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Ti:e Flnencial Instability Hypothesiz: An Altarnative View

Th.anks to the discussionl triggered by Professor Milten
Friednan's two articles2, in which he finally put Sotvihgan -
‘explii:it model that embodied his views, it is now evident that
the monetarist - income expendlture controversy wis, and remaing,
a confroversy within a school - in this case the schooli's label is
the nee~c¢lagsical synthesis ~ rather than among schoels. The
differences between the views of a Tobin, Patinkisi, Brunner~—
Meltzer and Friedmen are much more in the natume »f Guibbles than
in diiferences about fundamentals; thelr views about the basic
behavioral attributes of the economy are fundamen:ally identical.

Devidson, in that symposium, did proffer an alternative view -
which was "put down" by Friedman by iecourse to handwaving and &we
tempeir tantium that‘I suppose vwas intended to pass as wit. Friedman
at nc point met the serious Issues raised by Davidson. Fox
examplz Friedman writes:

Friedman: Comments on the Critics
V.P.E. Sept/Oct 72 p. 223

"The four chapters {12, 17, 20 and 21) Davidson refers to
contain many correct, interesting, and valuable ideas, although
also some wrong ones, and many shrewd observations are empirical
matters, particularly the operations of finmancial market. But all
four chapters are strictly to the main contribution of

the General Theory." [J.P.E. p. 923]




Chapter 12 in e Cmexal Theory 1o tivled "Thae State of Lon
in
Term Expectations" and it is~this chapter that Keynes discusses

o

uncertainty. He not only refers back to his Treatise on
Probability [GT pl48] but, in the majoy post-general theory
exegesis of his view of his contribution ~ the rebuttal to VYiner's
review in the Q.J.E. - he emphasizes the significance of
uncertaintﬁégshe understands it in the determination of system
behavior& In Chapter(l7 the fundamental rational for liquiditcy
preference - which is that is a worlé of vncertainty money -~ and
other assets which i the terminology used =z Few years ago

have broad deep and resiliant markets - vield a return in kind
(1abeled 1 in the General Theory) iz set out. My view =~ and I
believe this view is fully boxne out by the content of tha much
neglected rebuttal by Keynes to Viner-fis that no interoretation

oy The Gemerzl Theory which treats cheprers 12, 17 and 22 (Notes

cn the Trade Cycle) as pervipheral and as "gossip" is true to
Keynes. 1 also happen te balieve that such zn interpretation
leade to a view of capitalism that fs both wore veidd and ugeful
than the vizsws of the nec-—-classical synthesis whether in the
monetarist or the incgme-expenditure garb.

Friedman cavalierly dismiszes Davidson's call for a serious
consideration of wncertainty by remarking thar in tls, Frieduan's,
analysis “Uncertalaty moy no: be ezplicitly mentioned, but it

certainly is taken for grented throughout the analysis." p923.
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But what is singularily at issue 1s what is meant by
uncertainty - and Keynes in his rebuttal to Viner was most clear
in differentiating his views fpom those who in modern terminology
assume a stochastic disturbance with zero mean and finite variance as
beilng added into an otherwise analytically defined relation.

Although I cannot claim to have mastered the as usual difficult
paper by Brumnner-Meltzer in that same Sept/Oct 72 issue, 1 welcome
their acceptance of the fundamental Keynesian proposition that

#The dominant wealth effect induced by monetary (and some
fiscal) policies is a change in the price of existing assets
relative to the price of new production (the price level)"
[JPE p952]. This of course is no more than the view explicitly
put forth by Keynes in his rebuttal to Viner. Keynes' liquidity
preference function sets the price of a representative unit of
capiltal assets as a function of the money supply relative to the
supply curve of capital assets. The key argument is that the
liquidity preference function is unstable ~ it shifts - whereas
the supply curve of investment goods i3 a function of the slowly
moving price of labor. The sliuggish movement of prices and usages
is due to frictions currently identified with search and
information costs. The ‘unemployment’ of Keynesian analysis
is above and beyond this frictional unemployment.

An aside and then into the substance of the filnancial
instability hypothesis: the Keynésian view is not that wages

and prices are rigid: they are sluggish in reacting to transitory



excesses and defiglie in markets but they do react, and

versistent excessss and svrpluges will be fully reflected in
=z

#

price and wage wmovements, "Kevnesisn view is that 1f there is

real aggregate excess supply (or demand), price and wage level
change are not efficlent prucesses in removing the excess. That
1s the market mechanism is ssaumed in atandard theory to opexate
so that pzysistent excess - or defiecit - of denand in a mavket

set off an own market process that Is efficient and thus removes
the excess or deficit, Keynes is skeptical that his view of how
markets operate ig relevant for rhe labor market ; counterexamples
are develpped which are sufficlent to upser the full generality
of this view. The significance of Keynes’ Bigow and real balance
effects is that they introduce an indirect (1.e; other market)
reaction which transforms an otherwise inefficient process into
an efficient process.

The Financial Instability hypothesis states that the financial
system of a complex sophisiicated capitalist economy is essentially
unstable and that this instabilitvy iz the dominant facter in
genevality fluctuations in invesiment, and thus in generality
business cyeles. System beghavior is compfunded cut of the
interactions of financial and resl influences; & decision to
invest is always, in such an economy, a decision to emit lisbilities.

A theorum of tﬁis view is that business cycles are inevitable
in & capitalist economy: a slogan which may explain this view is

that "stability is destabilizing'.
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There are two sspects to flnancial instability: (1) financial
innovations in respomse to profit coppertunities; ard {2) variations
ip financiel ratios even within stable financial irmstitutions,
in respense to the financing requirement of shiftixg leading
reactors.

In ordexr to set forih the finmancial instabilliry hypothesis
1¢ Is best to take another leok at the concept of "money’ in an
econcny with fractiomal reserve banking., To a barker his demand
depogits are an instrument by which he finances his position in
sconomy assets, just as the mortgage on ny home 1s the lnstrument
by which my position dn By Livme is financed. Money thevefore
is a speclal type cf liability: its special nature is due to
the existence of units (borrowerxs} which are committed to operate
so as to acquire money in oxder to meet their contractural
conmitment to theilxr lenders - the banks.

During the conglamorate movement of the 1960's, the idea
spread that "funny nonies" were being used in these takeovers:
These funny monies heing combinations of instruments used in
acquisitions. Once again just as for banks and demand deficits,
these funny monies were liabilities that were used to finance
position in assets.

In fact in a capitalist economy amy unit can issue money,
the only question is to get it sccepted. The acceptability of any

instrument te finance pozitions in assets varies over time.



&

The esscentlal way in which uneertainty enfters int> the
operation of a capltslist econony is as a derevminant 3 the lia-
biliry - structure that is acceptable iw the financing of positions
in assets. Fundamontally, a liabilicy iz 2 contractural
comnitment to pay cash, either aleng a given time schadule, on
denmand, or if a specified cosntingency occurs. Fundamantzally a
saet of capiral assets colliseted in a flem is expected to yield

a set of quasi - rents ~ or cash flows -~ along scime time schedule.

What the ilebility etructure does is commit cash Zlows.
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