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Introduction

The financial instability hypothesis is a theory of the
behavior of a capitalst economy that is sophisticated in its
financial usages. This theory leads to the conclusion that
economic instability, as exemplified by financial crises and
business cycles that encompass inflationary booms and deep and
prolonged depressions, results from the normal functioning of
such a capitalist economy. Instabilily of financial markets
(the periodic crunches, squeezes and debacles), inflationary
booms, and deep and prolonged depressions are observations; they
occur. Neither sophisticated instruments nor-complicated econo-
metrics are required to obsgerve the phenomena. The theory shows
that instability is a result of the normal functioning of a capi-
talist economy.(l)

The financial instability hypothesis is a variant
of post-Keynesian economics in two senses.(z) The first is that
it uses the insights and analytical constructs of Keynes which
“%%%ﬁrthat in a capitalist economy the behavior of relative prices,

production, consumption, and employment (ﬁhe real aspects)

cannot be explained without taking into account the way invest-

ment and the ownership of assets are financed (the monetary aspects.

The second is that it rejects the dominant interpretation of
Keynes which ignores the dynamic aspects of Keynes's thought

by forcing the analysis into the timeless framework used in
standard (Walrasian) economic theory. Furthermore, as recent
experience amply illustrates, the standard economics of today,
which is usually labeled the neo-classical synthesis, is an
inadequate framework for understanding the economy and a poor
foundation on which to base economic policy.(4)

An implication of the financial instability hypothesis

is that the stability properties of a capitalist economy vary with

the structure.of financial relations and the composition of

53)



aggregate demand: the stability properties evolve as an economy
moves through history. It follows from this evolutionary pers-
pective that the efficacy of particular regimes of economic
policy will vary with the immunity or susceptibility of the
economy o financial instability. In particular econcmic policies
that use the neo-classical synthesis as their analytical base
cannot. effectively guide the economy once the conditions condu-
cive to financial instability exist. VWhereas,quite by accident,
the policy prescriptions derived from the neo-classical synthesis
are "not bad" for an economy where the financial structure is
"inhospitable! to financial cfisesfﬂ/&he standard interpretation
of Keynes has always been of questionable legitimacy. Professor
Viner's brilliant review of The General Theory which appeared in

(5)

1637 laid the foundations for today's standard interpretation.

6)

Professor Viner's review prompted a forceful rebuttal by Keynes
The financial instability hypothesis uses the argument of Keynes's

rebuttal as a "pony", or guide, to interpreting The General

Theory. The General Theory is interpreted as laying the ground

work for an investment theory of business cycles and a financial
theory of investment.

In his review Viner indengified liquidity preference
as a demand for money function in which velocity depends upon
the interest rate. 1In the rebuttal Keynes denied the validity
of Viner's interpretation and argued that money directly affects
the price level of capital and financial assets rather than the
price level of current output. Tn Keynes's view, money provides
a yield in the form of insurance against the "felt uncertainties"
that business men and households must face. Each asset provides

a particular combination of quick cash (insurance) and future

income. In an economy with private debts and contracts denomi-



nated in money, there will always -be some subjective return
from holding quick cash. The banking system supplies the quick
cash (money and money substitutes), past financing and investment
decisions yield the stock of financial and capital assets, and
experience and future prospects yield the quasi-rents (or cash
flows) that capital and financial assets are expected to yield.
In financial markets profit expectations from using particular
capital assets in production are combined with characteristics
of capital and financial assets with respect to their converti-
bility into quick cash to generate a system of prices of capital
and financial assets.

Therefore a capitalist economy is characterized by two
set.s of money prices. One set is of current output and the other
is of capital and financial assets. The price level of capital
and financial assets, including common stocks, depends upon
current views of the size and assuredness of future profits
and the value placed upon the insurance against uncertainty
embodied in money. The price level of current output is based
upon labor and material costs and mark-ups. The alignment of
these two sets of prices, together With current conditions in
financial markets, determines the pace of investment. In turn,
investment determines income, . employment and profits. Any
economic theory which ignores the special role of monetary and
financial institutions in determining the price of capital assets
and the pace of investment ignores the central theoretical

problem that the General Theory addressed and such a theory can

have but limited relevance for an economy such as ours which is
capitalist, uses expensive capital assets in production, and which
has complex, sophisticated and ever-changing financial institutions

and practices.



4.

Profits are a central concern of the financial instabi-
lity hypothesis. Profits are the greoess incomes that are derived
from the use of capital assets in producticn, they are cash flows
that are available to validate the payment commitments on debts
and the other financial instruments used in financing ownership
of capital assets and investment, and they are the lure that
motivates production and investment. An analysis due to Kalecki
of how profits are related to investment, government deficits,
the saving propensities of wage earners and the consumption pro-
pensities out of incomes derived from the use of assets is one
of the foundations of the theory.(7) In a capitalist economy
profits provide the linkage between the demand for capital-assets
that results in investment and the cash flows that are needed to
validate the financial instruments used by the owners of the stock
of capital assets that were inherited from the past. Because
the emphasis is upon profits, the financing of capital asset
ownership, the financing of investments and the payment require-
ments imposed by the structure of financial arrangements, the
financial instability hypothesis is explicitly a theory of the
behavior of a capitalist economy; uylike standard economic theory

it is of little relevance for a socialist economy.



capitalism

IT. Keynes's General Theory

Before the General Theory was published Keynes wrote

a post-card to George Bernard Shaw in which he said "I believe
myself to be writing a book on economic theory which will largely
revolutionize . . . the way the world thinks about economic

(8)

problems" On the other hand, Gardner Ackly, who was first
a member (1962-64) and then chairman (1964-68) of the "Keynesian"
Presidents' Council of Economic Advisors during the Kennedy-John-
son era, holds "that Keynes work represents more an extension
than a revolution of classical ideas . ."(9).

If a successful text book, such as Ackley's can hold
that Keynes was basically consistent with what is now called
the neo-classical synthesis then Keynes certainly did not

"revolutionize the way the world thinks about economic probléms“.

In this view Keynes

world!s perceptions of how economic policy can be used to make
a capitalist economy work ¢better but did not cause a Copernican
shift in economic theory.

During the twenty years leading up to the middle 1960's,
in the United States and throughout the world did "work better"
than it had at other times. 1In paré this better performance
reflected she.absorption into. the logical bssiss<for policy ideas
that were drawn from Keynes. However what was taken into the body
of current theory is the aspect of Keynes that is least distur-
bing to classical economics:lgqthe work of Samuelson, Modigliani,
Friedman and Patinkin, Keynesian concepts are forced into molds
that make them compatible with the "Benthamite" phitosephieal
psychological base of neo-classical theory. Thus largely'ﬁibbe;
(10) (11)

to the work of Friedman and Modigliani , the behavior
of consumption in today's theory is the result of how rafional
Benthamite households react to either fluctuating (permanent

and transitory) components of income (Friedman) or to the "life



(Malighans L

cycle' pattern of income and spendingA whereas in Keynes and
Kalecki) the behavior of consumption is a "law" which states LuJ'

how—the-lsurplusi-is-ferced-hy institutions and the distribution
{7,@«-;4. L ;V{AM
of income. Thus in neo-classical theory the svings ratio is
an independent determinant of system behavior whereas in
3
o
Keynesiam theory the savings ratio is system determined and
im———— TN ;
reflects 1ndusg;1al structuresﬂj%lnan01ng realtlons, the composi-

tions of demand, and political power.
Both Keynes's announcement to Shaw and Ackley's

evaluation of Keynes are correct. The General Theory proposed

a "research program" for revolutionizing economics but the
program was never carried through; the revolution wasaborted.
Instead of a revolution certain surface aspects of the Keynes
structure, mainly the treatment of the government as a demander
of labor and a controller of disposable income, were integrated
into the basic framework of the older theory. The neo-
classical synthesis, which is represented as integrating Keynes

and the classics, is more classical than Keynesian. The revolu-

standard theory was constructed.

Keynes General TheOry‘waS’bornﬁ out of the ewisis.of

cap;tal;amJﬂuﬂ;mm$—$he~Great Depression. The Great Depression

-.f"

r&-usuaiiy‘dated~ﬁsmhaxlng started im 1929.__.~ This depressien.
fe Loin b

was deep and long. _In March of 1933 comblete%bollapsé%%f”
(Ehe United States financiézh;;gzza<;;:;-p&&ee~ When the financial

system of a Capltallst economy collapses, so do the normal modes
of production and distribution. QQuestions posed by 1929-1933 are
"How does the functioning.ef+a financial system affect {he

L=

behavior of a capitalist economy?" and "What carm cause this

financial system to collapse?!



Keynes General Theory is an attempt to answer these

questions. His "revolution" was to construct a theory of the
behavior of a cspitalist economy. To put it quite simply,
since Adam Smith economic theorizing has started from a'model"
of units with initial "bundles of commodities' who then trade:
the real world is to be understood by assuming it is like a Vil-
lage Fair. Keynes changed the model - changed the "paradigm"
to use a now popular word - so that the fundamental economic
act is owning capital-assets and investing. By shifting
the emphasis from trading to investing, he attempted to change
the "place" from which economists viewed the economy to the
Board Room of a business or a '"bank".

