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Confidential and Preliminaxy
Mot e he ghioun He arr Dempons
ass

Towards a Meaningful Macxo Model of the Economy

R. P. Minsky

1. These notes are designed to start a dialogue within the Department among those
who might participate in a cooperative research effort on the aggregate ba-
havioral characteristics of the thoroughly financial American economy.

2, In particular T am hoping for a response from Ed. Greenberg, Larry Meyers and
Fred Raines. I hope thelr response will be cperational in the sense that it
gives us a basis for operating.

3. Aslde from money and glory three coasiderations motivate this amemo:

a) The obvious [definition of obvicus: no need to docusent, can be aszertad
as veing so without citing evidence. Almogt all propesition which are
assertad to be cbviously zime are not wholly true, at hest they are cca-
ditionally true] failure of both the large seale sconcmetyic forecasting
and the monetarist models as guides to economic poliey. [Note that the
criterian for accepting 2 formulation is artfully changed to being a gulde
for policy rather than a replication of chanels or pradiction}, I£
challenged eon this score we will argue that the events of Junae 1970--when
the Federal Resexve's Monetary Policy became that of a lender of last ra-
gort-—just cannct happen within the fraweworks of the macro-ncdels snd the
monetarists. Within our model the evenis of Jume "70 will be 2 systemic
response to monetary coustraint within a pazticular ezpectational and
financial environment; environments which are eandogencusly determined.
Thus "'quasi®-panics" are policy created phenomena and swiltching awmoug
pollcy goals takes place.

in a talk Gov. Maisel irplicitly challenged Minsky fc make his ldeas
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cperational. (He has since avoided facing up to implications of his ve-

matks). What operational as used by Maisel mesns is, I belleve, metric-
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even though the metric formulation may only be possible by wmeans of data
corruption and the use of corrupting esconometric techniques. However, the
Maigels of this would will not be satisfied unless equations with esti-
mated coefficients are set dowm, regardless of how corrupt the data and
how corrupting the techniques used in eetimation. [We will have to make
much of corrupt data and corrupting techniques~~I will try to give a pre-
cise definltion later].

¢} Harry Johascn, in his Ely lecture at the mestings in Ietvolt, sei out
zuldelines for over-throwing a ruling orthedoxy, even if what wou have to
offer iv its stead 13 neither essentially different, new, nor vaild. If

4

nous formuwistion

s

zhe Johnson foramuls vielded transitory success €or a was
such 238 Frisdman'’s womercyizm, it ghould certalnly yielid s durabls success
for g deep and meaningful altsmmative such as we (editerial) will preposa.
There are twe convevrzsimg orsthedow positionz that ere wvipe for chalianze znid if
wa snail over-

challenged in a proper TarmeT thay should be reasdi

- L o 3 ~— ¥ oy ——— sy 5 ey ERET s Ton ampe .
throw). The two poziticns asie the vuigar Keynzslanism of the large-sculic manzo-
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nodels (Kleln, Ckum, Wichigar; Modiglleni may bo
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and the superficially subtlie but fundamentally crude acnctavirm of Frlsdaen.

"he wulzar Reynesianisu of Patinbiln ead Medipiisel {1583) fs 2 basiazd formula-
tion, tha deminant genetic traits ave derivasd from fhe quantizy theorxy and the
Fayoesizn heritage is nuted or muraled. The Quantiey Thaouy of

2 refomulation of tha standard fmproperly specifiad ldguidity prefevencz fume-

the fuaazity Theory asswumed tvhe stability of a fenction and not 6f 2 valuve that

arrver had a2lready been well

negaiively sloved L.¥. funeikfon. Obwvicusly hoil: Hicks and TFrisdsan are in
evror. Tor “he LM or the deuand for momey fumeticn to ve stadble then zithex

fiasncizl inevituricrns are 1) invariant or 2) irzrelevav: or 3) instditaiional
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change is a stable and reversible function of interest rates. In the Ualted
Srates over the period since World War II even the most casual observations

heard witness to the herolc nature of the implicit assumptions made in order
o assert the stability of the money related function. [Note that if instiiu-

tuiional

It

tional changes are endogenous, during periods of expansion the inst
changes can increase the potential for instability by way of rapid disinter-

mediation: it is the new, or exotic, intermediation which is most vulnerable.

