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FOREWORD TO THE ROUTLEDGE CLASSICS EDITION

This volume of essays repres ents the early think ing of Hyman P. Minsky, one 
of the most original econom ists to have come out of the United States in the 
twen ti eth century. The essays reveal the themes that emerged from his 
gradu ate studies at Harvard University and, as the title of the volume indi  -
cates, his abiding preoc cu pa tion with the finan cial crisis that gripped the 
United States at the start of the 1930s. Nearly a century later we commonly 
think of that crisis as being the 1929 Crash. However, as Minsky’s title essay 
indic ates, the crisis that was to haunt him through to his intel lec tual matur ity 
and beyond was the 1932–3 finan cial crisis, rather than the crash in the stock 
market that preceded it by more than three years. The differ ence is import ant: 
in 1929, the stock market crashed; in 1932–3, in response to Herbert 
Hoover’s attempts to balance the United States Federal budget, the stock 
market and the banking system started to fail, to be rescued only by Franklin 
Roosevelt’s exten ded bank holiday, new finan cial regu la tions, includ ing the 
Glass–Steagall Act and the exten sion of deposit insur ance, and the New Deal. 
As these essays make clear, for Minsky avoid ing “It” was not just a matter of 
support ing the stock market and refin an cing banks. It had to involve fiscal 
stim u lus to prevent a fall in aggreg ate demand, but also to provide the finan-
cial system with govern ment secur it ies whose value was stable.

At the time of the crisis Minsky was enter ing his teenage years. He had 
been born in 1919 to parents who were Menshevik refugees from Russia. 
They engaged with social ist polit ics and the trade union move ment in 
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Chicago. Minsky was bright and entered Chicago University to study math-
em at ics. There he met the Polish Marxist Oskar Lange, who encour aged 
Minsky to study econom ics. After milit ary service, at the end of World  
War II, Minsky spent some months working for a finance company in New 
York, before proceed ing to Harvard to research for a PhD under the super-
vi sion of Joseph Schumpeter and, after Schumpeter’s death in 1950, Wassily 
Leontief. His PhD thesis was a critique of the accel er ator prin ciple that had 
become a key element of busi ness cycle theory, in the version put forward 
by Paul Samuelson. Minsky criti cized not only the accel er ator prin ciple, but 
also the absence of finan cial factors in busi ness cycle theory.1

After gradu at ing from Harvard, Minsky taught at Brown University, and 
then the University of California in Berkeley, before being appoin ted in 
1965 to a profess or ship at Washington University in St. Louis. After his 
retire ment in 1990, he was appoin ted a Senior Scholar at the Levy Economics 
Institute of Bard College, where he worked until he died in 1996.

The essays in this volume include his first published works (“Central 
Banking and Money Market Changes” and “Monetary Systems and Accelerator 
Models”) which clearly came out of his doctoral researches. By the 1960s, 
rein forced by his work as a consult ant to the Commission on Money and 
Credit, Minsky was concerned with showing how an accom mod at ing policy 
of the Federal Reserve and coun ter cyc lical fiscal policy were essen tial to 
avoid finan cial instabil ity. This appears in his title essay “Can ‘It’ Happen 
Again?” A credit squeeze in 1966, headed off by the provi sion of liquid ity 
by the Federal Reserve, confirmed for Minsky that the dangers of finan cial 
instabil ity remained ever immin ent. But the lessons were not learnt, and 
subsequent credit crunches became full- scale reces sions of increas ing 
magnitude, culmin at ing in the 1979 Reagan reces sion (“Finance and Profits: 
The Changing Nature of American Business Cycles”).

After Henry Simons, the Chicago critic of liberal banking policies, Minsky 
was perhaps most influ enced in his finan cial theor ies by Irving Fisher’s 
views on debt defla tion. His earli est attempts to analyze finan cial crisis take 
the form of examin ing responses to what would nowadays be called 

1 Minsky’s thesis was published after his death under the title Induced Investment and Business Cycles 
by Edward Elgar in 2004. An excel lent summary of Minsky’s work and ideas may be found 
in the schol arly editors’ intro duc tion to R. Bellofiore and P. Ferri (eds) Financial Keynesianism and 
Market Instability: The Economic Legacy of Hyman Minsky Volume 1 (Cheltenham: Edward Elgar 2001). 
Riccardo Bellofiore and Piero Ferri are professors in the Hyman P. Minsky Department of 
Economics at the University of Bergamo, Italy.
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“shocks,” affect ing expect a tions of profit from invest ment. Such shocks 
would then induce increases, or decreases, in invest ment and the finan cing 
required for such under tak ings. Changes in invest ment were almost univer-
sally regarded as the active expendit ure vari able in the busi ness cycle. Credit 
condi tions were the crucial circum stances that determ ined the finan cing of 
invest ment and often invest ment itself.

In 1969–70, Minsky spent a year as a visit ing scholar in St. John’s College, 
Cambridge, UK. He took the oppor tun ity to extend his know ledge of 
Keynes’s work. The outcome of this research was Minsky’s book John Maynard 
Keynes, published in 1975. Here, Minsky endorsed Keynes’s view that regu-
lat ing aggreg ate demand and the return on invest ment would be suffi cient 
to reach full employ ment. It was only after the public a tion of that book that 
Minsky seems to have absorbed some of the work of Michał Kalecki, whose 
invest ment- based theory of the busi ness cycle gave Minsky a way of making 
invest ment instabil ity endo gen ous to capit al ist produc tion and invest ment 
processes. This approach to the busi ness cycle gave Minsky a theory of finan-
cial instabil ity in which credit failure arises within the system, rather than 
being the result of a shock, or lack of accom mod a tion by the monet ary 
author it ies. The new theory appears in this volume as “The Financial 
Instability Hypothesis: A Restatement.”

This collec tion of essays was origin ally published in 1982. It contains the 
essen tials of Minsky’s unique theory of capit al ist economic and finan cial 
processes, as well as the steps by which that theory emerged. Minsky was to 
bring his analysis together in one last book, his Stabilizing an Unstable Economy, 
published in 1986. But the essen tials of that volume may be found in 
Minsky’s essays that follow this Foreword.

Perhaps inev it ably, Minsky was influ enced in his analysis by the policy 
disputes of his time and the debates among Keynesians as to the precise 
meaning of Keynes’s work. The policy disputes were reflec ted in the  
ideo    logical wars between Keynesians and monetarists over what to do in  
the face of rising unem ploy ment and infla tion in the 1970s and 1980s.  
The Keynesians favoured old- fash ioned fiscal stim u lus, the Monetarists 
preferred defla tion. In that argu ment Minsky was certainly with the 
Keynesians. However, in the matter of inter pret ing Keynes’s General Theory, 
Minsky was one of the first econom ists to mount a critique of the “neo clas-
sical synthesis,” the general equi lib rium version of Keynes’s theory that 
commanded the econom ics text books until the 1970s. The dispute is 
perhaps of histor ical interest, now that the synthesis has been replaced by 
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New Classical macro eco nom ics, New Keynesian macroe co nom ics and  
most recently Dynamic Stochastic General Equilibrium models. Minsky’s 
comments on the synthesis may there fore seem redund ant. But it should be 
remembered that it was through his critique of that synthesis that Minsky 
came to refine his own views on general equi lib rium theory.

