nnless sneh faxes afleel, the sum of investment and the defieit. IMowever,
ashift in taxes from wages (o profils can be inflationn ry. The rise in
disposable wage income raises demand and the rise in profit taxes will
inerease the pre-tax profils needed to achieve equality with investment
plus the defieit, Pre-tax profits are the product of per unit profits times

anding why we have not. had a deep
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the number of units, A rise in pre-tax })roﬁts (;agl\ be the l]csalllﬁl l“(:([ g:::itt:i
i Snr sunit of output. Inasmuch as t te
ontput or a higher markup per unit of out usn 1 S
n1l[.||n||- response is only possible from the industries 1n.wh!(.hlisll‘p‘pllllli;::
have market power and ave willing to accept n |'e_d|u:{.lmnlnti 1’ .1t14i101" U
ket power, the presumption has to be th?_.:. prices in all produc
ise w s are shi rolits.

tend to rise when taxes are shifted top I

The profit. generating process can be opened up to allow 1;01 I(:hl)'o)lﬁlf‘:'
imports, savings oul. of wage income and (,'.()nSlllll])t'l()‘I} ()llt ‘](tt' ])tl (“"{]
income. Tmports minus exports equals the balanee of trad (l ( . l(..l“; :
if we allow for exports and imports the profits equation become:

2} Bl R I o 'l‘l .
i 08 |- «ernment. Delicit. W
Ater Tax rolits = lnw.xl,nmnl., ‘| I'he :_()\'fll "
Balanee of Trade Deficit.

i 1 g arplus is g or domestic profits
This equation shows that a trade surplus is good f 1

and a trade deficil. is bad. - o J—
Expanding our analysis to allow for .S"l\’;"g-\ ""." of wages m
consuniption out.of profits the profits equation becomes

After Tax Profits = Investment - 'l‘h(\.'(invo.rnnmnl; T)(.:ﬁcil;l—- '.l‘h_v.
Balanee of Trade Deficit. 4+ Consumption Oul of Profit Tncome
Saving Oul of Wage Inconie. :

Prolits are positively reladed to investment, the g_()vm'nnml,m“. (}(‘,:l(‘,ll},
. ' ; . H \ olate . )
and consumplion oul. of profit income and nugn.hv(;lly related Lo n
o [P . 5 ® W rg,
balance of payments defieit and savings out of wiges
For the purposes of this paper the simple equation

i 4T iovernment Deficit
After Tax Profits = Investment -- The Government

is of contral importance: To understand how our eg'.nn()m)]/ tgn‘m-:.:.(;lg:
we ean fivst explore the meaning of the simple (\.q\mt,lontn.n;] ‘-\'(‘"itlin]'i :
out the impact upon the behavior of the ocmfmmy due] ({)( (’)::;ll]lllnl)ti()x
§SVINES rages and cons )
neglected halnee of puyments, suvings out of wages
out of profits items. N
[f we are to build o complete model of the cconomy (])l“l ‘t,h(r:(\l&u;ls
of this profit. equation, like the various economelric 1111()(‘(,15 ,1111.1(.1 “l_z/‘
business and government, we need to explain investment. a he
deficit. ‘ _ ) ) .
Investment ean be explained by 1nlm'pr(l\.-l.|ln%;' the l'l'“i||l\lg§“f?:;\\(')qf ;ﬁ(-
ist} b, servie s )
wele ofi s, existing and antieipated debt serv ]
peeted profit flows, existing _ libysnly ; e
current, prices of investment. out put- and financial insti unfmntsl ‘a.r‘]l(ilhl‘l'\
supply price of capital assets. In addition the state o unl(u 11 ]\:
that determines the leverage ratios for (,‘-lll'l'(;l}(. l!ll»:‘.l L)} lulll()()|l~)|(-::\‘\-::-)’q
i i 3 onsider wwerage ratios integrale er’s
finanging needs to be considered. Leverag tegr R iLpa
and léhﬁvr’s risk (uncertainty) into the determination of enrrent
output, . ) ‘
'll‘lm deficit. is the difference between g()vurnmel_ll.lslpc;\](ll;lg_;; a:nd ttll]\t-
o ing i ie ' ] ces the
y ernment s s a policy variable that la
tax lake. Government spending s ¢ i g e
form of government employment, transfer payment schemes and

; { 3 so TTyman . Minsky,

) rofits were In Kaleekd, op, elt. Sce lllb(). '

'I‘h“crll‘tf::::lllx‘-ll-gl'mlnlu:|l?|ll]:;llntl;-ml'l._v:::)(t)llc;ln: A Restatement, Thames Papers In Politicn) Tcon
omy : Thames Polytechnice, 197K,
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purchases from private industry. The tax take reflects policy decisions
ns to tax schedules and the operation of the cconomy.,

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

overnment, investment goods production and consumer goods pro-
duction. Inasmuch as government and investment goods production
are given, the demand for labor in these Lo seclors is given. Given
investment and the deficit as u schedule of (he tax take, nfler tax profits
are known. Profits in producing consumer goods are determined by
subtracting profits in investment, goods and m producing for govern-
ment, from total profits.

