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Silver Market Crash Unveils

. Intricacies _uf._F_manc_naLStru.cture_;

. By HYMAN P. MINSKY

* A smug attitude about the
strength and resilience of the
financial structure following
"the apparent resolution of the
‘Hunt/Bache silver episode
without a catastrophe: David
Gartner of Lhe Commoditly
Futures Trading Commission
icalled what happened “free
Lenterprise at Its finest hour”.
| Such accolades are not war-
’}ranted. The crash of the sllver
‘market revealed.that funds
lare avallable for large deals
iwhich vlolate basic canons of
(prudent finance and that when
 these deals unravel the viablll-
ty of financial markets and
Linstitutlons- can be endan-
.gcred
.The flnancial structure has
! become increasingly convolut-

‘ed. Household and business’

Ldebts are much greater even
as banks and other flnancial
: Institutions use liabllities that
{are both expensive and vola-
ltlle to finance positions' in

: assels with substantial market |

[risks. The current collapse of !
| standing debt.

b the long-term bond and mort-
“gnge markets is accentuating
the trend toward the usc of
Lshgrt—term and volajile debts.

Dr. Mlnsil(y is professor
! of economics at Washing-
Lton University, St. Louls.

s & . o —————

" Even where operatlons yield

substantial cash flows, finan-
cial arrangements now involve
more rolling over of debt than
would have been deemed pru-
dent just a few years (or
months) ago. Judependent of
the use of credit to finance
speculatlons, the financial
structure is much more fra-
gile than it was earlier in the
post-war era. Hunt/Bache
showed that the unraveling of
speculatlon can be the trigger
for a cumulative debt-defla-
tion. Fortunately as yet that
has not laken place. -

In our econcmny borrowlng
and lending takes pluce on the
basis ‘of margins of salety.
For well structured loans the
value added in the borrower’s
‘operations are expected to be
more than sufficient to meet
payment commitments. Inter-
'est payments are an appoint-
ment of value added. In ar-
‘rangements such as Hunt/
Bache the 'asset Is inert; it
-does not generate value added.
In such cases Interest, as it
accrues, Increases the out-

This accrued Interest Is In-
come to the lender, which can
finance spending. Spending [i-
nanced by such accruals Is
inflationary. Furthermore, be-
cause the ' accruals Increase
_total debts, they lead to up-

"ward pressure on ‘lnterest

ety BT s L e

.rates.

Debt will be avallable to
finance the holding of inert
assels only'if the expecled
rate of appreclation of the
asset is greater by some
margin than the inicrest rate.)
Howaver, a speculative boom':
Increases the demand for:
credit which puts upward!
pressure ‘on interest rates. It
leads to. interest  rates that|
appraach the expected rate of |
appreciation of the ‘asset.;
When this happens the margin’
of salety evaporates and- so,
does the avallablllty of credit.:
A speculative boom Is a self-]
limiting process. .

Any banker knows that lf
debts can be paid only If:
assels are. sold, then the as-
sets owned, must be a small
portion of an actlve market,
for only then can the posllion
be liquidated without movmg
the market. .

Thus, two canons of prudent; '

finance — that speculative
booms are self-limiting and
that positions must be salea-.
ble — were violated in the:

Hunt/Bache affair. Thal this t

I

The crash-of the'
silver market. re-:
vealed that funds are’
available for large.
deals which violate
the basic canons of

i
‘o

prudent finance.

"could- happen is a basis for’
apprehension. Somcebody is not”
_minding the slore.

Thin margin financing of
land held for development is.
financially equivalent to the

development slows. Institu-
tions deeply involved in such
flnanclné) are likely to be
“problems” in the coming
months.

" The present laut finanmal
posture is the fourth crisis-,
prone sltuation since 1966. The.
prior episodes were the credit
cruch of 1966, the liquidity
.squeeze of 1970 .and the deba-
cles of 1974/75. This history
shows that since the mid-1960s)
ithe normal functioning "of our
reconomy perlodically pushes:
Jt to the brink of a financlal.
,crlsls ’ !

" Going to “and even past a
ibrink doesn’t mean that g.
““free fall” into a full- ﬂedged,
depression will follow. There.!
:are safety nets. Lender-of-last |
resort Intervenlions by the
Federal Reserve and the coop-:
erallng public and 'private:
Institutions prevent a-"Treoi
fafl”. In the Hunt/Bache ‘af-
falr the .“safety net appnr--'
ently conslsted of (1) thel
‘aceptance by credltors of as-i
sets In lieu of each, (2) the)
_availability funds to ﬂnance'
these creditors, and (3) inter-|
vention by authorities whlch;
‘eflectlvely put a [loor w silver
prlces N

If the events of March quali-
-fy as a “finest hour”, it might
very well be for ‘‘cenlral
banks" mot’ l'or “free enter-
"prise’ SO SR T

When the problems of the
Franklin Natlonal Bank be-
;came evident, Federal Re-.
_serve loans provided [unds
which enabled Franklin Na-;
Itional to honor: maturing
‘debts, Furthermore, the Fed-!
‘eral Reserve stood ready to

| discount!l_without Jimit- if;

Hunt deal, once the pace of °

" malters"”,

necessary lo prevent a ‘‘pan-
ic”.. This lender-of-last-resort
response and a massive Fed-
eral deficit made the 1$74/75
recession short and mild. "=

Ald to Inflation

These interventions also as-
sured that Inflation, which the
recesslon decreased, would be
even fasler within several
-years. Today’s inflation is
largely a delayed response lo
the policy maves of 1974/75.

The polley actions of 1974/75
really matlered in that  the
course of the economy over:
the past five years was largely
determined by what was done
“at that time. We are now'in
another period in ‘which pohcy

matters. What the Federal :

Reserve does as a lender ‘of
last resorl, the course ‘of
"federal spending and taxing
and the reactions to exchange

rate pressures over the rest of .

this year are likely to detér-
mine the course of the econo-
‘ my over the next five years..
Because each financlal crl-
sis is unique, pollcy Is a mixed
game of chance and skill.

Because of the many dimen-

slons of loday's apparent i
nanclal wegkness, chance
looms larger than hitherto in
determining the effect of poli-
cy initiatives. Mechanistie pol-
icy, guided by simplistic slo-
gans such as ''money only
*‘balance. the bud-
. get”, deregulation” or “sup-
t ply side” and unenlightened by
{insights into the complexity of

.institutlons and usages, Is like-\ *
ly to make thlngs worse, not

- better. :

' For the pure sclence of
' aconomics, 1980 will.be.a
critical experiment that
,should teach us much about
"the behavior of capitalism
under stress. For those .who
.will live in the 1980s both
likely outlcomes to- today's
_Inflation — accelerating infla-
. tlon afler a brief respite.or.a

osevere and prolonged  reces-

..slon. = . are. unsatlsfaclory.

Thorough structural reformsg.

which reflect an awareness 0[

the instahility of our economy,
are necessary. Unlurtunately,
such reforms are not now on

the agenda.
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