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An Economic Appraisal

Sf@lﬁ(iﬁrd Forecast Questioned

By DR. HYMAN P. MINSKY
Professor of Economics
Washington University
St. Louis ;

An economist who examines
both financial and economic
forces at work in the U. S.
economy today must take is-
sue with the standard fore-
cast. He concludes the second
half, 1974 may be weaker than
the first half, not stronger.
And he also concludes that
rather than a very strong re-
covery in 1975, as suggested in
this column recently by Dr.
Burress, chairman of the
board of contributing econom-
ic editors of the Journal and a
professor at the University of
Texas of the Permian Basin,
1975 is likely to be a year of
stagnation.

I do not disagree with Dr,
Burress' new theories of the
role of the consumer in fluc-
tuations in the economy. In-
deed much of the recent work
he did in that area was here in
our Dissertation Workshop in
Macroeconomics at Washing-
ton University while he was a
guest faculty member. I ap-
Plaud his work.

Powerful Forces at Work

But Dr, Burress, and to a
greater extent, most of lis
economlic brethren, most espe-

cially those who prepared the
1974 Economic Report of the
President, fail to see the pow-
erful forces that are making
the financial system of the
U. 8. economy increasing
fragile, and therefore making
the economy increasing sensi-
tive to even minor shortfalls
from that level of GNP re-
quired for full employment.
And 1974 is surely one of these
years of shortfall of GNP be-
low the full employment level.

This line of reasoning, which
I reported to the Commission
on Money and Credit mor
than a decade ago, is based on
close examination of the data,
not only since Woild War II,
but data which span nearly a
century. There is a continuity
between the pre-Depression
days and post-World War II
peniod. But recent data on the
increasing fragility of the fi-
nancial system since world
‘War II demonstrate increasing
cause for alarm. Those data
appear to question the popular
assumption that there cam
never be another great crash,
although that is not what is
suggested for the second half

iof 1974 and 1975.

The council's forecast for
the [irst half of 1974 should be
taken more seriously than its
forecast for the second half.
They give proper weight to un-
certainties due to the oil em-
bargo that has since been lift-

ed for a period that is still un-

certain, In short, their fore-
cast for the first half is based
primarily on observations.

But the forecast for the sec-

ond half is based on standard
economic theory.

The school of economic
econemists to which the coun-
cil members belong believes
deviations of the economy
from a stable, noninflationary
growth path are mainly due to
prior disturbance oniginating
outside the internal workings
of the economy, They funther
believe that if no further ont-
side disturbances occur, such
as am oil embargo, and espe-
cially, if monetary and fiscal
policy are not disruptive, then
the economy will quickly re-
turn to its mormal growth

path. '
But ihis approach totally

neglects the fact that the slow-
down comes ai a time when
the financial system, by care-
fully constructed measures, is
substantially more fragile
than at any time in the pest-
war era.

And this explains, in part,
why economic theory under-
lying the council's forecast is
under serious attack from
economists who hold that
‘‘good times', or unoninfla-
tionary growth, are a transi-
tory, not a normal, state of the
economy.

Stability Destabilizing?

These other economists hold
that financial and wage price
processes tend to move the
economy away from self-sus-
taining, stable noninflationary
growth. In these economists’
views, stability is in and of it-
self destabilizing.

Here at the Dissertation
Workshop we emphasize data
on the financial structure of
the economy that are ignored
by the standard school which
underlies the council’'s fore-
cast.

American economic history
from the birth of the Republic
to the great Crash of 1929-33 ig
replete with financlal crises.
Between the Depression of the
1930s and 1966 no events re-
molely resembling a financial
crisis occurred. The credit
crunch of 1966 and the Penn
Central-commeroial paper
market developments of 1970
were miniature financial
crises. In both instances
prompt action by the Federal
Reserve prevented the imitial
distrubance from trigge
full-fledged financial

S,

Eiven so these mini-crises led
to slowdowns of the economy
— a pause in 1967 and a reces-
sion in 1969-70. Furthermore,

the :