One aspect in which the economics that Keynes tried
to achieve and the economics of today differ follows immediately
from the distinction between trading at a "Village Fair" and
financing the ownership of capital-assets and investing on
"Wall Street". A "day" at the Village Fair can be frozen in
time, one can go back and forth from stand to stand and haggle
and comparison shop. Owning and financing capital assets and
investments are always acts in real, calendar time; decisions
are taken which will bear fruit in the future and today's outputs

and payments are the result of past decisions. With time in

n
Keyes comes uncertainty - not as a 'peripheral' adjustment

but as an essential fact of life which "conditions'" decisions.
The framework within-which. -units-behawve is different in the
two theories. The neo-classical world is one of certainty and

certainty equivalents in which rational behavior is based upon
Fahooaf
sure knowledge of how the economy works. 1In Keynes the decision

i ok

makers are aware of -the basic uncertainty that goes with time
T

and that any theory ene-may .held of how the system works is at

¥
I I | SR

best a highly conditional hypothesis.
weg s L LedCs . ; : o il F i o8 | SPURPAPEE, Y € pned!



Keynes's General Theory, which is optimistic, was

born in the climate of despair that followed the collapse of

the financial system. The central theoretical problems taken

up in The General Theory are "Wwhat determines asset values' and

How do asset values affect investment under capitalist institu-
tional arrangementsam One of the theorems that zg;:Jout of
Keynes' analysis was that the government could offset some of
the i1l effects of fi}np@a@% instability and fluctuations in
investment by fiscal policy actions. This theorem was seized
upon and integrated integrabted-into models of aggregate demand,
even as the analysis of asset valuation and the elements making
for instability were neglected. TIn this process Keynesstheory
was vulgarized into a set of simple minded policy recommendations.
If we "date" events we 'can get an understanding of
why the Keynesian revolution was aborted. The Great Depression's
climaGEZic event was the collapse of the United States financial
system in 1933. The United States, and with it the rest of the
capitalist world, began a struggling recovery after the spring
of 1933, but the great depression had been so deep that by 1937
the recovery was only partial. During this long struggle up
from the "pit! of the Great Depression many reforms were
instituted in American capitalism, These reforms which were
largely "in place" before the 1936 election, changed the way the
financial system operated.

Keynes's General Theory was published in 1935/36.

The major reviews appeared in 1936/37. Keynes's famous rebuttal
to Viner, in which he tried to set things right, appeared in
late 1937. TIn September of 19390 England was at War and the
United States was at war in December 1941. The war ended in

late 1945%



During war time the financial determinants of private
investment are of minor or no import in determining system
behavior. During war the behavior of the economic system is
largely determined by the technical conditions of production and
the efficacy of government administrators in constraining consump-
tion and forcing the production of war material. In both the
United States and Britain the newly developed National Income
Accounting, the Keynesian definition of income, and the consump-
tion function became tools of war planning. The same ingredients
became the basis for the post war analysis of economic perfor-
mance. The war time adaptation of some ideas that were consistent

with part of The General Theory became the basis for post-war

economic policy analysis. The "monster" econometric forecasting
models that are so large on the United States and international
scene today are the offsprings of the "physical" wartime planning
models.

But. the world did not stay "frozen" in the non
financial war economy. The peculiar "robust" financial structure
with which the United States emerged from the war became the
transitory basis of a way of "workigg” capitalism in which
financial markets were of little importance., World War TII was
followed by what we can call a Golden Age of Capitalism. During
the years 1045-1066 there was no world wide depression~.and
recessions were short and mild. These years saw an unprecedented
increase and wide distribution of "material means of living
in the United States, Western Europe and Japan. This golden

age of economic growth is a remarkable success story.
During this golden age the naive unsophisticated

fiscal policy version of The General Theory served as an adequate

basis of policy. However beginning with the credit crunch in

1966 the financial system and the economy began to "misbehave!.



10.

Four times since the mid-1960's the Federal Reserve System has
had to intervene to abort a financial crisis: a big depression
seemed imminent in 1974/75.

With the emergence of financial instability capitalism
has begun to behavgg/:n its "normal" fashion. However the
cash flow relations of welfare state capitalism are such that the
result of instability has not been big depression but what is
called stagflation. We now have an economy with continuing
inflationary pressures which "lurches" back and forth between
accelerating inflation and threats of a financial collapse
and deep depression.

With the emergence of instability the Golden Age
ended. Capitalism is once again behaving in the manner which

brought forth Keynes's The General Theory . Thus we now need

to pick up theorizing where Keynes left off in 1937 and resume
the business that had been interrupted for more than 40 years:
the business of both understanding capitalism and bringing it
under control. The objective situation is such that a reconstruc-
tion of economic theory on the foundations laid down by Keynes

more than forty years ago can now proceed.
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IIT. A Statement of the Hypothesis
The financial instability hypothesis adds to what is
explicit in Keynes an analysis of the consequences of liability
structures that develop as positions in capital and financial
assets and increments to the stock of capital assets are
financed. The view of the economy is explicity from "Wall
Street" or "The City". To an investment or commercial banker,
the primary question in financing either current activity or the
ownership of assets is "How is the borrower going to get the
cash to meet the commitments on the contracts?!
To a banker economic activity generates cash flows.
Profits (Keynes's quasi-rents) are the excess of cash receipts
over those out of pocket costs of business that are required
for productien. Gross profits, net of taxes but inclusive of
interest payments, are the cash flows that enable business to
fulfill the commitments on debts. It is perhaps worth emphasizing
that profits in what follows is the gross income after taxes (12)
due to capital-assets; it is not the profits of the "accountant".
As has been argued Keynes's theory and the financial
instability hypothesis are based upon a different set of questions
and a different perspective than neo-classical theory. Neo-
classical theory begins its "thinking" about the economy by set-
ting up trading games in which households go from an initial
commodities bundle to a preferred commodity bundle. This
approach is a Village Fair perspective. The financial ingtability
hypothesis begins by examining the financing of activity and the
profitability of owning capital-assets. This approach is that
of the board room, the perspective is of a banker. The economy
is clearly capitalist.
In the Wall Street view the exchange of money today

for money later is the key economic transaction. The money
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today may involve exchanging money for a financial instrument,
an exisisting capital asset, or investment output; the money
tomorrow may be interest, dividends, repayment of principal

or the gross profits after taxes from the use of capital assets
in production. The Wall Street view cannot be static. If
"vesterday's" debts and capital asset acquisitions are to be
validated it will have to be by today's and "tomorrcw's" cash
flows. Furthermore the theory shows that "today's" @nd
"tomorrow's) cash flows are largely determined by investment which,
in turn, is undertaken because business men and bankers expect
their decisions to invest to be validated by future cash flows.
Investment takes place today because business men and bankers
expect investment to take place tomorrow.

The cash flows that validate debts and the prices
paid for capital assets are profits. What determines profits
in a capitalist economy? The neo-classical answer, which is
that the technical marginal praoductivity of capital generates
profits won't do in a world where output fluctuates and market
power ecxists. Once a cyclical view of the economy is accepted,
the production function construct as a determinant of either
output or of relative factor remunerations becomes superfluous.

The existing system of short-run costs relations
for the different outputs which reflect technical capabilities
as embodied in capital assets and current input,  largely
labor costs,are the appropriate starting point for the analysis
of profit flows. Thus the analysis begins with a set of
functional relation between out-of-pocket costs and ocutput.
When cost curves are combined with market conditions, demand
curves that vary with aggregate demand are translated into
variations in gross profits. If Qg%ss profits are large enough,

the debt structure and past investment decisions are validated.
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This formalization shows that a capitalist economy only

works well as an investing economy. Investment generates
;rofits; profits’by generating cash flows that can be used to
repay'débt make the issuance of debt possible; and expected
profits affect the demand for investment output. Investment
takes place because it is expected to yvield profits in the
future, but these profits will be forthcoming only if future
investment takes place. Profits are the carrot and the stick
tht make capitalism work.

Profits exist only if  prices exceed unit labor and
purchased'input costs. The price system for current output
allocates profits to particular productions. In the simple

model, where government and foreign trade are not takenf;ntr

account, prlces and outputs adgust so that profltb equ 1;

enged _Hlv?'s‘cmenu. "l;he determination of relative prices and o t“la scale

takes place w1th1n an aggrﬁiate environment that is given by the

|
;yarticul ;/c abouss
! W

i i

R Y

need for proffts to equal investment.

This theory of profit determination and the -
identification of profits as the flow from the income generatin

system that is available for the fulfillment of business debt

contracts is one ingredient to the financial instability view. Thisg

ingredient leads to the proposition that current investment,

the simple model where government and foreign trade do not loom

large, detehmines whether or not the financial. commitments on

business debts can be fulfilled; in particular, at a suffipiently

low level of investment, .income and thus profits  a significant

(

proportion of the contractual commitments on business debts cannot

be fulfilled. Fluctuations in investment determine whether or

not debts are validated; the question that now has to be addreased

is why does investment fluctuate.

[}
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If we assume, with Kalecki, that workers spend all
they earn on consumption and profit receivers do not consumer,
we get
1.9/ = I (profits equal investment)

This is nothing more than a restatement of savings equals
investment.. However, Investment is a function of PK, PI(I)’
ET , and Ext. Finance. (PK = price of capital assets,

PI(I) = supply price of investment goods as functions of the
pace of investment, E[T = current and expected profits and Ext.
Finance = external financing conditions),

Thus

$'. I —T

Investment calls the tune and cash flows and finance affect
investment. It can readily be shown that

2. 777 - I + Df,

when Df is the government deficit and 7] is after-tax profits.

e

Furthermore,

3. T§'= I + Df - BPDf,

where BPDf is the deficit in the balance of payments. The
model can also allow for consumption out of profits and savings
by workers.