Consumer goods production is carried to the point where profits
in consumer goods production equals total profits minus (hose in in-
vestiment. goods production and in producing for government, We ean
think of two Lypes of consuner goods production. Tn one type the price
is fixed (profit, margins per unit of oulput are fixed) and the output
and thus employment varies. A sccond source of profits is from the
siled and production of flexibly priced output. In (his production the
wage bill is fixed and the markup varies, The wage bill is divided by the
preference system indo spending for fixed price goods und spending
for flexibly price goods. Wage mmcome wil expand by means of in-
creased employment. in fixed price oulputs and this wage income will
be divided hetween fixed and flexible-price ontputs until the sum of {he
two types of profits in consumer goods production cquals the profits
Lo be earned in consumer goods production,? '

[f there is a deficit in the balanee of trade then profits to be earned
i 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 consumplion goods production may decrease as
employment. inerenses. Similarly consumption out, of profits and sav-
ings out of wages will affect (he employment in consumer roods pro-
duction associated with ench levol of investment. plus (he govern-
ment defieit.

The fundamental vision in this argument is (hat private employ-
ment is determined by profit opportunitics. The aggregate profit op-
portunities in the economy are in the skeletal and essentinl analysis
determined by investment and the government deficit, Tnvestment and
sovernment 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 produetion, where banking considera-
tions enforce a split of aggregate investment, s ending hetween wages
and profits, profits in consnmption goodg prm‘m:t.inn are defermined
by n variable markup on preestablished wage costs for flexibly priced
outputs, and by variable employment. and fixed markups for fixed
price outputs. The preference systems of households determine how
each level of aggregate employment. (and total waoe bill) is related
ko profits earned in industries characterized hy ﬁuxihlu and lixed
prices.

°In sundry recent wrltings J. . Hicka has been making muen about fixed nnd flexiblo
price outputs. See The Crisis in Keynenlnn Ticonomics, Basle Books, 1074,

\

231

R ’ NTET) v oo T CIAL
VI. Prorrr DETERMINATION AND THE VarmarioNn or tHE FFInaNc
: Strucrone

Profits are the eash flow that do or do not. validate any particular
structure of husiness debt. The expected level and stability of profils
determines the debt. structnre that. lumiunsslr}cn, their laal.ulcm'h:, nm]l
the wltimate holders of the economy’s assels will necept. In partienln
inan economy wherve there are serions consequences o t.]l"ljill.llrl‘ltlll
financinl obligations (he potentinl downside deviation of pm’ llh: ;t‘nll::
expected levels is an important determinant. of acceptuble debt.
struetures. ) .

The various profit. formulas we have identified ;

(1) Profits==Investment .

(2)  After Tax Profits= Investment +the Government, l)ch‘cn.l,

(3)  After Tax I'rofits=Investment - the Gqurnment Deficit.

—the Balance of Trade Deficit N

(4)  After Tax Profils= Investiment+the (}oy(\.rnm(‘.pl, ])i\.!l('i!:
—the Balanee of Trade Delicit+ Consumption Out of Profit
Income — Saving Out of Wage Tncome '

are important in determining the currently aeceptable del sl.i.'m'l.uirr;

and thus the eurrent. debt financing of tll‘.llll!llll, for they deline l.u.

potentinl stability of profits. [ach of Tiquations | I.hrnu;}rh fl-_li'tipw.-‘

sents u different stracture of the ceonomy [llllfl each strueture will have

ndifferent expected behavior of profits over time. .

'll'l‘m ﬁ':'i;ilt.\:ltnst:‘ ]’l'nlilﬁ'—‘-llwt}sl.munl.! represents a .r:lt)smllv.t-.n‘r:nn\l:y
with & small government, an impoverished Inbor foree and a “pur-
itanical” and cflicient husiness elass \\'hlc}! constrains its (:(dll_&lllll[)‘ll.tlll,;
in order to preserve and angment. its capital, and runs n “tight shi :.
insofar as business overhends ave concerned. In such an n(tnilolny t il;
amplitude of Muctuations in profits will be the same as the amplitude
of fluctuntions in investment. . ;

'l‘l:; xcl-l:-,tnn:l t'nls;u represents a closed economy with a Su!‘).‘sl.nnlf:ml gcw—]
ernment. in the sense that the in-place government bl.J(‘.ll} :n%_ -aml
laxing sehedunles can lead (o government. deficits {h‘ut mln MH"{ !(;lllll.
in relation to investment. If such government. deficits are 1}(4,51 ively
correlated with in vestment, then the amplitude of Il]m ‘m”il'limlll? llll‘
after tax profits will be substantially smaller than the nmplitude o

luations in investment. . .