5 luken by the Fed-
t “erve to abort a possi-
bly serious crisis had the un-

e st for 4 renewed i
fiztlonary thrust,

tedl side effopte of sefting |

Detailed data about *he fi-
nancial structure of the Amer-
ican economy appear in the
Federal Reserve's Flow of
Funds accounts. This informa-
tion about income flows, as-
sets, and liabillties for various
sectors is now available for
the entire perlod since the end
of World War II. From the
data in the Flow of Funds ac-
counts, it is possible to con-
struct inditces which measure
the relative fragility of the fi-

. hancial structure,

Fragility of System
The relative fragility of the
financial system can be esii-
mated by looking at the cash
flows of households and nonfi-
nancial corporations relative
to their debts, and at the rela-
tion between liabilitles and se-
cure financial assets for vari-
ous sectors. By all these mea-
sures, there has been a sharp
increase in the fragillty of the
financial system between the
end of World War II and the
time of the credit crunch in
1966. For many measures this
trend points to increased fra-
gility since the 1966 crunch.
For the nonfinancial corpo-
rate sector the ratio of liahi-
lities to gross profits after
taxes stood at 5.6 in 1949. This
rose to 6.3 in 1966 and stood at
8.5 at the end of 1972 (the lat-
est date for which Flow of
Funds balance sheet data is
available). For households the
ratio of liabiliies to dis

posable inceme rose from .34
in 1949, to .73 in 1966 and has
remained at or ahove .73 since
1666.

It Is clear that the danger
that flrms and households
may not be able to fulfill con-
tractual obligations out of
cash flows, if proflits are
sharply cut or if unemploy-
ment is prolonge, is now sub-
stantially greater than earlier
in the postwar period.

Anr  altermative {o paying
debts out of cash flows is to
pay debts by drawing down on
cash or marketable financial
assets, which could induce
gross financial dislocations on
Wall Slreet. For the noafinan-
cial corporate sector the ratio
of liabilities to the sum of de-
mand deposits, time deposits
and Federal Government debt
rose from 2.7 in 1949 to 7.1 in
1966 and stood at 10.4 in 1972,
For households the ratio of
liabilities to the sum of Feder-
al Government debt and de-
posits 2t banks and savings in-
stitutions was 3.4 in 1949. By
1966 this ratlio rose -6 .76 and
it stood at .72:in 1972.

Thus for hoeth nontmanciai

corporations and households,

the fragility of ihe financial
system, as measuved by as-
sets which ran be dravm down

to meet debts, s now substan-
tlally greater than at the end
of World War I{ and some-

what greater than in 1866,
System Bfore Fragile Now
Daia on Lhe ilnancial sectors

also indicate that tae financial

siructure is now more fragile
than eavliet ir: the postwar pe-
riod. Cornmercial banks are
the heart, and presamably the
most secure portion of the fi-
nanciai siracture. Over tne
postwa;i period, the ratic of no

" default assets (vash plus 'I'rea-

sury securities) to total assets
in lhe povlolios of com-
mercial banks bas failen from
81 i 1949 1o .16 in 1972 and
the ratin of purchased nmoney
(nepotiable ceriificates of de-
posit, Eurodellars, and fedfera]
funds) to totul assels has risen
from .03 in 1949 to .19 in 1972.
These trends within com-
mecclal banking have been ac-
companied by a large growth
in {ringe financial markets
such as the commercial paper
market and the real estate in-
vestment trusts,

The above is but a small
sample of the data which in-
doades that the financial sys-
tem is now substantlally more
fragile thau it was earlnrw
Inthe postwar peril. Al
though this greater fragility
does not guarantee thai a fi-
mancial disturbance will ac-
cur, it certainly Indicates that
there is a ciear danger that
one might occur. The possi-
billty cannot bhe ignored that
the gowrtturn in income in 1974 |
may trigger financlal dis-
locations mot unlike those of
1966 and In 1972, |

In these prior mini-crises,
the Federal Reserve acted
promptly to offset the destabi-
lizing movements, they suc-
ceeded in aborting the in-
cipient serlous financial crisis. |
However, the Federal Reserve
has been blamed for the later
inflationary bursts. This may

now make the Federal Re- |

serve less prompt in respond-
ing to a threat in 1974 than it
was earlier.

In amy case, regardless of
whether the Federal Reserve
responds promptly or with a
lag, the development of even a
mini-crisis during 1974 will as-

sure that the second half of
1974 will be worse not better
than the first half — and that
at best 1975 will be a year of
stagnation.

'
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