The important step in developing this model is the
recognition of the different faces of profits in a capitalist
economy. Realized "profits" in such an economy are: (1) the
cash Tflows that may or may not validate debts and the prices
that were paid in acquiring capital assets; (2) the mark-up
on labor costs that assure that the workers producing consumer
goods cannot purchase all of what they produce, (3) the signal
whether accumulation should continue and

e o e e T o &
“(4) the indicatdd of where the surplus should be allocated.
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To answer that question, we turn to the Uinancial
systém and the debt structure. Any "position" (i.e. a set
of owned financial or capital assets) needs to be financed.
The instruments used to finance positions set up cash flow
comhitments even as the assets "in position" yield cash flows.
We can distinguish three types of financial postures.mg))
1. Hedge finance: The cash flows from assets in
position exceed the cash flow commitments on liabilities for
every period. As cash in exceeds cash out in every period the
value of a hedge finance unit is positive for every set of
finite interest rates.

2. Speculative finance: The cash flows from assets

in the near term fall short of the near-term contracted payments,

but the income portion of the near-term cash flows exceeds the

interest cost of the debt and the longer term cash receipts

S .

B

U T e N & et

B

b s e e xRy

e

e

e

are expected to exceed the cash payments. A speculative finance
unit needs to roll over or refinance debt to meet its near-term
financial commitments. The present value of the net cash flows
of a speculative finance unit will be positive for one set of
(low) interest rates and negative for othcr'(high) interest
rates.

3. "Ponzi" finance: The cash flows from assets
in the near-term fall short of the cash payment commitments and
the income portion of the near-term receipts falls short of the
interest portion of the payments. A "Ponzi" finance unit must
increase its outstanding debt in order to meet its near term
financial obligations. Presumably, there is a "bonanza" in the
Tuture which makes the present valué positive. Although "Ponzi"
finance is often tinged with fraud, emeay investment projectJ

with a long gestation period and a somewhat uncertain return
-

(14)

have aspects of "Ponzi" finance. Furthermore the finances
of corporations which are currently making lesses but that

expect (hope) that the situation will turn around have "Ponzi"

finance attributes.

" S

S
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If we write CCC- 25 the contractual cash payment
commitments on debts, Q a5 the expected w “1‘o£'1.tf*x
ox‘”‘cash receipts from’contract fulfillment Mnd6— as the
varizhce of the expected cash flows Ti, &ll for tle ith periéaj
then .we can stétégthe‘expected'cash flow relations at any das
;/ as an inequality or equality between CCCi and 5{*A525. . The

J
[

" A" reflects the margin of safety in the cash flow T relations
b
€

n

that "bankers"require. The expected value of cash receipts to§i and th

1

L. 2 : . . .. )
varience O are parameters of a subjective frecuency distri-

Q.

puticn, This formalization is designed to elucicate the cash '
. . V‘V‘l e,.;.,a_f“. . f
flow relations. Any econometric work based upon this B e

will have %o come o grips witn how the expected quasi-rents [
s . 2 : . . .
end their variance O= arg. to be estimated from historical
), .
Por 2 hedze wit the cash flow relation can e
tated 2as

1. CCCy < % —~)\0"2 1-—— 1, « » « oo vhere A riflects

~

>

", -
the "ﬂarclns of safety™ to offset Mborrowers and lende?s/’
rlSkS of Whlch both‘Keynesana Kelecki wrote. Inasmuch as 5

e borrower
: ER

views the CCCl's as "al10ﬂt ceriain™ and tae Q3 as perfornance

#

deternmined a.,lc'{ the lender waats protection agn vinst default by
naving & maergin of safety between Qi and the COCi, we Lesiae
that there is a large enough A which makes the capitalisation

rate on the cash payment coimitments CCC and the adjusted ex-

ez

ected gu= uasi-rents Q -~ AC Q the same. Let us write this

apitallzation rate K(r), so ;or a hedze unit we have

ge X(r) (T1 - Nele's)
1 X{r) (4 )\02%:1 - CCC,)>0 for 211 rey, i =1 —= 1,

.ﬁ‘ bl =] 3 bl H o
For a soeculatlve it the cash flow relations

ot SRS, TR e e i e TR e r&;a.a«;- NS

2 Cn - s fre
e ““i?'ﬂ; - );;; i=1, =, n. .\
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Furthermore, if we divide the CCC. into the intex ,tjfuﬁJjuwnmtj

or rent¥ payment ¢cc(int) and the repayacnt ol Ll; v g B8 Ty p

amount of the debt CCC,(prin) and if we divide the 9]

he +
into the expected. income Q. (inec)

. i

and the expected capital consumption Qi(Cap Cong) thexn
cee, = CCCi(int) + CCCi(prin) L o= ] esw o
Q = Qi(inc) + Q.(Cap Cons); i = 1 — o

so that a speculative unit is characterized by

2C, CCCi(ln ) Q (inc) ' ‘ i = 1 =-=n

Ed."CCCi(prin):7Qi(Cap Cons) i = 1 ~=n

2e. C0C(int) < Q, (inc) i =n + 1 - oo

2fs CCC(yrin )<f0 (Cap Cons) i = w7 ses o
If once again we fix A so that the same

capitalization rates can be applied to both the contractual

J§
-

1

cash commitments and the quasi-reants we have

I~

2 :
e { — an s el s — e e
2e., K (r) (Qi Aﬁ'Qi chi) 2.0 i 1 oo Tor T
)
E (r) (@ -A6™ g - CCC)
m™at is the present value of the receints and paynent stronnas

is positive for low and negative for high interest rated.

For a2 Ponzi finance unit we have

b ale. 2 '
28, Cuul>Ql - >\6’ .Ql s _ 1 - n

31 fatalel p— = itc .

N . g - g L - )} + 1

_,Qg v 1<Ql "-\{.l 4

The cash oubtflow exceeds the cosh inflow &t every zeriod bus
she final period when the project .matwrest=% . and a "pot of
gold" is ‘received. o, Purthermorsz in the ingoue
flows we have
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Decause of 3a and c¢ the outetanding debt increaccs over periods
1 —— n, If once azain A ig taoken to be so large that the
capitalization rate to ¢onvert the CCC's and the Q's ianto presenl

value is the same we have

e, K(r) ('5:1 —)G'-Egi - CCCi) Z0r &£

- = 2
K(x) ( )", - ©CC;) €0r >p.
i
For & wnit that is investing in capitel assets
cavital asset specific relations can be divided into two D

(r.. = short term interest rates and r, = long term interestd

i 1
rates)
‘ =X (r ) (cce,) i =1, -—n
- 2 :
P, = K (ry)) @26 _ ) i =n + 1, — ©9

i
The CCCi proceed the Qi for the OCCC are the cumulating cosss
of producing the investment cutput and the Q, are the quasi-
rents that the capital sssets will earn as fhey go "on strean'
onn the nth day,.

At the date ign:

bPI >0 and P < 0. Thus there is a

e
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o
!

&
scissors effect on investment projects due to rising interest

ratesy The costs of investment output rises even as tic
i .

{

o, Ifcis alsc to be noted that =a speculative uni%‘ ;

B ! #

¢an become,. Ponil unit as "refinancing" takes place if the

present value of the capital-asset falls. / / ;

CCC. need reilget higher inférest fatesb A hedge unitt can
becone & specuiative unit if the quasi-rents fall or 1 the
cash payaents due (thg_CCGi) cn debts rise eithier becauss
interest rates increase or "tight money".leads to & shortening

of the term to maturity cr of the amortization schedule 3 detis.
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External finance and interest "rates" enter the
investment process at two quite different stages. The
production of real investment takes time and the early-on
costs are compounded at the short-term interest rate in
determining'the sales or offer price of investuent output.

This is beautifully illustrated in the way consiruction is
financed in the United States. The Ffinancing of a construction
oroject involves the drawing down of funds at a banlk; obviously,
the sales or offer price provides for the rescovery of the
principal and the interest charges on those funds. An.invest—
nent good, once delivered and "at work" in a production process,
is a2 capital asset. As a2 capital asset, its value is thae
present value of the gross profits after taxes that are liputed
to its participation in economic activity: the present value is

inversely
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related to the discount rate and positively related to the expec-
ted gross profits.

An investment project with a significant time to comple-
tion can be considered as a commitment to make payments at
particular dates for both labor and the purchased components.

The "credit!" or "borrowing" embodied in the project accumulate

as the project proceeds from its initial design stage until

it is ready to start up. Thus each particular project gives

rise to a rising and increasingly inelastic demand for financing
as it proceeds to its completion. An investment boom - whether
it is a boom in construction, the production of durable consumer
goods or inventory accumulation - leads to a rising and inelastic
demand for credit.

If the supply curve of finance is infinitely elastic,
then finance doesn't serve to constrain investment. As higher
investment leads to higher profits, there are strong incentives
for further increases in investment. This recursive process
leads to an inflationary investment boom. In time either the
internal workings of the banking mechanism or Central Bamnk
action to constrain inflation will result in the supply of
finance becoming less than infiniteiy elastic, perhaps even
approach zero elasticity. The combination of a rising inelastic
demand curve for finance and an inelastic supply curve of finance
implies that short-term interest rates increase rapidly.