It is also worth noting that the theor ies that replaced the synthesis in 
econom ics text books (up to and includ ing the recent “New NeoClassical 
Synthesis” of New Classical and New Keynesian macroe co nom ics) would 
have been even more alien to Minsky. If there has been any progress in 
macroe co nomic theor izing since the 1970s it has been system at ic ally to 
reduce and exclude any part that is played by firms, or by banks and finan cial 
insti tu tions in macroe co nomic models. Minsky was later to observe repeatedly 
that this exclu sion deprives the models of precisely those insti tu tions that 
give capi  tal ism its distinct ive char ac ter. The notion under ly ing today’s “micro- 
founded” macroe co nom ics, that the key decisions of produc tion and invest-
ment are made by house holds, may be plaus ible to an unworldly public or 
academic audi ence. But it repres ents an imagin ary world rather than modern 
capi   tal ism. His emphasis on analyz ing the func tion ing of those insti tu tions 
also distin guishes Minsky’s work from that of many post-Keynesians, with 
whom he is commonly asso ci ated today. Indeed, he frequently called himself 
a “Financial Keynesian,” before he was adopted by post-Keynesianism.

Along with the elim in a tion of firms and finance from macroe co nom ics 
has also come a growing faith in the powers of central banks to control 
infla tion and economic activ ity. Paradoxically the claims made for the 
economic influ ence of monet ary policy have reached new heights since the 
finan cial crisis which began in 2007, the “Minsky Moment” of our times. 
As these essays indic ate, Minsky was skep tical about the powers of central 
banks over the economy. Since the nine teenth century the assump tion of 
economic sover eignty by monet ary policy has usually been the prelude to 
finan cial crisis. For Minsky, the crucial central bank func tion was the lender 
of last resort (LOLR) facil ity that the central bank may offer to banks facing 
liquid ity short ages. Following Keynes, Minsky believed that the regu la tion 
of the busi ness cycle was best done by fiscal policy. In this light, the claims 
made during and after the recent crisis, for central bank influ ence over the 
economy, to some extent obscure the failure of central banks, in the period 
up to that crisis, to provide effect ively that lender of last resort facil ity that, 
in Minsky’s view, is the one func tion that central banks can success fully 
perform.
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As these reflec tions show, Minsky thought in a complex way about the 
complex finan cing mech an isms of the modern capit al ist economy. His 
analysis stands out in modern macroe co nom ics for his refusal to reduce 
finan cing and finan cial rela tions to homespun port fo lio decisions abstrac ted 
from the insti tu tional struc ture of the modern capit al ist economy. Perhaps 
uncon sciously, Minsky looked back to the Banking School of the nine teenth 
century. But the financial predicaments of the twenty-first century give these 
essays renewed currency today.

Jan Toporowski



PREFACE

Fifty years ago, in the winter of 1932–33, the American finan cial and 
economic system came to a halt: the collapse was well nigh complete. Two 
gener a tions of the public (and the politi cians they elect) have been haunted 
by the spector of “It” (such a great collapse) happen ing again. We cannot 
under stand the insti tu tional struc ture of our economy, which was largely 
put into place during the first years of the Roosevelt era, without recog-
niz ing that a major aim of the reformers was to organ ize the finan cial and 
economic insti tu tions so that “It” could not happen again.

The common themes running through these papers are to define “It,” to 
determ ine whether “It” can happen again, and to under stand why “It” has 
not as yet happened. The earli est of the papers that follow were published 
some twenty-five years ago; the most recent appeared in late 1980. They 
deal with ques tions of abstract theory, insti tu tional evol u tion, and Federal 
Reserve Policy. In spite of the span of time and themes, these papers have  
in common an emphasis upon the need to integ rate an under stand ing of  
the effects of evolving insti tu tional struc tures into economic theory. A 
further common theme is that any economic theory which separ ates what 
econo m ists are wont to call the real economy from the finan cial system can 
only mislead and bear false witness as to how our world works.

The big conclu sion of these papers is that the processes which make for 
finan cial instabil ity are an ines cap able part of any decent ral ized capit al ist 
economy—i.e., capit al ism is inher ently flawed—but finan cial instabil ity 
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need not lead to a great depres sion; “It” need not happen. To use a slang 
phrase, the American economy “lucked out” when the end result of the New 
Deal and subsequent changes was a substan tially larger govern ment (relat ive 
to the size of the economy) than that which ruled in 1929, together with a 
struc ture of regu la tion of and inter ven tion in finan cial prac tices which 
provides a spec trum of “lender of last resort” protec tions. However, as the 
system that was in place in 1946 evolved over the two success ful decades 
that followed, “insti tu tional” and “port fo lio” exper i ments and innov a tions 
absorbed the liquid ity protec tion that was a legacy of the reforms and war 
finance. As a result, ever greater and more frequent inter ven tions became 
neces sary to abort finan cial dislo ca tions that threatened to trigger serious 
depres sions. The evol u tion of finan cial rela tions led to inter mit tent “crises” 
that posed clear and present dangers of a serious depres sion. To date, inter-
ven tions by the Federal Reserve and the other finan cial author it ies along 
with the defi cits of the Treasury have combined to contain and manage these 
crises; in the finan cial and economic struc ture that now rules, however, this 
leads to infla tion. We now have an inflation-prone system in which conven-
tional steps to contain infla tion tend to trigger a debt defla tion process, 
which unless it is aborted will lead to a deep depres sion.

It is now appar ent that we need to construct a system of insti tu tions and 
inter ven tions that can contain the thrust to finan cial collapse and deep 
depres sions without indu cing chronic infla tion. In this book I only offer 
hints as to what can be done; I feel more confid ent as a diagnosti cian than 
as a prescriber of remed ies.

Over the years I have accu mu lated intel lec tual debts, some of which I can 
identify and there fore can acknow ledge. As a student I was most influ enced 
by Henry C. Simons, Oscar Lange, and Josef Schumpeter.

Soon after I joined the faculty of Washington University in St. Louis I 
became asso ci ated with the Mark Twain family of banks. Over the years this 
asso ci ation, and partic u larly the insights garnered from Adam Aronson, 
John P. Dubinsky, and the late Edwin W. Hudspeth, has signi fic antly improved 
my under stand ing of how our economy works.

When Bernard Shull was on the staff of the Board of Governors of the Federal 
Reserve System he was a source of insights and of support for my work.

I spent a sabbat ical year (1969–70) in Cambridge, England. I owe an 
immense debt to Aubrey Silberston for facil it at ing my becom ing a part of 
that community.
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Over the years Maurice Townsend has encour aged me by reading and 
comment ing on my work in progress and encour aging me to carry on. He 
has been a true friend and support.

Alice Lipowicz helped immeas ur ably during the reading and select ing of 
papers for this volume. Arnold Tovell of M. E. Sharpe, Inc. and Alfred Eichner 
of Rutgers University were most helpful. Bess Erlich and the staff of the 
Department of Economics at Washington University were always patient in 
dealing with my scrawls and scrib blings.