As is often true of controversey, the move haated the dehare the swaller the

substantive differsnces between the partlcipants. Toth the standard Amerdican

Xeynesizne and the Friedman monatarist views are conservative, in the sense

that they aver that by ths correct application cf salizcied monetsry and Fizcal

policy imstruments the econcmy as it is now organizaed will tend

always operatiag in a sociaily satisfactory manner. A szrigfastory mode of
oparation of the economy is most often deflned in
lavel changes. Differences as to what

price

¢ory state—-1l.e.; accepiabli: mmemp loyment

seuce the fact that both ¢ha Yeynesians and

correct application of thess limited p olicy instrurants will assuze that a

sagisfactory state will almost rule. Te bovh achools
mental structural reform or the additdon of exciic po

and fiscal policy are
Jchason polats out that zsn important

soclal policy problem and perhape a soelal view that tne

the approved pollcy instrumenis do not succeasfully handla. The zmargense of

an extended period of sluggishness accompaaied by continuved inflation a2z welli

zz the ccutinued unsatio;ac?orﬂ diseyi

23

re the soclal probiems thet nelther the standard American M
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nonetariscs faca. A theorem that i any
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on policy instruments achleves extendad full employment then inflationary
financlal and investment reactions will set in, so that either accelerating
inflation or a ’crisis’ followed by extended sluggishness and unemplcyment re-
seles 1s superficianlly consistent with recent observations. It is also
radical, especially as it flles in the face of the lateat perfectionlst phi-
icsophy of America. Thus the proposition "American (Financial) Cepitalism is
inhzvently flawed" 4c an altermative to the naive topianism of both the
Yeynasian and the Friedman viaw.

The extanded get of pollcy insirumants nacessary t©o achieve stable growen with-
in 2 essentizally capltalist environment may involve invastment Iigceasing and
conirels over prilvate aon~Finaacial ovgarizetlon 1liabiliiy strustuves, in addl-
tisr ¢o wage and oelos restrlciions. Thess extendsd policy instruments inpls
st ifssues of the defindcior and distribuilen of income wlll n2ed o e fzced.
I do not ¥ney whather i: fs poszible o derive from the macro-scozomic flaws

of capltalism, argoments te the effect that cepitalisn cannot solve probisns

2f ooliution ete. I¢ would be nize 1f we couldl

Jommson 2iso podnts cut thaz the orthrodoxiaes tend (o be Tzal aad tschanologically

basad--aznd the relevant zocaomic problen araas sve wonetary {ov fimancizal) sod

1

saz recaat formnlations by Friedman and in the later 8¢. Louls wedals. aras caec

Az 2 winlmum e propogsed wodel will be basad upon grose secteval liabiliny

sirueturas lecombined not cousolidated balance aliaets). In prinsipal secioving
will b2 deterwmined by how the warilous componeate of final demand ave financed:

thaa pon-durable conswapilon are those expenditures which ars

oui of wege or other current income, durable consumpiion espanditures are
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financed by consumer creditz, bousing by mortgages, investment by business re-
tained earnings and business deficits, etec.... As a result of thesa financing
considerations sectoral 1iability and aseet structures affect spendinz. The
sectoral consumption functions should include not only stock market valuations
of equities but also the payment commitments of households on warious types

of financial contracts. The amount of refinagmcing of debt, as w=ll as the re-
payment and emission of new debt by the varilous sectors bacomes imporiant - an
wall as the cash flow from operations. HNote that such a model would al have
to call for changes in data sources and b] have to prozy desired data by
using what is available. As a result of the lack of txuly asppropriate data
many opportunities can be created In which data can be corvrupted. Thus we can

-

oersist uatll empiricsl resulis are achleved that 2
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wa wish to prove. [As this section has evolved it becores clear that we look
at tue entire siructure of the ecomomy in terms of aggvegaitivg units that are
homogeneces with respect to their fipaneial sivucture., In Fsyaes’ formulation
concumption fimansed by wages, dnvestment by uszs of furds from fiparcdal
arkets. Im 1970 wmay need to further subdivide units. Perhaps honacholds

wiith substantial firancial asssts ave diffszreat from others efc.)

nathodoleyy must become suspact and to lznd force o ©

native scientifically valld methodology wmust be advancad, The
for a crisis coriented viesw exist for only a short time. Thus svevagzing over
time corrupts the data by atienuating local peaks and freughs.

vew numbers are often presentad 25 averages.] Seasonzl adiuvsizenis also ooe-
zupt data [witness the seasonality of financial crisss prior to Fedaral Hesearve

Sy=tems). One ohvicus mzthodolegical pointe willl ke to demy the lagitimacy
P i e~ o



[Definition: Data is corrupted when relations drawvn from the theory to be
tested are used to adjust, edit, censor or otherwise transform the data.
Corrupt data are only in part observations on the world, im part they are
generated by the theory which in turn they are to test. A corrupt experiment
is one in which the proposition being tested and the data used tc test the
propositions ars both derived from the same theory. Ideas such as that of
Slu:sky re moving averages are useful in arguing against permanenting income. ]
From the doctrine of cerruption, it follows that a necessary condition that
empirical work must satisfy if 1t is tc be valid is for it to be enlightened
by a clear statement of markei processes that would produce the asserted ve
lazlon and by some evidence that such market processes in fact take place

nis econometric work aud institutlonal aralysis must be integratad; in var-

3

cular institutional consistency is necessary for the resuelis of econonetric
res2arch to be accepied. The as if aethodology nct bsing disciplined by the
nead to soeclfy mechanism is raslly a license to corrunt., Similerly ths best

fit criterion for relations ia macro~models opens the way o corruption:

Pl

after 21l the

3

statictical character of the often corrupted data used in such

£
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pedal building almest always do not conform to the specifications of the
rtarnistical modal used in deriving best filt critsria.