Sharp increases in the short-term interest rate
raise the prices at which producers of investment goods
recapture their costs. Sharp increases in short-term interest
rates lead to a rise in long-term interest rates, which lead to
a fall in the present value of the quasi-rents that investments
will yield once they become capital assets. Rising short term

interest rates shift the supply price of investment upward even
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as the rising long term interest rates shifts the demand price
for investment, which is derived from the price of capital
assets, downward. This "scissors" will lead to a fall in
investment, which lowers profits. A decline in profits leads

to a decrease in the margins of safety between the payment
commitments on debts and the profit cash flows of firms. Higher
interest rates and a decline in profits will shift some firms from
being hedge to being speculative, from being speculative to being
Ponzi. For some Ponzi units the prospect of a "pot of gold"

at the end of the cash flow deficits that is large enough to
offset the now greater deficitsg becomes dim or vanishes.

A recursive process in which the decline of invest-
ment leads to cash flow problems which lead to further declines
of investment can continue even on to an epidemic of
"present value reversals" in which the supply price of invest-
ment output lies above the demand price for capital assets for
a broad range of normal investments. When this happens invest-
ment and, with investment, profits collapse. Once profits col-
lapse, the cash flows to validate even initially hedge financing
arrangements will not be forthcoming. Financial crises will be
part of this recursive process. Wide scale present value
reversals are a key step in the generation of deep and prolonged
depressions and a graduaﬂ,”reversal of the reversals"
characterizes the recovery from deep depressions.

The essence of the financial instability hypothesis
is that financial trauma occur as normal functioning events
in a capitalist econemy. This does not mean that a capitalist
economy is always tottering on the brink of disaster. There
are situations where hedge financing is dominant; such

robust financial markets are not readily susceptible to debt
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deflation processes. There are also fragile financial structures
in which speculative and Ponzi finance looms large. The normal
functioning of an economy with a robust financial structure is
both tranquil and, on the whole successful. The first two decades
after World War II can be characterized as possessing a robust
financial system and these were golden years as measured by
employment, price stability and growth of gross national product.
Tranquility and success induce increases in capital asset prices
relative to current output prices and a rise in (1) acceptable
debts for any prospective income flow, (2) investment and (3)
profits. These concurrent increases lead to a transformation
over time of an initially robust financial structure. Once a
financial structure includes a sufficient weight of speculatigé
finance and "Ponzi!" finance, such as the interim financing

of investment, then a run-up of short-term interest rates, when
the demand for short-term financing increases rapidly as during
an investment boom, will lead to present value reversals in
which the cost of some investment outputs becomes greater than
the value of capital assets being produced. 1In these conditions
the take-out financing will not be forthcoming. This leads to
another round of declining asset values, so that additional
capital asset values fall below the supply price of investment
output. This leads to a further decrease in investment. But
decreases in investment, by decreasing profits, makes things
worse. The market reactions set in motion by a decline in
income in the context of a financial structure that is heavily
weighted by Ponzi and speculative finance makes things worse:

the underlying markets are unstakle.



The above exposition of the emergence of a financial
crisis does not rely upon chaq}ng expectations or changing
views about uncertainties in order to generate the present
value reversal and the threat of a financial crisis. During
the expansion phase each increase in investment increases
profits. Higher profits makes the carrying of debt easier -
cash flows are increased when investment increases. Increased
internal financing becomes available when profits rise above
anticipated levels. The past success of the enterprize, as
measured by profits achieved, indicates that this increase in
profits should be "levered" so that future profits can increase.

Stability is destabilizing, not initially to a reces-
sion but first to an investment expansion and prosperity. The
endogenous determination of financing structure as a reflection
of the past behavior of the economy means that the financial
structure becomes more susceptible to a financial crises even
as business men and bankers extrapolate the success in fulfilling
financial commitments into a diminished likelihood that a finan-
cial crisis will occur.

The business cycle theory;that follows from the
insights of Keynes and Kalecki, once some detail about the
functioning of sophiticated and complex financial system is
added, is not based upon any irrational behavior on the part
of business men . or bankers, or on any swing between an
unwarranted euphoria and psychopatic pessimism. Tt is the
world that is irration..l (nay uncertain) not the bankers and
buginess men.

However in the world as it is there are swings of
euphoria and pessimism. These exacerbate but do not cause

business cycles.
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IV. The generation of profits

There is no need to repeat the demonstration that

Gross Profits = Gross Investment once particular behavioral.
relations are assumed. These behavioral relations can be
relaxed, so that Gross Profits Net of Taxes = Gross Investment +

Export Surplus + Budget Deficit - Workers' Savings + Capitalists'
Consumption can be shown to hold§15) These Kalecki relations,

in which profits are generated by the way the economic system
works in terms of investment, government size and scope,

foreign balance, the consumption habits or workers, and the
distribution and use of profits, link the income generating
process under capitalism to the cash flows embodied in thc
fizancial structure.

This is so because Gross Profits after Taxes are
the realized Q's that enable cash payment commitments, the
CCC, of firms that use debt to finance control over capital-
assets, to be satisfied. Whereas current profits determine
whether units can fulfill their financial commitments, antici-
pated profits determine the willingness of bankers and business
men to extend and to take on financ%al commitments.

In the capitalist economies that existed prior to
the 1930's peacetime governments were small. There was no
"potential" budget deficit that was “large" relative to gross
investment. 1In such an economy variations in gross investment
were well nigh fully transformed into variations in gross
profits (with small government gross profits net of taxes
were approximately equal to gross profits). Thus a decline
in investment led to a fall in gross profits, which could
transform hedge into speculative units, and speculative units
with Q(inc) > CCC (inc) into units with CCC(inc)>' Q(inc)

even as it made the net worth of units smaller than hitherto.
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Such changes in balance sheet relations, along with the
transformation of a decline in current profits into a decline

in anticipated profits, lowers investment. A recursive process
in which a decline in investment yields a deterioration of cash
payment relations which leads to a further decline in investment
is possible in such a smalf government capitalism.

ITf on the other hand government. is "big" then a
fall in investment not only leads to a fall in income,
employment and profits but it also leads to a substantial rise
in the government deficits. How big the deficit becomes and
how rapidly it increases depends upon the structure of the tax
system and the nature of the government spending programs. In
a "modern" welfan?%tate the retirement, unemployment insurance,
and other income maintenance schemes are usually such that expendi-
tures rise rapidly with unemployment. Furthermore income, social
security and value added taxes mean that a rapid decline in
government revenues takes place when income and output fall.
Even excluding the discretionary expansionary effect of "new"
progreams or program " improvements" adopted in a recession,
the government deficit will increasg rapidly when income turns
down.

Big government acts as a "breaker" in the recursive
process by which a decline in investment leads to a decline in
profits. In the United States in 1974/75 the government deficit
exploded to a more than $100‘billion annual rate in the second
quarter of 1975. It is no accident that the second quarter of
1075 was the "bottom' o. the recession and that an expansion
which continued for at least 15 quarters (through QJf 1979,
when this is being written) started in 1975 III.

Big government is a powerful stabilizer of income and
employment, not only because of the impact on employment but
also because of the relation between business profits and the

government deficit.
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The other items in the extended Kalecki formula for
profits are also important determinants of system behavior and
help explain business,cycle experience. Note that the export
surplus shows up as pesitively related to profits. 1¥ there is
an "income'" effect upon imports so that imports decline with
income then aan economy that is in an nigolated" recession will
see profits sustained by an increase in its export surplus (or
a decrease in its déficit). When a country expands iﬁs budget
deficit aﬁd this expansion raises imports, then it operates to

increase both domestic‘profitsLand profits of its trading

partners. Thus the United States' balance of trade deficits after
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1975 sustained both income and protits in its trading partners.
1f workers buy consumption goods on credit, then a
decline in income and employment may be amplified as employed
workers cut down on debt financed spending.. This increases
workers savings and tends to decrease profits. On the other
hand the ev1dence 1ndlcates that ane unemployment stops r1 vy
wnrkerb who éxper enced no or lLtile unemployment increa j He
_ purchases ;évdebt ‘Financed cnnsumer goods; this d1m1nlshe£ i

savings and 1ncreases 1nuome, emp]oymenb and profits.

ker

1t is clear that for aﬁy structure of payment pommit—
rents relative to profit flows, 5; economy with a big government
that automatically has large -def .cits whenever employment falls
is less susceptible to_big depressions and its financial system
is more robust than an economy with a similar liability structure
that has a small government. Bﬁg government stabilizes an economy
against ”dowpward" pressures on income and employment in three
Qays: “One route is by way of income and disposable income, which
in turn leads to employment, annther is by way of the deficit
‘which sustains proF1L$ and the vhird is by the default free debt
that bhanks, financhal 1nst1tutluns, firms and households acquire
when government finances a defl%lt. Such default free debt sus-
tains bankers' monetary liabilities and provides nfinancial”
resources that will sustain an expansion once the decline is
halted in the face of central bank constraint.

The sky did not fall in 1975, as many feared it might,
because hig government deficits;sustained profits. This is not
ghe entire story--but it is the important element in the tale
that is neglected in the conventional analysis

There is an ambiguity in the Kalecki formulation of the
determination of profits. Whereas the mass of profits in

consumption goods production is determined by the condition

that profits in the production of consumer goods equals the
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wage bill in the production of investmenl goods (ﬂc :.wlNl)
no such straightforward relation rules [for the determination
of profits in the production of investment goods. OF course
total profits equals profits in the production of consumption
goods plus profits in the produption of investment goods (M=
¥, + WI) and the value of invesiment output is the wage bill
in investment goods Production‘%ius profits in investment goods
production-(l = WINI‘+T&). It'?herefore follows that total
profits equals investment outpuﬁ (1 =1fc + ﬂ& for HC = WINI),
However all this says is that p;ofits in investment goods produc-
tion are what they afe. In oré%r to determine profits in the
investmentlgoods industries it is necessary to refer to the sup-
ply conditions of in%estment cutput.