Hyman P. Minsky



INTRO DUC TION: CAN “IT” HAPPEN AGAIN?: 
A REPRISE

The most signi fic ant economic event of the era since World War II is some-
thing that has not happened: there has not been a deep and long-lasting 
depres sion.

As meas ured by the record of history, to go more than thirty-five years 
without a severe and protrac ted depres sion is a strik ing success. Before 
World War II, serious depres sions occurred regu larly. The Great Depression 
of the 1930s was just a “bigger and better” example of the hard times that 
occurred so frequently. This postwar success indic ates that some thing is 
right about the insti tu tional struc ture and the policy inter ven tions that were 
largely created by the reforms of the 1930s.

Can “It”—a Great Depression—happen again? And if “It” can happen, 
why didn’t “It” occur in the years since World War II? These are ques tions 
that natur ally follow from both the histor ical record and the compar at ive 
success of the past thirty-five years. To answer these ques tions it is neces sary 
to have an economic theory which makes great depres sions one of the 
possible states in which our type of capit al ist economy can find itself. We 
need a theory which will enable us to identify which of the many differ-
ences between the economy of 1980 and that of 1930 are respons ible for 
the success of the postwar era.

The Reagan admin is tra tion has mounted a program to change markedly 
economic insti tu tions and policies. These programs reflect some well-articulated 
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conser vat ive critiques of the inter ven tion ist capit al ism that grew up during the 
New Deal and postwar admin is tra tions. These critiques, which come in various 
brands labeled monet ar ism, supply-side econom ics, and fiscal ortho doxy, are 
alike in that they claim to reflect the results of modern economic theory, usually 
called the neoclas sical synthesis. The abstract found a tion of the neoclas sical 
synthesis reached its full devel op ment with the flower ing of math em at ical 
econom ics after World War II. (The under ly ing theory of the ortho dox 
Keynesians, who served as economic advisers to prior admin is tra tions, is this 
same neoclas sical synthesis.)

The major theor ems of the neoclas sical synthesis are that a system of 
decent ral ized markets, where units are motiv ated by self-interest, is capable 
of yield ing a coher ent result and, in some very special cases, the result can 
be char ac ter ized as effi cient. These main conclu sions are true, however, only 
if very strong assump tions are made. They have never been shown to hold 
for an economy with privately owned capital assets and complex, ever-
evolving finan cial insti tu tions and prac tices. Indeed, we live in an economy 
which is devel op ing through time, whereas the basic theor ems on which 
the conser vat ive critique of inter ven tion rests have been proven only for 
“models” which abstract from time.

Instability is an observed char ac ter istic of our economy. For a theory to be 
useful as a guide to policy for the control of instabil ity, the theory must show 
how instabil ity is gener ated. The abstract model of the neoclas sical synthesis 
cannot gener ate instabil ity. When the neoclas sical synthesis is construc ted, 
capital assets, finan cing arrange ments that center around banks and money 
creation, constraints imposed by liab il it ies, and the prob lems asso ci ated with 
know ledge about uncer tain futures are all assumed away. For econom ists and 
policy-makers to do better we have to abandon the neoclas sical synthesis. We 
have to examine economic processes that go forward in time, which means 
that invest ment, the owner ship of capital assets, and the accom pa ny ing 
finan cial activ ity become the central concerns of the theor iz ing. Once this is 
done, then instabil ity can be shown to be a normal result of the economic 
process. Once instabil ity is under stood as a theor et ical possib il ity, then we 
are in a posi tion to design appro pri ate inter ven tions to constrain it.

THE ECONOMIC SOURCES OF REAGAN’S VICTORY

Reagan’s polit ical victory in 1980 took place because, after the mid-1960s, the 
perform ance of the economy deteri or ated in terms of infla tion, employ ment, 
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and the rise in mater ial well-being. A close exam in a tion of exper i ence since 
World War II shows that the era quite natur ally falls into two parts. The first 
part, which ran for almost twenty years (1948–1966), was an era of largely 
tran quil progress. This was followed by an era of increas ing turbu lence, which 
has contin ued until today.

The tran quil era was char ac ter ized by modest infla tion rates (espe cially by 
the stand ard of the 1970s), low unem ploy ment rates, and seem ingly rapid 
economic growth. These years, which began once the imme di ate postwar 
adjust ments were complete, may very well have been the most success ful 
period in the history of the American economy. The New Deal era and World 
War II were years of large-scale resource creation. The postwar era began 
with a legacy of capital assets, a trained labor force, and in-place research 
organ iz a tions. Furthermore, house holds, busi nesses, and finan cial insti tu-
tions were both richer and more liquid than they had been before. In addi-
tion, the memory of the Great Depression led house holds, busi nesses, and 
finan cial insti tu tions to prize their liquid ity. Because conser vat ism ruled in 
finance, the liquid ity amassed during the war did not lead to a burst of 
spend ing and spec u la tion once peace came. Furthermore, the federal 
govern ment’s budget was an active constraint on an infla tion ary expan sion, 
for it would go into surplus whenever infla tion seemed ready to accel er ate.

Instead of an infla tion ary explo sion at the war’s end, there was a gradual 
and often tent at ive expan sion of debt-financed spend ing by house holds and 
busi ness firms. The newfound liquid ity was gradu ally absorbed, and the 
regu la tions and stand ards that determ ined permiss ible contracts were 
gradu ally relaxed. Only as the success ful perform ance of the economy atten-
u ated the fear of another great depres sion did house holds, busi nesses, and 
finan cial insti tu tions increase the ratios of debts to income and of debts to 
liquid assets so that these ratios rose to levels that had ruled prior to the 
Great Depression. As the finan cial system became more heavily weighted 
with layered private debts, the suscept ib il ity of the finan cial struc ture to 
disturb ances increased. With these disturb ances, the economy moved to the 
turbu lent regime that still rules.

The first serious break in the appar ently tran quil progress was the credit 
crunch of 1966. Then, for the first time in the postwar era, the Federal 
Reserve inter vened as a lender of last resort to refin ance insti tu tions—in this 
case banks—which were exper i en cing losses in an effort to meet liquid ity 
require ments. The credit crunch was followed by a “growth” reces sion, but 
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the expan sion of the Vietnam war promptly led to a large federal deficit 
which facil it ated a recov ery from the growth reces sion.

The 1966 episode was char ac ter ized by four elements: (1) a disturb ance 
in finan cial markets that led to lender-of-last-resort inter ven tion by the 
monet ary author it ies; (2) a reces sion (a growth reces sion in 1966); (3) a 
sizable increase in the federal deficit; and (4) a recov ery followed by an 
accel er a tion of infla tion that set the stage for the next disturb ance. The same 
four elements can be found in the turbu lence of 1969–70, 1974–75, 1980, 
and 1981. The details of the lender-of-last-resort inter ven tion differed in 
each case because the partic u lar finan cial markets and insti tu tions under the 
gun of illi quid ity or insolv ency differed. The reces sions—aside from that of 
1980—seem to have gotten progress ively worse. The defi cits, which became 
chronic after 1975, contin ued to rise in response to reces sions.