““"l'l:::l:::’il:‘-a i!:n::-. represents an open ceonomy with a big F‘,\‘.(u"‘l‘-lfmtf-

In such un cconomy the flow of profits depends upon the tu]urm. nr

the balance of trade as well as the conrse of mvestment and the glm -

crnment, deficit. This indicates that the mereantilist ]mr::v|)I,mn‘:---l. 1ad

a favoinble balance of Lrade is good for an Ceonomy-— !IIIH lll.l"l?l-. -

The fourth ense represents an open cconomy with big gn\l.lllal‘ll] ‘lf‘
in which workers' income is high and stable enough so that wor uils
can save and finance consumption through debt, and n which .‘- e
administrative structure of business is bureancratized and (\'\il}p“.&w.c
s0 that a large part of prolits is assigned fo |m‘_ymg.szf]-=\.rl(lss‘ nln'(‘ .;!I:}-l\(;-
ing ancillarvy netivities sueh os advertising, Salaries and adver 1sing,
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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 avai]nhili{. of external finance and
short term financing is available on favnrnhﬂ‘ terms (becanse of asset
preferences and the institutional (banking) structure), fluctnations
i financing terms and in profit expectations will lead to fluctuations
in investment and in the validation of debis: an economy of the first
type will tend to be cyclically unstable. The evolution of financial
markets which facilitate the use of short termn 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 oceur in such an economy.
During recessions and depressions, payment commitments on the in-
herited debt structure are decrcased 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 produet; working cluss savings were Liny and business was
mainly entreprencurial 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.
Whenover profits decrensed 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 assels 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, ete. This
process was well described by Irving IFisher in 1933 and economists
of the early thirties were aware that such a mode of operation was
lilely to occur.’ The Federal Reserve System owes its existenee to
felt need for a lender of last resort to prevent such eumulative 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 tho
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. Tn 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 speenlative and Ponzi finance in the
financial structure inereases. This in turn leads to n 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.

" Irving Flaher, “The I3+hHt Dellatton Iheary of Hig Depresslon,” Feonometricen (1) 1033,
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- " (4 &l
tends to lower profits the rising deficit tends to !rlc.l'etllsati. ll“.(tm-{t;- i}lll.'!‘{(i
downside potential for profits 1s dll!n’nushml. With pro llst h'lt"? a1 ok
and inercased by the government. deficit, the sh’lft of the dc:s ot struct :
townrds inerensed weight of speenlative and Ponzi finance cm}aea Iqmy
is reversed. With gross profit flows stabilized, the reduel !tm:; unding
and otherwise restructuring of rlmlsl'mulm% debts proceeds. .
In standard economic analysis the emphasis 1s npm; how !:t{u}i?llini;;
ment. spending afleets aggregate demand and thus emp ?'V"w,", - uL
in the standard formulation, Y=C-+1-+G, the (\ﬂﬁt:l.f_n 0 .gul\ er ;"‘3].0'?‘
spending inereasing and taxes decreasing would be I'o.h.] mr g :(:11 .Jf,
I and (E\ lending to greater employment than would have ruled 1
ont was § is just sketehed this income and
government, was small, In the analysis just s i g
employment. effect {I)If ;Il,rt_wurmm-.nt. :s ;'ﬂzinfm'md by a profits efteet.
rovernment, especinlly big government. ) . )
m;\-;:mlln has l»!ema wﬁll.iv’l-;ﬁ:f stabilization policy. The ‘1““?*:{““1 t:lEaL
needs to he addressed is “What is it that needs to lm'sstn-bllmv.a{I : n
threat of a recession/depression is to be contained and 1f a cm}nu a lrvﬁ
decline is to bo halted?” The proposition that follows |'rulm‘ I.l e ;?1]1-
ment. is that profits have fo be stabilized in the sense I’.I::‘u‘ t ll,{l nwllmﬁlg
variability of profits must he const rained. Big gover nmen 7 Illl.l. the
deficils wffmh can ocent in an economy with big gover nmen ‘I'mlll‘ m;s
portant in stabilizing the economy because they stabilize pro it ln]w i
It should be noted that this stabilizing effect of big gover nment. has
destabilizing implications in that once horrowers anc lf'mle}rs l‘mopi']
nize that the downside instability of profits has deereased t m;t, wi
be an increase in the willingness and ability of business and ban kers to
debt-finance. Tf the cash flows to validate debt are vn'tunllyrgua.qm-
teed by the profit. implieations of big government tlh(‘;lll ‘d.c»ht.- mu::i::“g
of positions in capital assets is encouraged. An 11.11.:1..10}11;13,""‘,0 i
quence follows from ll,hc] \\["n_yt the downside variabilily of aggrega
‘ofits is constrained by deficits, . )
!)l%flillt? third typoe of :-.{?:mnmy is an open economy with n big ]g'rtn:t‘zrr!-
ment. For the balance of payments deficit to be a mgl-nﬁc-u-nt.t e,utnil-
nant of the conrse of profits the level of exports or uni.)m'[z?l must be
of the same order of magnitude as investment, If profits ({5!_413_1 llllll%
tho willingness of domestic producers to invest and the :LI?illt,y dn
investors to debt finance then o favorable balance of trade \;l l n;u r:;,
for a rapidly developing economy. Tt shonld also be nnlclt t.fuit.. u]-u
ecconomy whose domestic profits depend upon a large hﬂ:‘ﬂ.n‘t,}‘.‘ Ol .lfa{tc;
surplus is very vulnerable to whalever may canse a veversul 0 138
surplus. ) )
k‘mT?\ :‘mms ways the Japanese economy 1§ an example of n.hlghly \:u:l;
nerable open cconomy. Japanese manu facturing lrla_sall\ossns. nsoa ;.!!I (.ui !
deal of debt financing and export a large proportion of thei ou put.
ny reversal of the Japanese balanee of trade surplus, unless it 18