A large part of investment goods, almost by their
nature, are Yunique’ items tailor-made to the specification of
the purchase. This is not a necessary attribute? except for

the construction or plant portion of investment output, but it

is an empirical generalization,:
-

C:;;rthermore investment goods output is often charac-
terized by significant gestation periods and thus by a Lying ..p
of liguid financial resources in work in process. These liquid
financial resources may be those of the investment goods
producers or they may be "borrowed funds" from a bank, In
'Qny~case an explicit contractual or an implicit opportunity
cost "interest charge! on the costs of labor and materials

- involved in the production of investment goods must be included

in the price of the output.
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Bankers lend on a margin of safety. Thus the expected
sales proceeds from the production of investment goods neced
exceed the costs of production of the invesiment good, including
the interest chapges on the borrowed or own funds tied up over
the gestation period of.the investment good, by some amount.
If the project is successful this bankers margin leads to a
mark up on costs or a profit rate that exceeds the bankers
interest charges by a goodly ratio. For example if the interest
charge is 10% and the banker allows for a potential cost overrun and
price disappointment of 10% to 15% of the costs tied up in the pro-
ject as it reaches fulfillment, then the profit rate on anticipa-
ted costs of the project will run to 20% to 25% of the value of the

purchased labor and other inputs. Thus the

1
”bankerb” deblre or need for jpmtewtlon leads to a supply price

of investment chds that exceeds by some goodly margin the
running costs (excluding interest) of production: mark up-
pricing is the result of the conditions bankers impose when they
fiéance projects.

In order Lo complete theistofy of profit determination
in investment goods production the demand conditions for invest-
me1t goeds need to be derived. Once again banking and finance
encers into the process in an essential manner. Debts to banksJ
amd other financial institutions and.to the "open market",
are used by firms to finance positions in capital assets, just
as households and firms use debts to flnance pOblLlonb in common
shares. The essential Keynesian ideas underlylng liquidity preference
can be interpreted as a market view, depending upon expectations
and past experiencgjrgf the appropriate liability structure for
the financing of positions in debt. When Teminlg/notes

that the risk differentials among classes of bonds increased

.ot
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during the great contraction he was observing a thange in the
market view of the appropriate liability structure for debt

financing of positions,

The terms upon which finance is available for the
holding of capital assets helps determine the "market price" of
capital assets. The asset preferences of households yields
a financing structure for business, which is a "proximate!
determinant of the price, in the market, for the capital

assets that yield quasi-rents. Keynesian theory

quite clearly is a two price level fheory-—one for capital
assets and the second fon current ortput The link between
the two is the way in whlch the price of capital-assets becomes
the demand price for investment. ; - Financial market conditions
enter into the determination of the’ pPrice and quantity of invest-
ment goods production in two ways: they determine the supply
price of investment output because they are a cost that must be
recovered and they determine the demand price because the %rlce
ci capital assets depends on the terms upon which positions in
these capital assets can be financed.
In modern capitalist economies firms with market power

presumably have offer prices which involve a predetermined mark
Up on cut-of-pocket costs. As , the above argument 1nd1~
cates, mark up pr1CLng is a natural outcome of the hanker'e @K

finance officer's contribution to the economic process.,
market power earn a mark up on out-of-pocket costs only if demand
is "strong", i.e. only if aggregate investment is positiveamu'lhgg
Presumably_such "price-takers" would produce an unchanging

amount of cutput even if demand price Jjust equaled out-of-pocket

By —

Firms without
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costs.lz/

In the simple case output is determined by the conditions
that the sum of profits equals investment dmeand that is financed.
The financed investment demand vields the wage
b111 in investment output, which ip turn has to be reflected
ir. the reallzed mark ups over wage costs in the production of
‘ccnsumer goods. How th;s mark up gs distributed among fixed
maTk up and flexible mark up outpu@s depends upon the preferences
of wage earners and other purchasg}s of consumer goods.

Therefore in é capitali%k’economy prices, outputs,
and émployment are determined by {%e condition that profits equals
investment {with all the modifications necessary to allow for the
expanded profit formulaj. Investrent that takes place depends
upon the investment thaé is finan(ed. Investment that is financed
depends upon the relation betweenjthe demand price for investment
ocutput and the-supply price of investment output. The demand
price of investment output is derived from the market price
of capital assets. The market price of capital assets depends '
upon those relatlons which Keynes identified under the rube 1p
Hof llqul Ly preference, one of which is the liability st;uctpre

) g
that are "aCCeptablﬁ" for the f1nanc1ng of positions in capital

&
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assets. All other things being the same the "easier" the
‘finéncing conditions in terms of the cash flow characteristics
‘{hedge, speculative, Ponzi) " the higher the
prices_of capital assets. The supply price of investment output
includes financing costs during gestation periods and the
"hankers" margin of séféty in financing such outputs.

In a capitalist system the terms upon which bankers--
broadly defined to include commercial; investmeht, merchant, and
what have you--finance positions in capital assets and the
production of investment output are critical determinants of
system behavior. Such financing directly determines profits
and thus whether or not current income validates the liability

structure.
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processes.

It is clear from the analysis of portfolio choices
under tranguil conditions in fg econpmy with a turbulent past,
the profit equation of banks,— and the profit opportunities from
holding lejeréd capital'assets for income or appreciation, that
an initial condition which is dominated by hedge financing is
unstable. In an economy dominated by hedge finance, there are
profitroppbrtuhities in shifting towards a larger mix of specula-
tive arrangements in the financing of positions in financial and.
capital assets because the supply conditions for short term finance
lead to lower cost of money fof those who can qualify for and use
short term finance. A rise in the mix of speculative finance in
the totality of:financial relations increases the demand and thus
the price of capital assets. This leads to a rise in investment.
‘demand , investﬁent that is financed, and profits. In the aggregate
a shift to.speculative‘finance_increases profits which validates
the décisions of those who "lent" and those who 'borrowed” to en-
gage in Speéhlatife f:i.nance.z"'o—(‘r |

Banks,'and other financial intermediaries are both
lenders and borrowers. -As 1endeﬁs-4éspecia11y lenders on short

term--they induce speculative finance in others. As borrowers,
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they view tidle" hoards of cash as the raw material for expanding
loans and they develop liabilities which enable thase who would
otherwise hold cash to dispense with cash. Because in this
prOCess banks!stand ready to furnish cash to two sets of clients—~
their borrowers and their lenders--banks need to have secure means
fOr‘acquiring.cash at their own initiative. In the theory of
banking such assets are often called secondary reserves, bhut
in a world where banks are active profit making institutions,
who operate on both assets and liabilities, the instruments,
whether an increase in liabilities or a sale of assets, that are
used to acquire cash when needed are the "position making" instru-
ments. The céshfmanager of a modern corporation or a bank has a
variety of_pbsitioﬁ makihg instruments and actively juggles short
term debts and assets among a range of such instruments,

For an instrument to qualify as an effective position
making instrument it is necessary that sizeable transactions
‘can be executed that use this instrument. without generating
large changes in the price of the terms of the instrument. The
market for the instrument must be broad: there must be many buyers
and sellers and in many cases there is a residual market maker.
- The reéidual market maker is usdally--but not necessarily--the
central bank.ﬁﬂz'

The fact that some assets and 1iabilities can be claséi-
fied as position making instruments means that other assets and

liabilities are not "good" generators of cash at the initiative




of the "money position" manager. This'means that if market
pGSitions develop in which the manager of the cash position

cof a ébrporation or bank is forced to try and faise cash by
selling out Shch assets or issuing such liabilities, the cash
generated by such saies or by such liabilities can fall short

of "anticipated". In particular a wide attempt to make position.
by selling an asset which is not usually used for position
making, such as happened in 19066 when banks tried to make positien
by selling municipal bonds, can lead to a large fall in the
market price of such assets. Such an attempt "to make position
by selling out pqsitiqns“ characterized the rapid stock market
decline in 1929 and the Sales of foreclosed real estate in the
yéars of the great depressidn. The R.E.I.T.'s difficulcies

in the 1974/75 period weredue to the inability of the assets

in position to generate cash when the R.E.I.T.'s ability to

sell commercial paper on the open market deteriorated.

Two elements therefore characterize the shift of a
financial syétem from a2 structure that is'inhospitable to finan-
cial crises to a structure that is conducive to financial crises:
one is an increasing weight of speculative finance in the total
financial structure and the second, which is a correlative of the
first, ever greater dependence of banks, financial institutions
and ordinary businesses upon fheir ability to "make position" by
the sale of their liabilities rather than by the use of money

or liquid financiai assets.