Each of these finan cial disturb ances occurred after a period of rapid 
expan sion in short-term finan cing; indeed the precise timing was part of 
the reac tion to efforts by the Federal Reserve to slow down the growth of 
such finan cing (because the rapid increase in short term-financing was 
asso ci ated with price increases). The “rationale” for the Federal Reserve’s 
action was that infla tion had to be fought. Each of the finan cial disturb ances 
was followed by a reces sion, and during the reces sion unem ploy ment 
increased and the rate of infla tion declined.

The various crunches (finan cial disturb ances), reces sions, and recov-
er ies in the years since 1966 delin eate what are commonly referred to as 
busi ness “cycles.” Over these cycles the minimum rate of unem ploy-
ment increased mono ton ic ally. There was a clear trend of worsen ing infla-
tion and unem ploy ment: The maximum rate of infla tion and the minimum 
rate of unem ploy ment were higher between 1966 and 1969 than before 
1966, higher between 1970 and 1974 than before 1969, and higher 
between 1975 and 1979 than before 1974. Furthermore, over this period 
there was a simil iar upward trend in interest rates, fluc tu ations of the  
dollar on the foreign exchanges, and a signi fic ant decline in the growth  
of consump tion. In spite of this turbu lence, the economy remained 
success ful in that there was no serious depres sion. The failure was with 
respect to price-level stabil ity, unem ploy ment rates, and the perceived 
“improve ment” in the mater ial stand ard of living. These were the fail ures 
that opened the way for the Reagan rejec tion of the ruling system of insti-
tu tions and inter ven tions.
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THE ROOTS OF INSTABIL ITY

The policy chal lenge is to recap ture the tran quil progress of the first part of 
the postwar period without going through a serious depres sion. To design 
such a policy we need to under stand why the many-faceted success of the 
years between 1948 and 1966 gave way to the combin a tion of continu ing 
success in avoid ing depres sion and the progress ive fail ures in so many other 
dimen sions of economic life.

In “Central Banking and Money Market Changes” (pp. 167 to 184 below, 
published in 1957), I argued that over an exten ded period of prosper ity  
“. . . velocity-increasing and liquidity-decreasing money-market innov a tions 
will take place. As a result, the decrease in liquid ity is compoun ded. In time, 
these compoun ded changes will result in an inher ently unstable money 
market so that a slight reversal of prosper ity can trigger a finan cial crisis”  
(p. 179). Even then it was under stood that a crisis-prone finan cial struc ture 
did not make a deep depres sion inev it able, for “the central bank’s func tion 
is to act as a lender of last resort and there fore to limit the losses due to the 
finan cial crisis which follows from the instabil ity induced by the innov a-
tions during the boom. A combin a tion of rapid central bank action to 
stabil ize finan cial markets and rapid fiscal policy action to increase 
community liquid ity will minim ize the reper cus sion of the crisis upon 
consump tion and invest ment expendit ures. Thus a deep depres sion can be 
avoided. The func tion of central banks there fore is not to stabil ize the 
economy so much as to act as a lender of last resort” (p. 181).

In a later work, “Can ‘It’ Happen Again?” (pp. 1 to 11 below) I argued that 
cumu lat ive changes in finan cial rela tions were taking place so that the suscep-
t ib il ity of the economy to a finan cial crisis was increas ing, but that as of the 
date of the paper (1963), the changes had not gone far enough for a full-
blown debt defla tion to take place. In 1966 the first “credit crunch” occurred.

The Federal Reserve promptly inter vened as a lender of last resort to refi-
n ance banks that were faced with port fo lio losses. The escal a tion of the war 
in Vietnam in the mid-1960s meant that fiscal policy was neces sar ily stim u-
lat ive. During the finan cial turbu lences and reces sions that took place in the 
after math of the Penn-Central debacle (1969–70), the Franklin-National 
bank ruptcy (1974–75), and the Hunt-Bache silver spec u la tion (1980), a 
combin a tion of lender-of-last-resort inter ven tion by the Federal Reserve 
and a stim u lat ive fiscal policy preven ted a plunge into a cumu lat ive debt-
deflation. Thus, over the past decade and a half, monet ary inter ven tions and 
fiscal policy have succeeded in contain ing finan cial crises and prevent ing a 
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deep depres sion—even though they failed to sustain employ ment, growth, 
and price stabil ity. This simul tan eous success and failure are but two sides of 
the same process. What the Federal Reserve and the Treasury do to contain 
crises and abort deep depres sions leads to infla tion, and what the Federal 
Reserve and the Treasury do to constrain infla tion leads to finan cial crises 
and threats of deep depres sions.

The success in dampen ing and offset ting the depression-inducing reper-
cus sions of finan cial disturb ances after 1965 stands in sharp contrast to the 
failure after 1929. What has followed finan cial disturb ances since 1965 
differs from what followed the disturb ance of 1929 because of differ ences 
in the struc ture of the economy. The post-World War II economy is qual it a-
tive  ly differ ent from the economy that collapsed after 1929 in three respects.

1. The relat ive size of the govern ment is immensely larger. This implies a
much greater deficit once a down turn occurs.

2. There is a large outstand ing govern ment debt which increases rapidly
when there are defi cits. This both sets a floor to liquid ity and weakens
the link between the money supply and busi ness borrow ing.

3. The Federal Reserve is primed to inter vene quickly as a lender-of-last-
resort whenever a finan cial crisis threatens—or at least has been so
primed up to now. This prevents a collapse of asset values, because asset
holders are able to refin ance rather than being forced to sell out their
posi tion.

The actual past beha vior of the economy is the only evid ence econom ists 
have avail able to them when they build and test theor ies. The observed 
instabil ity of capit al ist econom ies is due to (1) the complex set of market 
rela tions that enter into the invest ment process; and (2) the way the liab il ity 
struc ture commits the cash flows that result from produ cing and distrib-
ut ing output. To under stand invest ment by a capit al ist enter prise it is neces-
sary to model the inter tem poral rela tions involved in invest ment beha vior.

THE FINAN CIAL NATURE OF OUR ECONOMY

We live in an economy in which borrow ing and lending, as well as changes 
in equity interests, determ ine invest ment. Financing arrange ments enter 
into the invest ment process at a number of points: the determ in a tion of 
prices for both finan cial and capital assets and the furnish ing of cash for 
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invest ment spend ing are two such points. A finan cial innov a tion which 
increases the funds avail able to finance asset hold ings and current activ ity 
will have two effects that tend to increase invest ment. The first is that the 
market price of exist ing assets will rise. This raises the demand price for 
outputs that serve as assets (invest ment). The second is that by lower ing the 
cost of finan cing for produc tion, finan cial innov a tions lower the supply 
price of invest ment output. If finan cing rela tions are examined within a 
frame work which permits excess demand for finan cing at exist ing interest 
rates to lead to both higher interest rates and finan cial innov a tions,  
then theor et ical construc tions which determ ine import ant economic vari-
ables by ignor ing monet ary and finan cial rela tions are not tenable. For a 
theory to be useful for our economy, the accu mu la tion process must be the 
primary concern, and money must be intro duced into the argu ment at the 
begin ning.