. v s
Wt 1g estimated that In the enrrept (1980) Uniled _Slntvsliler:ll'lllum*;_;nil': E;F: rl‘:lillli?::i
e tgzansn In the "“'.Ialmmllllf"tllltl:‘lII:::::;:'ﬁll':.-=I1Ivl‘:nllsrl:ll,:l'll‘srr?l‘llmg!lﬁ‘ur:‘d l:lnn T 1wrra:l|[ HHe-
vodefielt, Thing ] : 1 r e
::i:m:::r :-::ul-h;' {It'lu;uln!rc-u-nll wnemployment rate will he uumwlnl:-d“\vllll '-'11‘!‘;2“" of $80 Lo
£00 hilllon even It Congress tnkes no expanglonary thx or ?ptm -“\‘r:i-“:m::\t'clrlpnrlmrnla
3 he eeontametrle models ured 1o luru»t-nslll_u: l:)' ||IG“VIII" nu.ali,{;_ _'rl & s iltien
and priviate forecnstlng services are bt In ¥ =CF LG, Onee ; nl- Ianm b galete
finnnelnl conslderattons ¢nn only play n periphernl role In determin :m l}-, e ”“,3
AR far ns [ know debts, and I%w neel of profits to valldale o ""l'.‘“ “'F;I:I':'lt'!:kull}: he
mnrket price of assets, are not Integrnted nto Ihe structure of .;x :.]:a_;, somecniling. AU
almulnUon models In nny essentinl way. Such |||u:h-||| are ot best releva
finanelnl trangquility Hie ihnt which euled in 1940 - G5,
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accompanied by a burst in the government. deficit, will lead to failures
to validate debt.!®

Tt is worth noting that the profit equation of an open cconomy with
small government is

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

Tn such an economy any sharp rise in the balance of trade deficit—
or a deercase 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 ecconomy, data on the
ratio of savings to wages and consumplion to profils are not nyailable.
While this is & useful framework for analyzing the hehavior of the
American economy, its 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 eurrent
period “uncontrolled” expenditures.

VII. Some Data

To understand why our economy has behaved differently sinco 1946
than it did prior to 1939 we have to appreciate how the broad con-
tours of demand have changed. In order to nnderstand why our econ-
omy has behaved differently since (he middle 1960s than it has
carlier in the post-World War IT epoch we have to appreciate how
the broad contours of the financial structure have v}mngml. The
changes in the broad contours of demand have changed the reaction
of aggregale profits to u change in investment and thercfore have
changed the cyclical behavior of the ability of business to validate
its debts. The changes in the financial structure have increased the
proportion of speculative and Ponzi finance in the total financial
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 inereased 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 1929-1938 took place in an environment
of small government. Tn the prosperity year of 1920 gross nationnl
product was $103.4 billion and total Federal Government expendi-
tures, combining both the purchases of goods and serviees and trans-
fer payment to persons, were $2.6 billion. Tn the same yewr investment.

BRI whint Ianpimund fn 1074-TH. The rise In the ]arlcv of oll and the recerslon in
the Unlted Siatea led to an enormous deflelt In Japan's trnde bnlance and n wave of
business fallures. The Japanese cconomy was Infinted out of that erisls.

Wrhe Smool-Tiawley turll led to change In the bulanee of puyments of many countries
with amall government and therefor exacerhated the developing International depresslon.
While Smool-Ilawley was not the eause of the Greal Depression It was n factor that
amplifed what, even Bo, was a Jarge downturo.
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g $16.2 billion. In 1933, the yeunr in which the great contraction
;::?I:.n?nml ont. and in which the New })eql was started (Roosevelt, wn?
eleeted in November 1932 and tool oflice In March 1933) gross na]l'.mn.::‘
product was $55.8 billion and total Federal Government expen itures
were $4.0 billion. Investment. was $1.4 billion in 1.9'33.'1‘ L

Reeall that profits equal investment plus the deficit. here is ntlr wftly.
a Tederal Government that spent $1.0 billion in total can off'sel .ty, ]l.‘:
deficil. the effecl. on husiness profits of n.":F.l-'l-.H lnll.mn. (‘1'01.‘.' in [13171\;1‘ ‘(.
investment. Tn 1929 business gross relained enrmings were EE\I i l‘;!{'-_;
lion. In 1933 (hey were §3.2 billion. Innsmuch a8 the l‘(‘,‘ll?lﬂ o
were largely a legney of enrlior years, (he linaneial problem o husing s
wis Lo meek the pryment commitments on debts entered m!n in pros

yorous years hy cash flows gmu-’rnlml by recession IMCones. il

With investiment al $16.2 billion nn_cl i gnvm:nnuenl. of sinzib, u' .i.nl
(here was no way an antomalic or suqu-mll-uumlw vesponse o .gl:\l]l;'ll
ment, spending or taxation conld offset the (I.mp of |'“Wbl'l.!'.“ n ;{;“'(;‘;
fween 1929 and 1933 gross investment. fell by $14.8 hlllu'm (l.'tl)!"u \ (1l' ,
(o $1.4 billion) and government. expenditures rose l‘»y_'&,l.:! TI u:n. ].‘t(‘
$4.0 from $2.6 hillion). Business (3ross Rf‘.t.mmul Barnings—a Illl'llh'.t t.
of the internal funds available to finance In vestment and meet. \m._} m}un.
commitments on acconunt. of the [;1:1{{}!111@ :1}1::‘;:‘?11# due on deblts—Ie