22/

The flow of funds data prepared by the Federal Reserve
yvields ample ggédenbe that the weight of short term and therefore

presuﬁpti?ely speculative finance in the total financial structure
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of non~financial corporations in the United States has increased
over the years since 1946. The same body of data shows that the
money Zaemand deposits Aﬁd_cuprencx? holdings of the non-financieal
business sector has decreased relative to sales, profits and
finaﬁcial‘obligations. Any chronicle of developments in banking
and financé shows that positidn making technigues have become
more complex; in particular bank position making has shifted
from;operations on an asset that is traded in a highly protected
market (Treasuty Bills) to operations in a variety of liabilities.
Furthermore active liability juggling has spread from commercial
banks to finance companies, other financial institutions, and non-
flnan0131 business. The greater the need of units to manage
,tnelr llabllltles the greater the susceptibility of the systen
to financial falLures Thus the shift to a flnanﬂlal structure
conducive to financial crises is consmstent with the profit oppor-
tunltles from managing financial assets and debts that exist in
a regime of robust predomlnantly hedge, finance and is borne
out by both the "numbers' and by "chronlcleb" 23/

" An investment project is like a contract to make
payments along a more or less precisély defined time table.
Although not &ll investment is as large scale and complex as

é "nuclear power plant", the construction and assemblage of a
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nuclear power plant can serve as a "model" of an investment
proaect A ‘large scale--or even an ordinary human scale~-invest-
ment progect involves the on the "site" construction and assem-
blage of components in a relat;vely well defined sequence as well
as a ”cooralnatea" productlon of - components that will go into
the'plant“. Thus a payment schedule by contractors and manufac-
turers to workers and suppliers is an integral part of the invest-
ment process. Ongoing investment involves a "maze’ of financing
relations . An "investment" boom is accompanied by an increase
in the volume and complexity of financial‘relatlons 24/

The finaﬁéiallarrangements of an investment project
conform quite closely to the characteristics we have identified
with Ponzi finance. ‘Over the construction period the payments
that are committed exceed the revenues from the project. Further-
more at the end of a period lump sums are_paid_that presumably
covers the payments made during the c¢onstruction period. The
financing arrangements in the American construction industry,
where there is a clear distinction between the ”constructlon"
financing and the "take out" finaﬁciﬁg of a project, clearly
conforms to the relations that have been characterized as Ponzi
finance,

The cash flow relations in investment in progress
makes ”Ponxiifinance“ an essential and not a peripheral charac-
teristic of'thé:financialﬂstructufe of capitalism. The cost
of 'investment,outpﬂt that is produced and which must

be recovered by the sales price of the investment good as a
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‘cabital‘eeset is positively related to the short term rate
of:interest .even as the market pnice'of the capiteluasset is
negatlvely related to the long term rate of interest.

The upper turnlng point is a completely endogenous affair
if investment goods financing conforms to our model of Ponzi
flnance, if an 1nvestment boom leads to an increase in both short
.term and. long term 1nterest rates, and if such an investment
-boom takeS'place in a financial structure that is heavily
weighted by speculative finance. Under these circumstances the
lrise'in'ihterest'rates'will cause "present value reversals" in
that'the preeenﬁ value of some Ponzi financed investment in
preceee‘will change from being positive to being negative.

A similar reversal happens. for some units that are "into" specu-
lative finance that are not financing investment. Furthermore
the rise in 1nterest rates 1eads to a decline in ‘the value of
firms, even for flrms that are engaged in hedge flnance Such
decreases in the margin of safety lowers . the "credit" standing
of firms. This leads to increases in specific financing terms
above the rates typlcally chronicled by the time series.

A rise in the cost of 1nvestment projects above the
expected value of the completed investment good as a capital
asset leads to both a decrease in new 1nvestment undertakings
aqd:a failure of_ongelng 1nvestment progects to acquire cash
needed to fulfill projects. An inability of units engaged in
‘epeculative'aﬁe Ponzi finance to refinance their position means
that cash'reeeipte-due to financial assets owned by banks and
other financial. institutions fall short of what is stated in
their contracts.  Such units now have to acquire cash by either
issuing new liabilities or selling assets, meanwhilie the units
faced with a drying up of financing trv to "stay affloat"
selling assets to raise funds. . - UHEEF'EﬁESe circumstances the

prlees of assets that are being used in an attempt to make position
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fall and the terms on liabilities that are offered in the
market to make position increase.

The_drYing up of finance and the cash shortages
which decrease investment cuts profits. The realized quasi
rents fall. below anticipated quasi rents. The fall in profit
fioWs'léads to a further decline in the present value of firms
and_even_érStwhile hedge units can become embarrassed speculative
units.

The upper turning point is completely endogenous once
it is accepted that interest rates rise in an investment boom and
that the successful functioning of the economy induces profit seeking
bankers and their customers to experiment with speculative financial
arrangements and to economize on holdings of money and protected
financial assets. The only way interest rates cannot rise during
an investment boom is for the supply of finance to be infinitely
elastic--which either implies that a flood of financial innovation
.are taking pldﬁezﬁi or forthe central bank (or rather the central
banks of the wofidl{gﬁ%ply reserve deposits to banks in unlimited
amounts. But this implies that investment is an ever increasing
proportion of output and that accelerating inflation is tolerable.

Althougﬁ'éndogenous market processes lead§
to anlincipient‘financial crisis and the upper turning ﬁoint,
the extent of the finéhcial crisis and whether a debt deflation
process takes place depends upon how‘qﬁickiy and aptly the central
bank's intervenes as a lender of last resort and whether govern-
ment quickly and aptly steps in to stabilize profits. The 1974/75

experiénce, where the sky was not allowed to fall because the



prompt lender of last resort intervention by the Federal

Reserve aﬁd the.giant banks, which refinanced the walking

bankrupt Reél Estatés Investment Trust, allowed the profit

‘generatlng effects of the mab31ve 1975 government deficit to take a
hold, is an example of a quick and high turning point. The 1929/ 'ﬁ
'33téxperience where the Federal Reserve dithered and government tried &
to 5alahce its budget is an ekémple of a delayed and low turning

inQt. The 1975 lower turning point was followed by a quick,
although_perhaps incomplete, recovery with continuing inflation.

The 1933 lower turning point was followed by a long and deep

‘trough.
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VI. The lender of last resort

In a capitalist economy with a complex, sophisticated
and responsive financial system the dynamics introduced by profit
seeking into baianée sheet structures'of banks, financial institu-
tions, business organizations and households assures that a run
of good times will be accompanied by an increase in the importance
of position making'aqtivity as well as changes in the instruments
and markets that are used. The passive management of liability
strucburés“by financial organizations, businesses and households
that characterizes a highly liquid financial structure that is
”dominated]by hedge finance is a transitory state that follows
either a deep and prolonged.depfession brought on by a debt defla-
tion or a large increase in government debt that follows a great
war. Active liability management means that a modest shortfall
of cash from operations or a rise in the other claims on quasi-
rents will lead to a need to raise cash by operations in position

making iastruments.
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In the first decade after World War II position

>~ making actiVity was mainly carried out by means of operations

in T:easury'Bills. Under theSe:circumstances any rise in the v

need by banks or others to raise cash by means of a sale of

Treasury Bills was quite qulckly met by an infusion of Federal

Reserve credlt, either directly threugh an open market operation

or indirectly through the support of the carrying capacity of

"Bond" dealers by means of loans at the discount window. The Federal
Reserveprized orderly conditions in Treasury debt markets and by doing

so remained in close and continuous.contact with the money

market.'.Position making during these years took place by means

of operations'in a market that was protected by the Federal Reserve.

Furthermore because the Federal Reserve was operating in the Trea-

sury Security market both as fiscal agent for the government and

in its effort to cuntrel or steer the economy, the Federal Reserve

was in constant contact with the position making market as an

active participaﬁt.

As position making became more a matter of liability
management than a matter of dealing in Treasury debt the Federal
Reserve lost its day to day contact with- the markets in which
positions were made and the position @aking instruments were
no longer "protected“ by the_Federal Reserves. As a result
rapid swings in‘the price, terms and even the availability of
cash through'markets that were being used for position making
became possible. Furthermore any rise in interest rates or
restrlctlons on availability led to an active exploration by
units needlng cash of '"new" or nexotic" sources. of eash. Complex
_convoluted procedures wsre adopted and markets for new instru-
ments grew rapidly. Inasmuch as these markets were "exposed
to raﬁid fluctuations and they jacked central bank protection,

the situation became conducive for a "local failure' to be
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transformed into a sharp rise in terms and restrictions
on availability in these markets. B

Thus with the development of closely articulated

cash management towards the end of the 1950's, the need for

Central7bank constraints to control and restrict speculative

finance increased. However.thé.Federal Reserve was not in

touch with the emerging financial markets and it seems to have
missed theiSignificance of the evolutionary changes that were taking
place. 1In the closely articulated cash management situation which
developed,) not unusual events triggered serious financial market
disruptions in 1966, 1069/70, 1974/75 and 1978. 1In each case

the Federal Reserve was forced to intervene to protect the

fviabiliﬁy-pf the financial system. 1In each of these cases the

Federal Reserve acted as a lender of last resort by supplying-
emergency cash or by promising'to make cash available when needed.
Three distinct aspects of the lender of last resort
function can be identified. One is the provision of funds to the
money market when poéition making activity leads to a sharp fall
in the price (or aISharp-rise in the interest rate) of the
position making instruments. The second is the restructuring
of the finances of various organizatiohs in the aftermath of a
"erigis" in which emergency funds are provided so that the weight
of Ponzi and speculative finance in the total financial structure
is:decréaSGd.'.The third is to "guide" the evolution of the financial
system sc¢ that the central bank remains in touch with the position

makiﬁg ﬁarkets and so that the weight of speculative and Ponzi

finance is constrained.