Cash flows to busi ness at any time have three func tions: they signal 
whether past invest ment decisions were apt; they provide the funds by 
which busi ness can or cannot fulfill payment commit ments as they come 
due; and they help determ ine invest ment and finan cing condi tions. In a 
cash-flow analysis of the economy, the crit ical rela tion that determ ines 
system perform ance is that between cash payment commit ments on busi-
ness debts and current busi ness cash receipts due to present oper a tions and 
contract fulfill ment. This is so because the rela tion between cash receipts 
and payment commit ments determ ines the course of invest ment and thus 
of employ ment, output, and profits.

Much invest ment activ ity depends on finan cing rela tions in which total 
short-term debt outstand ing increases because the interest that is due on 
earlier borrow ings exceeds the income earned by assets. I call this “Ponzi 
finan cing.” Rapidly rising and high interest rates increase Ponzi like finan-
cing activ ity. A rapid run-up of such finan cing almost guar an tees that a 
finan cial crisis will emerge or that conces sion ary refin an cing will be neces-
sary to hold off a crisis. The trend over the postwar period is for the propor-
tion of spec u lat ive (or rollover) finan cing, as well as Ponzi arrange ments 
that involve the capit al iz ing of interest, to increase as the period without a 
serious depres sion is exten ded.

However, in spite of the deteri or a tion of balance sheets, the near break-
downs of the finan cial system in a variety of crunches, and the extraordi  -
nar ily high nominal and price-deflated interest rates, no serious depres sion 
has occurred in the years since 1966. This is due to two phenom ena: the 
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will ing ness and ability of the Federal Reserve to act as a lender of last resort; 
and the defi cits incurred by the govern ment.

As the ratio of short-term debt and debt that leads to a capit al iz a tion of 
interest increases relat ive to the gross capital income of busi ness, there is an 
increase in the demand for short-term finan cing because of the need to 
refin ance debt. Investment activ ity is usually financed by short-term debt. 
Thus when an invest ment boom takes place in the context of an enlarged 
need to refin ance matur ing debt, the demand “curve” for short-term debt 
increases (shifts to the right) and becomes steeper (less elastic). Under these 
circum stances, unless the supply of finance is very elastic, the short-term 
interest rate can increase very rapidly. In a world where part of the demand 
for short-term finan cing reflects the capit al iz a tion of interest, a rise in short-
term interest rates may increase the demand for short-term finan cing, and 
this can lead to further increases in short-term interest rates. The rise in 
short-term interest rates produces higher long-term interest rates, which 
lowers the value of capital assets.

LENDER OF LAST RESORT INTER VEN TIONS

Rising short-term interest rates combined with rising long-term interest 
rates increase the cost of produc tion of invest ment output with signi fic ant 
gest a tion periods, even as they lower the demand price for the capital assets 
that result from invest ment. This tends to decrease invest ment. The same 
interest rate changes affect the liquid ity, profi t ab il ity, and solvency of finan-
cial insti tu tions. This process of falling asset values, rising carry ing costs for 
asset hold ings, and decreas ing profits will comprom ise the liquid ity and 
solvency of busi ness units and finan cial insti tu tions. A break comes when 
the net worth and the liquid ity of some signi fic ant set of units are such that 
market parti cipants will not, or may not, roll over or refin ance matur ing 
debt. In these circum stances the Federal Reserve and the govern ment’s 
deposit insur ance organ iz a tions, along with private banks, are faced with 
the choice of either forcing “bank ruptcy” on the units in ques tion or 
acced ing to conces sion ary, extra-market refin an cing.

When conces sion ary, extra-market refin an cing is under taken by the 
Federal Reserve or by an agency acting with the “protec tion” of the Federal 
Reserve, then a lender-of-last-resort oper a tion can be said to have taken 
place. Inasmuch as the Federal Reserve’s parti cip a tion can be inter preted as 
an exchange of “ques tion able assets” for Federal Reserve liab il it ies, this type 
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of rescue action leads to an infu sion of reserve money into the finan cial 
system.

Whereas the Federal Reserve stood aside through most of the banking 
crises of the 1929–33 epoch, in the sense that it did not engage in the 
whole sale refin an cing of failing insti tu tions, the Federal Reserve has inter-
vened quite aggress ively both on its own account and as an “organ izer and 
guar antor” of inter ven tion by others in the various crises since 1966. As a 
result, asset values did not fall as far as they would have under free market 
condi tions, and the reserve posi tion of banks improved in the after math of 
each refin an cing “crisis.” The main ten ance of asset values and the infu sion 
of liquid ity by such lender-of-last-resort inter ven tions is one set of factors 
that has brought about the speedy halt to the down turn and the prompt 
recov ery that has char ac ter ized cycles after 1966.

PROFITS IN OUR ECONOMY

Only as history made avail able data on the beha vior of income by type, invest-
ment, govern ment defi cits, and the balance of trade over the years since 1966 
did it become clear that the form a tion and alloc a tion of profits, in the sense 
of gross capital income, are central to an under stand ing of our economy. 
Gross capital income is the cash flow due to income produc tion that is avail-
able to busi ness to fulfill commit ments on outstand ing finan cial instru ments. 
The ability of a unit to put out addi tional debt or to use debt to gather funds 
to pay debt depends upon the level and expec ted path of profits as here 
defined. In the conven tional view, govern ment spend ing is an ingredi ent in a 
Kuznets-Keynes defin i tion of demand. As evid ence accu mu lated on how crises 
are aborted and thrusts to deep depres sions are contained, it became clear that 
a Kalecki-Keynes view, one that builds on a theory of how the compos i tion of 
demand determ ines profits is more appro pri ate for our economy. In the 
Kalecki-Keynes view profits are not the result of the tech nical productiv ity of 
capital but are due to the types and sources of financed demand.

The great insight into the determ in a tion of profits in our economy that is 
asso ci ated with Kalecki—is that profits arise out of the impact of the accu-
mu la tion process on prices. The money value of invest ment over a period is 
the basic determ in ant of money profits over that same period. Profits arise 
in consump tion goods produc tion because of the need to ration that which 
is produced by part of the labor force—the part that produces consump tion 
goods—among all who consume. Rationing by price implies that the 
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mark-up on unit labor costs in the real ized prices of consumer goods reflects 
demands that are financed by sources other than wage incomes earned in 
the produc tion of consumer goods. The sum of these mark-ups equals 
profits in consumer goods produc tion. Under assump tions which though 
heroic, never the less reveal the processes that determ ine income distri bu tion 
profits in consumer goods produc tion equals the wage bill in invest ment 
goods produc tion and total profits equals invest ment.