om $11.7 billion in 1929 to $3.2 bithon in Afds. i
f ("l]“liu:mrl-,tl-.siﬂiltln:l":)f 1973--75 :}’vu':-. the Jongest. and dunplo.a«'t‘ recession oE
tho postwar period. Of course it is not ab all mmpm'ulblo. to the .gll{‘!a(;
contraction of 1929-33, but. it is the }w.sl. we can do il'qr (‘-()Iltll)‘ﬂln “lv'.
purposes. This contraction took place m.tlu-, context, of big glmlml;‘»nil:::}ui
Tn 1978 gross national product \\'nslm-iﬂ(‘?.{i. billion nn(l‘ t.%.a ’ o o
Government. expenditures were $265.0 billion. F ndoml ll(lllt"llllllll‘.lt:
expenditures were some i&ﬂl.ﬂ pvrcnnt,uf aross national produet, Inves

b in 1973 was $220.6 hillion, . -

m('ll!ltu:nll‘luwinr :;l} investment, government expenditures 111.:1{1 J]:;:;h.{f:
over the 1973=Th recession stands in sharp contrast. (o lli.l' Mf" —“
behavior. In terms of the index of indus rial plr:mlm-lun} “-ltu\{' rop ] 1‘?(1"
195.6 in September 1974 to 109.9 n May of 1975 was vel ’\: ff)t?lil::::: (:0:11;
(ho rise in unemployment from ahoul. i million in July o ° 4 will s
of 8.25 million in May of 1975 was a great shock to the linl “)'I}‘__ it
a year the unemployment rate jumped from the neigh uln ‘lln‘t_lr.l ’"-1;-
to 9 percent. In spite of the steepness of the decline in I.ll'l.l‘lnb it_m” ! po-
duction. Business Gross Rel pined Barnings inereased subs u:-. {mh 1? e
tween 1973 and 1975, Belween 1973 nntl_l.fi'?ﬁ }.Ei‘nh‘.‘ill\};l“b‘.nl‘l'!h_ o (_l) i
§920.2 billion to $190.9 hillion—a decline of some t{s.!.)'.‘.)l.ru” 1lu.|‘\|._ \ =
{he same years government expenditures rose from tl\_.{.a.;.b 1:} I“I:-iq[\
$356.8 billion (mainly buf not exclusively in fransfer pn_\;lu'n ; i“'ll.t“-‘;
of $01.8 hillion. As a result. in spite of the vise In n|_1mn|; n_\"n'.il;l\‘ I'lr“q;;
and the substantinl decline in mdifsl_rull_]n'nrhtrhtm: :l!i:}lllll:l.‘-i_;; i3
relained profils vose from $Iv;(l_‘:;‘ Inllmnt i 1973 Lo $176.2 hithon

975—a rise of $36 billion or 25.7 pereent. . ‘ "

I "?!‘]Im ?n:lllgt-l. (lj‘ﬁc'il. rather than government spending (‘,Fltl'l'i-:lf-‘(;t; lilllti:[::{
equation. In 1929 (he Federal Government. ran a sul']stl‘:ls;tlri'.l&i.t... ":- i
and in 1933 the defieit was $1.3 hillion, n swing nl'(. 2.5 3" ‘1.1151._:; 2. :
yercent. of the 1929 Gross National Produet, In 1973 the ¢ :-‘1; _1”_\{\‘:1.’
$6.7 billion, in 1075 it was $70.6 lnlllpn. nu‘iltu';’rvnsm ol ':},f'.l:. i -11-11]1{
Uhe swing in the deficit was 1.7 porcent of GNT. But move Importiti

b n::.::-: u:n:u:n"u'n:- L™

IR,
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the swing in the deficit of $60.7 billion more than compensated for the
swing in investment of $29.3 hillion, ’
In standard policy analysis the impact of big government and the
government deficit. on profits and therefore on the ability of lau‘simlzas
to fulfill its financial habilities is overlooked. Tf husiness cannot, meot
its commitments on debts then the financing loop, by which I'um‘i‘s 1|:r;
made avialable to business, is broken, [Furthermore if the rate af \\:h;vl;
business fails to meet its obligations inereases then the risk Elr'l;lllitll;lfs
that enter into the calenlations of business and financial organizal ions
increases. I'F profits ave sustained and incrensed even as hnuin;'% in-
vestment. falls then the balance sheets of business ave im n';wwi al n
rapid rate. The quick recovery from the decline of 11)73—7]"3 ean bo ,in
good measure imputed to the enormous government. defieit Tf in 1973~
75 the Congress and the Administration had tried to hold lnu‘lc. ilhv
explosive growth of the deficit then the recession would have been
decper and longer, and the rate of inflation would have beer mucl
lower in 1979 and 1980 than in fact it is. o L

TABLE 1.—GROSS NATIONAL PRODUCT AND ITS MAJOR COMPONENTS, SELECTED YEARS 1929 TIIROUGH 1979
[in billions of doflars)