Johuson points ouz that a successful new orthodory will ¢hrow out zome rala-

The fundamental throw

Y

ioms from the old and {ntroduce scme new relations.
awa? will be the producticn function. The production functlion is to be
attacked as a construct which dees not yield useful theorems. In its place
will be the valuaticn of a fivm where a firm generates future casa flows,
Expacted cash flows for a firxm will be total zravenue minug those ltrens that

.

go into making up total variable cost. The valuation of the firm will de

1 5 o . ) oy — ~ . e
pend’ gpon visk averszion and the expected distribution of <arnipgs. A state

reference view of uncertainty combined with risk aversion is used to determd
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the value of the firms capltal. The likelihood of different states of nature,

the probability distribution of output in each state of pature and the visk
aversion of portfolio holders determine the certain value that will yield
utility equal to the expected utility of the uncertain choices. Changas 1n
these likelihoods and preferences will change value ylelding utllity equal to
expected utility: the crisis generating mechanism as well as the attenuation
of the m=mory of a crisis are used to endogenocusly generate changes in expec-
tations and preferences.

From the valuation of the firm and the supply price of capital the demand
price for various producesble items that can enter firm's pzeduction procasses
will be derived. Supply orice of such items is a function of wages aad the
pace of production.

In particular the valuation of a firm is sensitive to lishilicy structurs and

=

the desired liabllity structurs responds to subjeciive vieys as to the fukure

b if we coneidar

of the ecoaomy as well as preferences with resp
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a probability distribution of total revenue ainus out of pockeb coeis the
liability structure of the £irm tells you hew much of this residual flow is
commaltced. During a period of asuphoric investment demanc khe views as to the

future of the eccnomy are such that entruprenuersfcel they can safely pledge

portfolio holdevs prelerences are such that they feel they can told such in-

srruments. The ratieo of commitments to expsacted Flows ifucresse, but chaugzs
in expected frequency distvibution and iu prefevences are such that ohfaciive

detexdoration is accempanizd by subjective zpureciztion. In the U.S. this is
transformed igto a stock market boom.
A chznge in the view of what is forthcoming =2z w2ll as a2 change in preferences

can lead to a sharp fall in asset {(stock axchange) valus as well

boed

in desired liability structure so that firms use cash flows to clean up balance

sheats ere.
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16. Along side this real "liquidity" phenomsna are the phenomena of the evolution
and innovation in financial usages and institutlons. This elso is cyclical,
being induced and facilitated by an extended boom, The process accelerates
a8 the boom 1s extended in time.

17. To summarize the model is to be an extension of tha fellowing propozition:
American capitalism contlnues to have its historic cycliczl propensities but
the dmpact of these propemsities has been attenuated by the 1 large imcreass in
the relative share of the Federal Govermment. Never:theless the fundumental latent
time path of the economy is strongly cyeclical,

i8, One further note: the paradigm for both standard Kevnesianism and monetarism
is that of sither static equilibriuvm or steady growtn. Tae paradignm for cur
alterpative will be business cycles. Jean Rcobinson et. al. have €allen into

discuss the behavior of a steady zrowtn

f!)

u

Zrap wrien rthey want

[s4]
(o

preductivn functicn is a guide te investment and hepce iacome distribution

s
1

is thrust aside when {1) cyeclical uncertainiy dominates productiviiy consid-

guasi-reuis

erationg In investmens decisions ard (2) the size of gros:

{u

depend up system performance
19. Ic formal model counstruciion we thrust aside as ivrelevant
upon a nwodification of a barter formulation, vatrther we ingis

with a fully devaleped financial system. Money is not a

iz cne form that the flasucine of

becona the aumerzire, Menes

goods takes place: mouney holdings jus

Iaterest, albeit indirect {liks insurance pol

couvse If there exists a govermment with a debt, monay may represeni a pro-

priztory interest in the debt. Cammodity money offers no difficelties. |
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T don't know whather from the above 2 proposal can be formulated. Obviously
such a proposal will require the corruption of my ideas, after all we cansot
expect N.S5.F. to fund research whose first premise is that everything that
the N.S.F. has funded in monetary cr macro analysis has been irrelevaat if

nct foolish and perhaps downright harmful.
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