Whereas in the small govern ment economy of the 1920s profits were 
well nigh exclus ively depend ent on the pace of invest ment, the increase in 
direct and indir ect state employ ment along with the explo sion of trans fer 
payments since World War II means that the depend ence of profits on invest-
ment has been greatly reduced. With the rise of big govern ment, the reac-
tion of tax receipts and trans fer payments to income changes implies that 
any decline in income will lead to an explo sion of the govern ment deficit. 
Since it can be shown that profits are equal to invest ment plus the govern-
ment’s deficit, profit flows are sustained whenever a fall in invest ment leads 
to a rise in the govern ment’s deficit. A cumu lat ive debt defla tion process that 
depends on a fall of profits for its real iz a tion is quickly halted when govern-
ment is so big that the deficit explodes when income falls. The combin a tion 
of refin an cing by lender-of-last-resort inter ven tions and the stabil iz ing 
effect of defi cits upon profits explain why we have not had a deep depres-
sion since World War II. The down side vulner ab il ity of the economy is sig -
ni fic antly reduced by the combin a tion of these types of “inter ven tions.”

If stabil iz a tion policy is to be success ful, it must stabil ize profits. Expansion 
can take place only as expec ted profits are suffi cient to induce increas ing 
expendit ures on invest ments. Current profits provide the cash flows that 
enable busi ness to meet finan cial commit ments that are embod ied in debt 
even as expec ted profits determ ine the ability of busi ness to issue debt to 
both finance expendit ures and roll over matur ing debt.

The monet ary system is at the center of the debt creation and repay ment 
mech an ism. Money is created as banks lend—mainly to busi ness—and 
money is destroyed as borrow ers fulfill their payment commit ments to 
banks. Money is created in response to busi ness men’s and bankers’ views 
about prospect ive profits, and money is destroyed as profits are real ized. 
Monetary changes are the result, not the cause, of the beha vior of the 
economy, and the monet ary system is “stable” only as profit flows enable 
busi nesses that borrow from banks to fulfill their commit ments.

Central Bank inter ven tions and the stabil iz a tion of profits by govern ment 
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defi cits mean that liab il ity struc tures that derive from innov a tions in finance 
during periods of expan sion are valid ated during crises and reces sions. 
Because Central Bank inter ven tions to refin ance exposed finan cial posi tions 
lead to an increase of Central Bank depos its, currency or guar an tees, lender-
of-last-resort inter ven tions provide a base of reserve money for a rapid 
expan sion of credit after the reces sion is halted. The progress ively higher 
rates of infla tion that followed the resol u tion of the finan cial crises of 1966, 
1969–70, 1974–75, and 1980 reflect the way profits and liquid ity were 
improved by the inter ven tions that over came the crises.

POLICY OPTIONS

A simple two-by-two “truth table” of policy options in the after math of a 
finan cial crisis helps explain why our recent exper i ence was unlike that of 
1929–33. Managing a finan cial crisis and a reces sion involves two distinct 
steps: one is refin an cing the markets or insti tu tions whose peril ous posi tion 
defines the crisis; and the other is assur ing that the aggreg ate of busi ness 
profits does not decline. (Because a finan cial crisis reveals that some partic-
u lar finan cing tech niques are “danger ous,” one consequence of a crisis is 
that debt finan cing of private demand decreases. Inasmuch as debt-financed 
demand is largely invest ment, and invest ment yields profits, a crisis leads to 
a reduc tion in profits.) Thus the two “para met ers” to crisis manage ment are 
the lender-of-last-resort inter ven tion and the beha vior of the govern ment 
deficit when the economy is in reces sion.

“Truth Table” of Policy Options
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When a crisis threatens, the Federal Reserve can inter vene strongly to 
refin ance organ iz a tions, which is “Yes” for central bank inter ven tion, or it 
can hold off, which is a “No.” When income declines, the federal govern ment 
can run a deficit (because of auto matic budget reac tions or discre tion ary 
policy), which is “Yes,” or it can try to main tain a balanced budget, which is 
“No.” The active Federal Reserve inter ven tion in the Franklin National Bank 
crisis of 1974–75 along with the discre tion ary tax rebates and unem ploy-
ment insur ance meas ures taken by Congress meant that the policy mix in 
1974–75 was “Yes-Yes.” This led to both a quick recov ery and, with a lag, an 
increased rate of infla tion. The Federal Reserve’s abdic a tion of respons ib il ity 
in 1929–32, along with the small size of govern ment and the commit ment 
to a balanced budget, places the 1929–32 reac tions in the “No-No” cell. The 
Great Depression was not “neces sary,” but it was inev it able in the ideo lo gical 
and insti tu tional frame work of that period.

In addi tion to the pure policy mixes of “Yes-Yes” and “No-No,” there are 
mixed policies of “Yes-No” (a large govern ment deficit without Central 
Bank inter ven tion) and “No-Yes” (in which the govern ment tries to run a 
balanced budget even as the Federal Reserve inter venes as a lender of last 
resort). The “No-Yes” policy mix was a possible policy option in 1930 and 
1931. Government was so small that the govern ment deficit could not make 
a large contri bu tion to profits unless new large-scale spend ing programs 
were under taken. The Federal Reserve could have been daring in 1930 and 
1931 and refin anced a broad spec trum of insti tu tions, sustain ing a wide 
array of asset prices and thereby flood ing member banks with reserves. Such 
a policy can succeed in halting a depres sion if the flood ing of the system 
with reserves occurs before a collapse in invest ment, and there fore profits, 
takes place. While there would have been signi fic antly greater reces sion with 
a “No-Yes” strategy than with a “Yes-Yes” strategy, the full disaster of the 
Great Depression would have been avoided if lender-of-last-resort inter ven-
tions had come early enough in the contrac tion. Because of today’s big 
govern ment, a “No-Yes” policy mix is not possible.

In the 1980s, a “Yes-No” policy mix will be avail able. No matter how 
much taxes and govern ment spend ing are cut, it is diffi cult, espe cially in 
light of the proposed milit ary programs, to envis age govern ment spend ing 
falling below 20 percent of the Gross National Product. The Reagan fiscal 
reforms signi fic antly decrease the income elasti city of the govern ment’s 
budget posture. The govern ment deficit will be smaller for any given down-
side devi ation from a balanced budget level of GNP than was true for the tax 
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and spend ing regime that ruled in 1980. This means that the gap between 
actual income and the balanced-budget level will have to be greater in order 
to achieve any given profit-sustaining deficit. But a greater gap implies that 
the excess capa city constraint upon invest ment will be greater. This will, in 
turn, decrease the effect ive ness of a deficit-induced improve ment in busi-
ness income and balance sheets in trig ger ing an expan sion. The “Yes” part 
of a “Yes-No” strategy will be less effect ive with Reagan-style tax and 
spend ing programs than with programs that are more respons ive to income 
changes.

The “No” part of a possible “Yes-No” mix is always condi tional. It is to be 
hoped that the Federal Reserve will never again stand aside as the liquid ity 
and solvency of finan cial insti tu tions are thor oughly comprom ised. A “No” 
lender-of-last-resort strategy can only mean that the Federal Reserve will 
not inter vene as quickly as it has since the mid-1960s. In partic u lar it means 
that the Federal Reserve will not engage in pree mpt ive strikes as it did in the 
spring of 1980 when a spec u la tion by the Hunts and Bache & Co. went bad. 
A “Yes-No” strategy means that that the Federal Reserve will inter vene only 
when it believes that a finan cial collapse is immin ent.