Governmeni purchase Foderal
ety e G A i

nal‘I:;::a‘I ll‘Cm(:n: Invest- State Transler o::;r:“ Bu’:;'::::
Year it "g) men| and payments expendi- retained
prody n Total Federal local 1o persons Exports fures  earnings
1034 773 162 B8 1.4 1.4 | _o 9 Y ]
gg.g a;g 14 83 21 62 1.5 52 35 'H
N 93 135 52 83 2.5 4.4 8.9 8.8
268.0 m.l 35.3 384 204 180 1.7 159 1.3 N
935.5 579, g 122 g zg; g 3; g 1:(3) Z %g ; ﬁ ; us i
1,306.6 809.9 2202 269.5 102.2 167.3 N g b0 192
1,412.9 889.6 2146 3027 HL1 191.5 s e s 1973
1,526.8 9791 1909 3384 1231 215.4 e s 3 e
2,368.5 1,509.8 386.2 476.1 166.3 309.8 ﬂ?g 147:2 gggg 5;2 (21

Source: Economlc Report of the President January 1980,
, table 81 p, 203
persons table B1B p, 223, Federal Government expendl){um, table B72 p,pzaa, infil:rfs's?ﬂaeit::a,nr;‘lnllr:::'le;b :{’ra\epnlzsl:l‘o

TABLE 11.—GROSS NATIONAL PRODUCT AND ITS MAJOR COMPONENTS, SELECTED YEARS 1929 THROUGI 1979

[As a percentage of gross natlonat product)

|
|
|
|
i
|
I
]

Gavernmant puschase Federal
mg;tm w(i:‘:s: In'v':aes;i Sln!g Tunslt‘u Gm::t‘a'r:i Busm::
an & - i
Year product tion Total Federal local lg pye"r‘:onn: Expoils exp::'del, ;:::II::(:
M8 157 85 L2 1.2 0_1 T8 ms s
;s : . : 6.8
%.1 2.5 149 38 Al 21 43 H IH
ss'% }g; }33 ;g 35 2.8 4B 9.8 9.7
; i . 5 ’ 45 6.2 0 :

6.9 160 2001 1.1 9.0 5.2 8 123

6.0 156 222 104 1.8 6.7 &8 201 a9

62.0 169 206 7.8 12.8 87 78 20 107

629 152 214 7.9 135 9.5 5 R o

6.0 125 2.1 81 141 1.2 28 ] N

6.7 163 2001  To0 130 10.2 33 %H }H

|
1
|

Source: Table l.

The Broad Contours of the Financial Structure, 1950-1976

l'I‘ltl Io}rdpr to understand why our economy has been much moro
mstable in the years since the mid-1960s than earlier in the postwar
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ora we have to examine the changes in the financial structure. An
exhaustive and in detail study of the evolution of the United States
‘fnancial structure that uses the analytical foundation of this paper
would be useful; however this paper is nol the place for it.

A thorough research study should exmmnine the changing composi-
tion of the asscts 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
ensh flow structure due to linbilities need then be integrated with
the cash flow From assets and the various cash flows due to income
production. In particular the changing velations belween cash ve-
coipts and puyment. obligations and between payment obligations
and the margins of safety need be undersiood.

In the absence of such a thorough study we will examine some
time series for nonfinancial corporations, households and commercial
I)nnking——thc three sectors that would constitute a simple economy

hance. The seetors and the data are from the Board of
Jovernors Flow of Funds Accounts.

with

Non-Financial Corporations

In Chart 1 the ratio of Gross Fixed Investment to Gross Tnternal
Funds for nonfinancinl 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 o dependence on external funds. The evidence from the first
fifteen years shows a mild eyele in this ratio, along with a downward
trend, Tgnoring 1950, the maxinum ratio was L15 in 1951, Tt we look
al the years 1958-1967 we see that fixed investment, was at o maximum

105 of internal funds and in 6 of the 10 years fixed investment was

less than internal funds.

Fixed Investment + Internal Funds

1.8}

Non Financial Corporations
Fixed [nvestment *+ Internal Funds
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In the years since 1967 this ratio has cxhibited both increasing
fluctuations and an up}mrunt; strong upward trend. The cyeles of the
period show up strongly in this serics. In 1970 the ratio hit, 1.80 and
dropped to 1.15 in 1972, Tn 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 %nvust,nmnt,/inu-.rnnl
Funds indicates that there was a change in the mode of operation

~of the cconomy in the mid-1960s. Prior to the mid-1960s um'pﬂl"ﬂl.it)ll‘i
seem to have been internally financing their fixed investment. whoreas
the data indicate that thers was an increasod dependency on external
linnnce after the middle 1350s. ' o

Chart 1T measures the ratio of Total Liabilities to Internal TPunds
of nonfinancial corporations. This chart is indicntive of Lhe (rend of
payment. commitments of business on ncconnt. of debt rolative to the
funds available to pay such debts. The liabilities are a proxy for the
payment commitments; of course the length {o maturity of the Jiabili-
ties and the interest rate on the liabilities would determine the cush
flows required per period. Furthermore (he internal (hiid Jshonld ho
augmented by interest and dividends paid to get & measure of £2ross
capital income after taxes, which is the trne variable that. measures
the ability of eash flows to validate a debt structure. h