The "first" or "emergency" interven%&gp is the tradi-

tional “lenQer of last resort"_intervention.'




45.

When the price of the assets normall& used in
making position falls so that:the-requiréd cash cannot be
raiged by dealing in that asset, the cash short organization will
turn to the sale or hypothication of other assets. Thus asset
prices can fall rapidly and across . a wide spectrum of assets
as orgaﬁizations try to make position by selling out positions.
But once this spreads and balance sheets are evaluated by
lenders on the base of market rather than historic values of
assets, the ability to borrow, and even the solvency, of many
institutions is impaired. Thg.central bank has a responsibility
to prevent such a generalized-fall in asset values by providing
funds for-position making through "convehtional“ assets or
by extending "credit" to cash shdrt organizations. The central
banks primary responsibility with respect to price levels is
to assure that asset values are sufficiently high so that insol-
vency is always a local not a genefai condition; in particular
the central bank's lender of last resort function aims to assure
that a generalized fdlllin capital—asset values will not occur
because such assets are offered for sale by units that need
cash to make position.

Thus it is quite clear that a central bank's lender
of last resort function is of greater importance the greater
the proportion‘of speculative and Ponzi finance in the structure
of financial relations. Once an investment boom that is associa-
ted with a sharp increase in the weignt of speculative and Ponzi
finance inthe structure of financial relations breaks there will
be business organizations whose longer term.profit (gquasi-rent)
expectations can support a long term debt structure at normal
interest rates which are uﬁable:to validate, through cash flows
and refinancing at boom or crisis finarncing terms, a debt struc-

ture that is heavily weighted by short term finance. It is the



~math of a crisis the weight of hedge financing increases in the

_total financial structure.
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responsibility of the central bank as the lender of last resort

‘to facilitate the restructuring of debts so that in the after-

e

In short the intefnal dynamics of a capitalist economy

‘leads to financial structures which, in combination with the

way in-which investment is finanéed and the effect of invest-
‘ment.on tﬁe ability of business to validate debts, are conducive
to financial crisis and income instability. It is the lender

of last resort's responsibility to prevent the position making
difficulties of some institutions to lead to a generalized fall
in asset values, and to facilitate a recovery from a recession

by aiding and abetting the restructuring of debts so that the weight

.of speculative and Ponzi finance in the system is decreased.

It is also a responsibility of the central bank to
guide the evolution of the financial system, either by legislation
that it promotes or by its operations, so that the actual and
potential weight‘of'spéculative and Ponzi finance is constrained.
The Roosevelt era reforms, that changed the nature of the standard
American mortgage and cut down on the ability of investors to

finance positidns in common stocks with thin margins, are examples

of financial reforms that diminish the potential for instability

by erecting barriers to speculative and Ponzi finance. It can

be argued that over the past decade the Federal Reserve has been
remiss in its responsibilities to guide the evolution of American
finance so that the development of conditions conducive to finan-
cial erisis is slowed, if not reversed. In particular, the
Franklin National crisis of 1974/75 indicated that postive steps
to control and constrain the offshore banking community was
necessary. The Federal Reserve and other central banks did little

‘or nothing to constrain'the further expansion of offshore specu-

lative financial relations in the aftermath of the Franklin !

"National crisis.
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VII. ® Policy Implications

The financial instability hypothesis shows that
capitalism is inherently and inescapably flawed because the
normal functioning of the markets in which the financing of
investment and positions in capital-assets take place leads
to conditions that are conducive to financial crises and thus
to deep depressions. The financial instability hypothesis also
shows that even though the processes that lead to financial
crises and deep Gkpressions are fundamental to capitalism the
resolution of these processes - what actually happens in the
economy - depends upon the institutional structure and policy

interventions. Thus the instability of capitalism is

i
i

b
]
i
!
{
H
i

a variable related to institutions and policies: All capitalisms

are unstable but some capitalisms are more unstable.

The financial instability hypothesis thus leads to the
conclusion that poiicy is important, especially when it is
recognized that poliéy'includes legislation that designs and
provides for the control of institutiogﬁgﬁd usages. In terms
of the relations emphasized in thgs paper institutions and
policy-will affect the time path oé the economy as they affect
the level, rates of change and assuredness of profits and the
mix of hedge, speculative and Ponzi finance among the various
economic units. In tQPms of relations not emphasized in
this paper, but which nevertheless are integral to the full state
f%ggacif%ty hypothesis, the path of the economy is affected
by the institutions that determine the supply of labor, the
determination of money wages, and the mix
of oligopolistic and competitive pricing. -

The development of big governments, with a structure
of spending commitments and taxes so that a large deficit occurs

whenever ocutput and employment fall below some standard, and

active government, with a welfare state thrust so that program
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8

improvementsiﬁake place whenever employment falls, means that
in the years ;ince 1946 the connection between a decline in
investment and a fall in business profits'haéunwt'ﬁéehﬁﬂs close
as in the century prior to 1939. Big government, by halting
the reciprocating interaction between a decline in investment
and a decline in profits, prevents the collapse of business
cash-flows. As a result the .widespngad present value reversals

that characterized tﬂe deep depressions of history no longer -

e

o

= B

take place. With profits sustained 'Yuzinesses are 2bhlas £0 validete

their 4:zbits. As a result asset values .cannot fall too far.
It follows that some form of big government, which runs a large
deficit when needed, is necessafy if the financial flow relations
that lead to and then characterize a deep depression are to be
avoided. However the necessity of big government does\not
imply that the present big government, with its emphasis upon
armaments and transfer payments; is necessary. |
In the 1920's, in the United States shares of stocks
listed on the New York and other exchanges were often purchased
with as little as a 10% margin. Given that the interest
rate on loans was greater than the dividend/price ratio of shares
this stock exchangé financing was a quite extreme
form of Ponzi finance, for the excess of the cost of carrying
shares over the dividends earned on shares was added to the
debt. The only way the debt could be paid off with a profit
to the shareholders was by the sale of the shares at an ever
higher price.
In the 1930's the Federal Reserve was given the power
to set margin requirements for holding §hares. The Federal
Reserve has since set these %ﬁggin requirements at rates

ranging from 50% to 100% Of/’purchase or market price. As

a result the financing of stock exchange assets by debts is now

1
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more of a speculative than a Ponzi financing relation, in that
the income earned by the shares normally exceeds the carrying
costs. Shares are'étill'bought on margin on the expectation
(hope?) that éhafe prices will rise, but the ability to pay
of f the debt by the proceeds from the sale of shares no longer
depends upon a rise in share prices.
In the 1920's, in the United States, the standard
home mortgage was a five year contract that quite often, but not
necessarily, was being amortized on a longer term - say 20
or 25 year - schedule. At the end of the short term of the mort
gage a large balloon payment was to be made. At the time the
five year contract was initiated both the lender and the
borrower expected that the maturing debt would be "paid" by new
debt. The mortgage contract was a form of speculative finance.
As a result of legislation in the 1930's which provided for
government endorsement of mortgages and of deposits in savings

institution the standard mortgage on single family homes,

rental housing, and commercial property is now a fully amortized.

long term (20 to 40 years),and*normally fixed interest rate con-
For private single family houses the payments on the homes are
constrained by lenders conventions to be well within the
expected wage income of the buyer . For income property the
mortgage payments are well within the expected rent rolls.
As a result the standard mortgage is now a hedge financing
instrument.

Thus the financial reform legislation of the 1930's

removed two usages making for instability from the financial

. system, the Ponzi financing of stock exchange equities and the\

speculative financing of housing and commercial property and
replaced them with financing relations that related payment
commitments more closely to cash receipts on income account:

An indeterminate

T ez

A
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but quite likely substantial part of the resilience exhibited
by the finanéial system and the economy after 1966, 1969/79
and 1974/5 can be imputed to the lack of "secondary waves'"
which would have radiated from the stock exchange and property
markets if Ponzi and speculative finance had still been the rule.
Policy therefore can affect the stability characteris-

tics of a capitalist economy as it affects the mix of hedge

.
speculative and Ponzi finance. In the classification of finan-
cial relations a special role has to be

assigned to equity financing. Although the large corporations
may view their traditional or normal dividend payment as a form
of contractual commitment, in fact dividends in excess of
earningsS are not paid for long. A liability
structure of ordinary firms which is heavily weighted towards
equity financing is more conducive to financial stability than
a liability structure of firms that has a heavy weight to long
and short term debt. Legislation that is conducive to equity i
financing by firms is stability enhancing. Thus the various
New Deal reforms which tended to build confidence in the integrity
of business following the revelations during the crash of financial e B
feasance were stability enhancing, even as the various revela-
taions about insider manipulation and abuse of corporate authority
in the 1970's tended to depress stock market prices and discou-
rage stock ownership.

From the point of view of the stability of the finan-
cial structure legislation which provides for preferential tax
treatment of corporate interest and—eorpeorate—diidesd-payment s,
so that the use of debt is encouraged is ill advised. Although

regulation of the liability structure of individual companies is!

perhaps a hopeless task, the ability of the Central Banks to
of fer and withold secondary market protectiom to Variouthypés

of debt is

AP G e S e
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an important determinant of overall stability. An increase
in the importance of the discount windew that provides bank
reserves through private debt will be stability enhancing,

It is important to note that stability of gross
profits after taxes - in particular the type of stability
which a big government provides when it protects against
sharp declines in aggregate gross profits - is an inducement
to extend debt financing. The stability of cash flows to
business in an enviromnment of stable institutions and prices
leads to potential profit opportunities, especially from
innovations of financing techniques.