A “No” lender-of-last-resort strategy will lead to bank ruptcies and 
declines in asset values, which will induce finan cially conser vat ive beha vior 
by busi ness, house holds, and finan cial insti tu tions. The trans ition to a 
conser vat ive liab il ity struc ture by busi ness, house holds, and finan cial insti-
tu tions requires a protrac ted period in which income and profits are 
sustained by defi cits while units restruc ture their liab il it ies. A “Yes-No” 
strategy should even tu ally lead to a period of tran quil growth, but the time 
inter val may be so great that once tran quil progress has been achieved, the 
finan cial exper i ment a tion that led to the current turbu lence will be resumed.

Big govern ment prevents the collapse of profits which is a neces sary 
condi tion for a deep and long depres sion, but with big govern ment, as it is 
now struc tured, the near-term altern at ives are either: the continu ation of 
the inflation-recession-inflation scen ario under a “Yes-Yes” strategy; or a 
long and deep reces sion while infla tion is “squeezed” out of the economy 
even as private liab il it ies are restruc tured in the after math of bank ruptcies, 
under a “Yes-No” strategy. However, even if a “Yes-No” strategy is followed, 
the propensity for finan cial innov a tion will mean that the tran quil expan-
sion that follows the long reces sion will not be perman ent. Substantial 
improve ment is possible only if the spend ing side of govern ment and the 
domain of private invest ment are restruc tured.
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CAN WE DO BETTER?

No matter how industry and govern ment finances are struc tured, as long as 
the economy remains capit al ist and innov a tion in industry and finance 
contin ues, there will be busi ness cycles. Furthermore, as long as the finan-
cial struc ture is complex and long-lived capital assets are privately owned, a 
deep and long depres sion is possible. However, a closer approx im a tion to a 
tran quil expand ing economy may be attained if the nature of big govern-
ment changed.

Our big govern ment is “big” because of trans fer payments and defense 
spend ing. The basic short com ings of a capit al ist economy that lead to busi-
ness cycles are related to the owner ship, creation, and finan cing of capital 
assets. Aside from the govern ment’s involve ment in educa tion and research, 
the basic spend ing programs of govern ment either support private consump-
tion or provide for defense, which is “collect ive consump tion.” Even as our 
federal govern ment spends more than 20 percent of GNP, much of the phys-
ical and intel lec tual infra struc ture of the economy is deteri or at ing. Very little 
of the govern ment’s spend ing creates capital assets in the public domain that 
increase the effi ciency of privately owned capital. A govern ment which is 
big because it engages in resource creation and devel op ment will encour age 
a greater expan sion of output from private invest ment than is the case for a 
govern ment which is big because it supports consump tion. An economy in 
which a govern ment spends to assure capital form a tion rather than to 
support consump tion is capable of achiev ing a closer approx im a tion to 
tran quil progress than is possible with our present policies. Thus while big 
govern ment virtu ally ensures that a great depres sion cannot happen again, 
the resump tion of tran quil progress depends on restruc tur ing govern ment 
so that it enhances resource devel op ment. While thor oughgo ing reform is 
neces sary, the Reagan road is unfor tu nately not the right way to go.
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CAN “IT” HAPPEN AGAIN?

In the winter of 1933 the finan cial system of the United States collapsed. 
This implo sion was an end result of a cumu lat ive defla tion ary process whose 
begin ning can be conveni ently iden ti fied as the stock-market crash of late 
1929. This defla tion ary process took the form of large-scale defaults on 
contracts by both finan cial and nonfin an cial units, as well as sharply falling 
income and prices.1 In the spring of 1962 a sharp decline in the stock 
market took place. This brought forth reas sur ing comments by public and 
private offi cials that recalled the initial reac tion to the 1929 stock-market 
crash, as well as expres sions of concern that a new debt-deflation process 
was being triggered. The 1962 event did not trigger a defla tion ary process 
like that set off in 1929. It is mean ing ful to inquire whether this differ ence 
is the result of essen tial changes in the insti tu tional or beha vi oral char ac ter-
ist ics of the economy, so that a debt-deflation process leading to a finan cial 
collapse cannot now occur, or merely of differ ences in magnitudes within a 
finan cial and economic struc ture that in its essen tial attrib utes has not 
changed. That is, is the economy truly more stable or is it just that the initial 
condi tions (i.e., the state of the economy at the time stock prices fell) were 
substan tially differ ent in 1929 and 1962?

Reprinted from Dean Carson, ed., Banking and Monetary Studies (Homewood, Illinois: Richard D. 
Irwin, 1963), pp. 101–111, by arrange ment with the publisher. © 1963 by Richard D. Irwin, 
Inc.
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I. GENERAL CONSID ER A TIONS

The Council of Economic Advisers’ view on this issue was stated when they 
remarked, while discuss ing fiscal policy in the 1930s, that “. . . whatever 
construct ive impact fiscal policy may have had was largely offset by restrict ive 
monet ary policy and by insti tu tional fail ures—fail ures that could never 
again occur because of funda mental changes made during and since the 
1930s.”2 The Council does not specify the insti tu tional changes that now 
make it impossible for instabil ity to develop and lead to wide spread debt-
deflation. We can conjec ture that this lack of preci sion is due to the absence 
of a gener ally accep ted view of the links between income and the beha vior 
and char ac ter ist ics of the finan cial system.

A compre hens ive exam in a tion of the issues involved in the general problem 
of the inter re la tion between the finan cial and real aspects of an enter prise 
economy cannot be under taken within the confines of a short paper.3 This is 
espe cially true as debt-deflations occur only at long inter vals of time. Between 
debt-deflations finan cial insti tu tions and usages evolve so that, certainly in 
their details, each debt-deflation is a unique event. Nevertheless it is neces-
sary and desir able to inquire whether there are essen tial finan cial attrib utes of 
the system which are basic ally invari ant over time and which tend to breed 
condi tions which increase the like li hood of a debt-deflation.