Non Financial Corporations
Total Liabilities + Internal Funds
1950 -1979
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Source : Board of Governors Federal Resarve System — Flow of Funds Accounts

I'his crude 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
 somewhat downward trend ; sinee those dates the data show a strong

2
eyele and npward trend. The ratio of linbilities to internal funds was
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mainly in the range of 6.2 to 7.2 from 1950 through 1967, A fter 1967
the ratio began (o rise and exhibit sharp fluctuation, hitting 9.4 in
1970, 8.3 in 1972 and 10.756 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 indieate that at the tail end of the recent business eycle (zx?mn-
sions the ability of business cash flows (o sustain debt may well have
heen under pressure,

Charts 1 and IT showed the ratio of a flow (in Chart T, gross
fixed investment) and a stock (in Chart 1T, total liabilities) Lo o flow
(intevnal Tunds) that is one measure of business profitability and
ability to meet. payment commitments. Chart, ITI shows the Lime series
for total liabilities divided by demand deposits and for open market
piper divided by total linbilities. Both series in Chart TH mieasure an
aspeel of the quality of the balance sheets of nonfinancial corporu-
tions. The linbility /Zdemand deposit. vatio mensures the extent to which

wyment. commitments can be met by cash on hand if there is an
mterruption of cash flows in the form of gross profits. The other ratio
reflects an attenpl to measure the extent. to which business is finane-
ing its activities by tapping volatile or exotic sourees. The class “open
market. paper” includes commercial paper—a volatile source—and
borrowings from finance companies—a generally expensive source,

Non Financial Corporations

:’: Tolal Liabilities + Demand Deposits and Open Market Paper, etc.  Total Liabilities

y 1950 - 1979
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Iiven thongh the series measure quite different variables they show
a remarkably similar pattern: o rather mild upward trend in the
19605, & panse between 1960 and 1964 or 1966, and then an .upwru‘rd
thenst that is stronger than the thrust before the middle 1960s. The
first. (ifteen years of the time series are quite different in the rate of
rrowth they indieate as taking place, It is interesting to note that the
hrtmk in 1974 shows np in both series.
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The data presented for nonfinancial corporations indicate that some-
thing changed in the middle 1960s. The ratio of debt to internal funds
of liabilities 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 eash on hand has decreased, and the reliance
by business on volatile and relatively uncertain sources of financing
has inereased. The difference between the two indicates that the lia-
bility structure of nonfinancial corporations can not only amplify
but cven initiate a disturbance in financial markets.

I ouseholds

The ratio of liabilities of houscholds to income and to cash on hand
(demand deposits and currency) tells a story of something changing
in the middle 1970s. Once again the data examined is o proxy for
tho desired but unavailable data on the payment commitments due
to debt.

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 .74—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 Habilities
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
1. Disposable Personal Income

2. Demand Deposits & Currency
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90 = e

CHART I¥ -

n
o

&
E-N
Liobilities + Demand Deposits & Currency (o)

«
)

=
o

Liabilities = Disposable Personal Income (0}

| '_

T i i - Il le 1 1 [ T

L L. ol L
50 52 54 56 58 60 62 64 66 6B 70 72 74 76 78 8O

o
=

Source : Board of Gavarnars Fedaral Raserve System — Flow of Fonde Aot

241

The data for households indicntes 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 (o inflationary expectation; however if it is so
interpreted then it took n 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 hoth nonfinancial corporate
business and households. Tn Chart V it is evident that the vatio of
financinl net worth to total liabilities rose through the 1950s renching
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 o 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 habilities—also in Chart V—
shows a steady decline from 1950 to 1974. Tt appears as if there was a
slight decrease in the steepness of the decline in the mid-1960s. The
banking tranma of 197475 shows up in the rise of protected assets rela-
tive to liabilities.

Tn Chart. VI two ratios—that of demand deposits and bonght money
to total habilities—-are exhibited [brought. money is the sum of large
negotiable certificates of deposil, deposits at foreign banking offices,
Federal funds, seenvity repurchase agreements and open markel
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 striking evidence of the
change in tho charncter of banking that has taken place in the post-
war period. In the beginning of the postwar era the commereial bank-
ing systom mainly owned protectod assets and it financed these asset
ho tlmgs by demand deposits. In recent yoars the commercial banking
system’s ownership of proteoted assets has fallen to below 20 pereent
of total liabilities even ns its demand deposits have fallen to about
ﬁ!(’)ﬂp]t:rcm?t Otf Illnllutlatu-s.['!;m[lun_y the commercial banking system mainly

ds private debts and it finances this ownershi iabilities v
ey e oo this ownership by liabilities other

Commaercial Banking
Demand Deposits and Bought Money + Total Liabilities
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Beginning in 1960—and at an accelerating rate after 1969—hought
money in the form of large negotinble cortificates of deposit, ((‘Dgs)
deposits at foreign banking offices, Federal funds purchased ';oc:n'itx:
repurchase agreements and open market, paper becnme si‘g:n’iﬁt‘un‘l
bank liabilities. Of these linbilities, deposits at foreign banking offices
existed throughout the postwar period but they were n trivial fractior
of'i,‘(})tul_(-,(t)mnlmrciull Imnlc liubilities in the carly years l =