Is is worth noting that the various cash flow related
inducements to invest such as investment tax credits and
accelerated depreciation that were intruded into the corporate
tax structures since the 1960's are destabilizing in two
ways. One is that the larger cash flows available to inves-
ting units is an inducement to invest by levering to engage
in speculative or Ponzi finance. The second is that to
the extent that these measures succeed in inducing investment
they tend to increase the ratio:of investment to total

income, which alsc is destabilizing.

Further implications of the financial instability
hypothesis are that prolonged sfeady growth and soft-landings
from an inflationary expansion are not likely events. Policy for
a capitalist economy must recognize the limitations and
flaws of capitalism if it is to be more successful than
hitherto. 1In particular as long as an economy is capitalist
it will be financially unstable; however as a comparison
of the unstable mid-1920's/mid-1930's and the unstable

mid-1960's to date makes obvious the overall behavior of
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the economy can be quite different. To repeat, even though
all capitalism are unstable, the systemic characteristics that
result from the underlying instability can be guite different.
"Stagflation” is a resolution of an unstable situation that

is an "alternative" to a deep depression,.

VITII. Conclusion

In a world in which institutions are free to evolve,
I fear that Keynes's wish that "economists become technicians!
can never be realized. Technicians apply a set theory to a
variety of detailed problems; the set theory is useful because
institutions do not change. However economies evolve, and
with the evolution of the institutional structre the apt set
of legislated institutions and policy operations change. One
generation of economic theorists cannot render their successors
obsolete. Economists can never be mere technicians applying
an agreed-upon theory that is fit for all seasons; as the
institutional structure changes the apt formulation of economic
relations also changes.,

When the economic theory that is used in forming
plicy misspecifies the nature of the economy in fundamental
ways then economic policy is apt to make things worse, not
better. I fear that in the years since the emergence of
financial instability as a strong characteristic of the economy
- i.e. since the middle '60's - economic policy under four
presidents has made things worse. However even while presidents
and parties changed the monopoly of economists of the neo-classi-
cal persuasion in the formation of policy has not changed.
In a good measure the "muddle" of recent years has been iatrogenic

- the physicians have induced the disease.
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Notes

1/ As C. P. Kindleberger points out the financial
instability hypothesis, which he calls the "Minsky model",

has a distinguished ancestry for " . . . it is a lineal descen-
dant of a model set out with personal variaticens by a host of
classical economists including John Stuart Mill, Alfred
Marshall, Knut Wicksell and Irving Fisher'". Kindleberger, C.P.,

Manias, Panics, and Crashes: A History of Financial Crises,

Basic Books, Inc. New York (1978), p. 15.

I would add Karl Marx and John Maynard Keynes to the
list of great economists who held that a capitalist economy is
endogenously unstable.

g/ Among the "key works" in the emerging post-Keynesian
synthesis are:

Joan Robinson, Economic.  Heresies, London, MacMillan

(1971).
P. Davidson, Money and the Real World, New York, John

Wiley & Sons (1972).

J. A, Kregel, The Recongtruction of Political Economy,

London, MacMillan (1973).

S. Weintraub, A Keynesian Theory of Employment, GrowtLh

and incume wistribution, Philadelphia, Chilton (1966).

Victoria Chick, The Theory of Monetary Policy, London

Gray-Mills Publishing, ILtd. (1973).

Also, John Maynard Keynes, The General Theory of

Employment,

My contribution$ vo this discussion includes

John Maynard Keynes, New York, Columbia University Press

(1975).
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3/ Keynes, John Maynard, The General Theory of Employment,

Interest, and Money, New York : Harcourt Brace 1036,

4/ Perhaps the best references for the
standard theory are:

J. R. Hicks, "Mr. Keynes and the Classics: A Suggested
Interpretation,” Econometrica, 5 (1937), pp. 147-159.

A, Hansen, Monetary Theory and Fiscal Policy {New York:

McGraw-H111l, (1949)).
F. Modigliani, "Liquidity Preference and the Theory of

Interest and Money," Econometrica, XII, (19044).

D. Patinkin, Money, Interest, and Prices, (Evanstcn,

I11.: Row-Peterson and Co., (1956)
5/ J. Viner, "Mr. Keynes and the Causes of Unemployment,"

Quarterly Journal of Economics (November 1936) 147-167.

6/ J. M. Keynes, "The General Theory of Employment,"

Quarterly Journal of Economics (February 1937) pp. 209-223.

7/ See Michal Kalecki, "Selected Essays on the Dynamics

of the Capitalist Economy 1933-1970", Cambridge, at the University

Press 1971 especially Ch. 7, The Determinants of Profits, pp.
78-92.
8/ Harrod, Roy Forbes, The Life of John Maynard Keynes,

New York : Harcourt, Brace & World, (1951) p. 642.

2/ Ackly, Gardner, MacroeconoﬁiC'Theory, New York

MacMillan, (1961)

10/ Friedman, Milton, The Theory of the Consumptior: Function

11/ Mod#®gliani, Franco



12/ imen o man buys an investment or o canital-ascet, he purchases the
o o series of prospectiive returns which nc cxpects to

a1 from selling its output, alter deducting The expense of

staining this outputs. « " General Thoory, Dp. 135,

13/ por details on the definitions of these financial postures
sece Ho Po Ninsky, The lModelling of Financial Instability: An

Introduction Modelling and. Simulaticn, Volume 5, Proceedings of the
Tifth Amuzsl Pitisburgh Conference, Imstrument Soclety of Anerica
“Q7A8
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ili/‘In the United States the production of investment goods with
ignificant gestation periods involves & two stage fi i

rocess. The first or interim finorcing involves fthe use ©
Lort term)typicallybbﬂnk credit 2s the investment good is being pud

wd m

together. This is the financing of the construction
contractors and the tool makers. The second stage involves

the financing of the firm that is going to use the finished
investment good as a capital asset in production. This

ntake out financing" will be a combination of mortgages, bonds,
new eguity issues or retained earnings of the purchasing

firm. The funds so raised will be used to pay the tool and
plant builders: The interim or production financing is a
variant of Ponzi finance in that the price paid for the comple-
ted investment good "pays off" the accumulated debts and generat¢s
the prpfits; if any, of the capital asset producers.
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15/ Kalzcki, M. op. cit

16/ g “1pid Monetary Forces Cause the Great Depression',

New York, W. W. Norton & Co. Inc. (1976).

}Ebﬁhe chreonic problems of agricultural credit under frge market //
e cdnditians may reflect the banker's abhorence of price structures

in which price is not built up out of costs by suppliers.

Agr buitural éroducers could not offer bankers the protection

that a” firm offer price provides. Hence the reform of agriculture
in a market'e¢onomy involves some combination of two "forces"
~--the éromotion of a cartel by government or the provision of
finance outside of normal banking channels.

]

18/ Habefleﬁ;«ﬁi I"t!;rf:asper‘it;sr and Depressions”, League of Nations (1937)
B

A .

L s . . earnin t
7 19/ A bank's profit identity can be written as L ass? =
== . assets equity
earnings
equity . Earnings = Revenues - cost of money - operating costs.

Bankers operate on their assets/equity ratio and their earnings
ratio, bankers and those who oversee banks are often in conflict
as bankers operate to increase their assets equity ratio.

20/. See-H. P. Minsky, John Maynard Keynes, op. ¢it. Chapter 4,
“"Capitalist Finance and the Pricing of Capital Assets", pp. 69-
§2, and Chapter V, "“The Theory of Investment", pp. 93-116.
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21/ In the United States the position making instrument hgsj ﬂ“ /’
evVolved overiﬁhé post-war period and the Federa]-Reserveihas‘j
?goften'laggéé *n}refhgﬁiiing that the instrument has changed. '
Seé H. P./Mi..xy "¢entral Banking and Money Market Changes"
Q. J. E. (1957).t | 5

EE/ Flow of Funds Accounts lQﬁé;iglimgaard of Governors of the /’
e faderal Reserve System, Washington, D.C. Unfortunately the emphasis

in the Flow of Funds accounts is upon investment and its financing

rather than upon the payment commitments embodied in financial inst-
rumants.
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23/ See H. P. Mipsky: - //

"The Evolﬁ%ion of American Banking: The Longer View!,
The Bankers' Magazine (1966); "Problems of Monetary Policy"; The
Bankers'Magazine (1973);“Financial Instability, the Current Dilemma
and the Structure of Banking and Finance!", Cémpendium on Major
Issues in Bank Regulation, United States Senate, Committee on
Banking, Housing and Urban Affairs, 94th Congress lst Session,
Washington, D.C., U.3., Govt. Printing Office (August 1675) pp. 310-
353;'Financial Resources in a Fragile Financial Environment",
{hallenge, {(July August 1675); "Banking in a Fragile Financial
Eunvironment", ?ortfolic Managers' Journal (Summer 1977).

24/ The correlation between "money" and expansion or inflation
is thereby a part of the process and not a simple one directional //
In particular during periods of an autono-

causative relation.
ihe money supply investment

mous or induced innovations in finance,
financing relation becomes tenuocus.

25/8ee H. F. Minsky, "Central Banking and Money Market Changes', //

op. cit.
26/ See Kindleberger, op. cit. Chapter IX for historic instances.
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