1¢ mntroduction and rapid g ' inble C

marked the introduction Icf?)ll::lnfgl?ttvll;{:a:l’tf " i eikior 1060

'd th ) ught 1 y and lability management
as  significant factor in banking. Since then there has boen a virtual
proliferation of instraments only n few of which can he Iitflantiﬁod in
the flow of funds data. For example the flow of funds data do not
enable us to isolate Lankers’ aceeplances or the monq: market 'ng-
Lime deposits at commercial banks. Nevertheless even with this‘tll':}n(:

cated list, by 1959 bought n i igni
Tis 05! -money was virtually as significant as
deposits as asource of bank funds, ’ § a3 denand
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VIII. Tur Answirs To THE INITIAL QUESTIONS

Our analysis leads to a resull. that. the way our economy functions
depends on (e level, stability and prospects of profits. Profits are
the Inve that motivates business and they arve the ﬂow.l.hal: determines
whether decisions taken in the past are apt in the light of the way
tho economy is functioning now. The flow of aggregate profits is the
link between the past and the present and the lure of future profits
detormines the flow of current. profits. _ )

The quest for profits has a side effect in that investments result, in
capital agsets and the capital nssets that come on strean 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 nseful productive capacily and changes in the ratio
of useful output to labor used, i.c., produetivity. If on the whole invest-
ment. is apt then the improvemont in techniques that result yield a
large enough margin over labor costs to induce suflicient investment
to sustain profits. IT 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 deerease investment. Simni-
lurly as the foreign balanee deteriorates or the savings ratios of house-
holds inerease the flow of prolits decreases. A decrease in the flow of
profits ean start. a recursive process that decreases total investment,
prolits, etc.

In our current “big government” capitalism, this recursive process
is soon halted by the impact. of government deficits in sustaining prof-
its. Whenever the deficit explodes (as in 1975 IT) the aggregate flow
of profits to business increases. Investment turns out to be profitable
oven 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 increaso the productivity of labor; big gov-
ernment is a shield that protects an ineflicient industrial structure.
Whoen aggregate profits are sustained or increased, even as output
falls n.n(% the ratio of output to man hours worked does not, increase,

rices will rise. Thus the generation of sustained and rising profits

yy government deficits is inflationary whereas rising profits that are
due to increases in output. when labor produetivity increases relalive
to money wages ean be associated with falling prices.

Thus the current. policy problem of inflation and declining rates of
growth of labor productivily ave not. cansally 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 nol. resnlt
from spending that leads to useful output.

The answor to the first question—why haven’t we had a great or
sven serious depression since 1946 ¢—is that our big government. that
i in placo has mado it impossible for profits to collapse as in 1920-
1933, As the government. defieit now virtnally explodes whenever un-
employment. increnses business profits in the aggregate are sustnined.
Thae combined effeets of big government. as a demander of goods and
services, as a generator—through its deficits—of business profits
and as a provider to financial markets of high-grade default-free lia-
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bilitics when there is n reversion from private debt means that, big
government, is & three way stabilizer in our economy and that the very
process of stabilizing tho cconomy sets the stage for a subsequent bout
of neeelerating inflation.

Thers is a second reason for our not having n serious depression
sinco 1946, Onee the interrelations involved in finuncing a sustained
expansion led to the emergence of a fragile financial structure in the
mid-1960s, the Federnl Reserve has intervened strongly as a lender of
last resort whenever a financial crisis threatens. This intervention by
the Federnl Reserve both helps stop the plunge to a deep depression
and nssures that the subsequent, recovery from the rathor mild dopres-
gsion that does tako place will he inflationnry.

The shift from the tranguil progress of 194665 to the turbulence
of recent. yeurs is mainly due (o (he change in the financing relations
of business, honseholds and financial inst itutions. At the end of World
War 11 the financinl structure that was o legaey of war finance and
the portfolio preferences that reflected the greal depression lud Lo o
regimo of conservation finance, There is no wiy that. a financial crisis
could develop in an economy in which bank protected assels, mainly
(1.8, Glovernment. debt, were 60 percent. of total labilities. Similarly
household and business balance sheets and linbility-income relations
wero sneh that husiness conld veadily fulfillits payment. conunitments.

Tho analysis indicates thatl. stagflation is the price we pay for the
success wo have had in avoiding a greal or serious depression. The
techniques that have been used sineo the mid-sixtics to abort the debt-
deflations have clearly been responsible for the slepwise aceelerntion
in tha inflation rates.”The argnment. we have put. forth indicates that
stepwiso accelerating inflation has heen a corollary of the validation
of an inept business structure and poorly ehosen investments by gov-
ernment defieits and thus inflation has been associnted with a decline
in the rate of growth. The continuing taul, linhility stroetures due to
tho ever greater reliance on debt has Ted 1o the shortening of business
horizons. The very turbulence of the cconomy aperntes againsl pru-
dent investment and finance. The general cconomic fone since the mid-
sixtios has been conducive to short-run speculation rather than bo the
lona-run capiltal 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 {o vagaries
of budgel deficits or fo errors in controlling the money-supply: the
problems reflect. the normal way our type of economy operates after
a run of successPul years, TF wo are (o do better it is necessary to re-
form the strcture of our cconomy so that the inst ability due to o
finaneial structure heavily weighted with debt is Adiminished.
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