In this paper I will not attempt to review the changes in finan cial insti tu-
tions and prac tices since 1929. It is my view that the insti tu tional changes 
which took place as a reac tion to the Great Depression and which are 
relev ant to the problem at hand spelled out the permit ted set of activ it ies as 
well as the fidu ciary respons ib il it ies of various finan cial insti tu tions and 
made the lender of last resort func tions of the finan cial author it ies more 
precise. As the insti tu tions were reformed at a time when the lack of effec -
tive ness and perhaps even the perverse beha vior of the Federal Reserve 
System during the great down swing was obvious, the changes created 
special insti tu tions, such as the various deposit and mort gage insur ance 
schemes, which both made some of the initial lender of last resort func tions 
auto matic and removed their admin is tra tion from the Federal Reserve 
System. There should be some concern that the present decent ral iz a tion of 
essen tial central bank respons ib il it ies and func tions is not an effi cient way 
of organ iz ing the finan cial control and protec tion func tions; espe cially since 
an effect ive defense against an emer ging finan cial crisis may require coordi-
 n a tion and consist ency among the various units with lender of last resort 
func tions.
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The view that will be suppor ted in this paper is that the essen tial char ac-
ter ist ics of finan cial processes and the changes in relat ive magnitudes during 
a sustained expan sion (a period of full-employment growth inter rup ted 
only by mild reces sions) have not changed. It will be argued that the initial 
condi tions in 1962 were differ ent from those of 1929 because the processes 
which trans form a stable into an unstable system had not been carried as far 
by 1962 as by 1929. In addi tion it will be pointed out that the large increase 
in the relat ive size of the federal govern ment has changed the finan cial  
char ac ter ist ics of the system so that the devel op ment of finan cial instabil ity 
will set off compens at ing stabil iz ing finan cial changes. That is, the federal 
govern ment not only stabil izes income but the asso ci ated increase in the 
federal debt, by forcing changes in the mix of finan cial instru ments owned 
by the public, makes the finan cial system more stable. In addi tion, even 
though the built-in stabil izers cannot by them selves return the system to 
full employ ment, the change in the compos i tion of house hold and busi ness 
port fo lios that takes place tends to increase private consump tion and invest-
ment to levels compat ible with full employ ment.

In the next section of this paper I will sketch a model of how the condi-
tions compat ible with a debt-deflation process are gener ated. I will then 
present some obser va tions on finan cial vari ables and note how these affect 
the response of the economy to initi at ing changes. In the last section I will 
note what effect the increase in the relat ive size of the federal govern ment 
since the 1920s has had upon these rela tions.

II. A SKETCH OF A MODEL

Within a closed economy, for any period

(1) I  S  T  G

which can be written as:

(2) (S  I)  (T  G)  0

where S  I is the gross surplus of the private sectors (which for conveni-
ence includes the state and local govern ment sector) and T  G is the gross 
surplus of the federal govern ment. The surplus of each sector j( j  1 . . . n) 
is defined as the differ ence between its gross cash receipts minus its spend ing 
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on consump tion and gross real invest ment, includ ing invent ory accu mu la-
tions. We there fore have

(3) 

Equation 3 is an ex post account ing iden tity. However, each j is the result 
of the observed invest ing and saving beha vior of the various sectors, and can 
be inter preted as the result of market processes by which not neces sar ily 
consist ent sectoral ex ante saving and invest ment plans are recon ciled. If 
income is to grow, the finan cial markets, where the various plans to save and 
invest are recon ciled, must gener ate an aggreg ate demand that, aside from 
brief inter vals, is ever rising. For real aggreg ate demand to be increas ing, 
given that commod ity and factor prices do not fall readily in the absence of 
substan tial excess supply, it is neces sary that current spend ing plans, summed 
over all sectors, be greater than current received income and that some 
market tech nique exist by which aggreg ate spend ing in excess of aggreg ate 
anti cip ated income can be financed. It follows that over a period during 
which economic growth takes place, at least some sectors finance a part of 
their spend ing by emit ting debt or selling assets.4

For such planned defi cits to succeed in raising income it is neces sary that 
the market processes which enable these plans to be carried out do not 
result in offset ting reduc tions in the spend ing plans of other units. Even 
though the ex post result will be that some sectors have larger surpluses than 
anti cip ated, on the whole these larger surpluses must be a result of the rise 
in sectoral income rather than a reduc tion of spend ing below the amount 
planned. For this to take place, it is neces sary for some of the spend ing to be 
financed either by port fo lio changes which draw money from idle balances 
into active circu la tion (that is, by an increase in velo city) or by the creation 
of new money.5

In an enter prise economy the saving and invest ment process leaves two 
resid uals: a change in the stock of capital and a change in the stock of finan-
cial assets and liab il it ies. Just as an increase in the capital-income ratio may 
tend to decrease the demand for addi tional capital goods, an increase in the 
ratio of finan cial liab il it ies to income (espe cially of debts to income) may 
tend to decrease the will ing ness and the ability of the unit (or sector) to 
finance addi tional spend ing by emit ting debt.

A rise in an income-producing unit’s debt-income ratio decreases the 
percent age decline in income which will make it diffi cult, if not impossible, 
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for the unit to meet the payment commit ments stated on its debt from its 
normal sources, which depend upon the unit’s income. If payment commit-
ments cannot be met from the normal sources, then a unit is forced either 
to borrow or to sell assets. Both borrow ing on unfa vor able terms and the 
forced sale of assets usually result in a capital loss for the affected unit.6 
However, for any unit, capital losses and gains are not symmet rical: there is 
a ceiling to the capital losses a unit can take and still fulfill its commit ments. 
Any loss beyond this limit is passed on to its cred it ors by way of default  
or refin an cing of the contracts. Such induced capital losses result in a  
further contrac tion of consump tion and invest ment beyond that due to the 
initi at ing decline in income. This can result in a recurs ive debt-deflation 
process.7

For every debt-income ratio of the various sectors we can postu late the 
exist ence of a maximum decline in income which, even if it is most unfa-
vor ably distrib uted among the units, cannot result in a cumu lat ive defla-
tion ary process, as well as a minimum decline in income which, even if it is 
most favor ably distrib uted among the units, must lead to a cumu lat ive defla-
tion ary process. The maximum income decline which cannot is smaller than 
the minimum income decline which must lead to a cumu lat ive defla tion ary 
process, and the prob ab il ity that a cumu lat ive defla tion ary process will take 
place is a nondecreas ing func tion of the size of the decline in income 
between these limits. For a given set of debt-income ratios, these bound ary 
debt-income ratios are determ ined by the relat ive size of the economy’s ulti-
mate liquid ity (those assets with fixed contract value and no default risk) 
and the net worth of private units relat ive to debt and income as well as the 
way in which finan cial factors enter into the decision rela tions that determ ine 
aggreg ate demand.

If the finan cial changes that accom pany a growth process tend to increase 
debt-income ratios of the private sectors or to decrease the relat ive stock of 
ulti mate liquid ity, then the prob ab il ity that a given percent age decline in 
income will set off a debt-deflation increases as growth takes place. In addi-
tion, if, with a given set of debt-income ratios, the net worth of units is 
decreased by capital or oper at ing losses, then both the maximum decline in 
income which cannot and the minimum decline in income which must 
gener ate a debt-deflation process will decrease. If the economy gener ates 
short-term declines in income and decreases in asset values in a fairly 
routine, regular manner then, given the evol u tion ary changes in finan cial 
ratios, it is possible for an initi at ing decline in income or a capital loss, of a 
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size that has occurred in the past without trig ger ing a severe reac tion, to set 
off a debt-deflation process.

A two sector (house hold, busi ness) diagram may illus trate the argu ment. 
Assume that with a given amount of default-free assets and net worth of 
house holds, a decline in income of Y1 takes place. For Y1 there is a set of 
debt-income ratios for the two sectors that trace out the maximum debt-
income ratios that cannot gener ate a debt-deflation process. There is another 
set of larger debt-income ratios which trace out the minimum debt-income 
ratios which must gener ate a debt-deflation process when income declines 
by Y1. For every debt-income ratio between these limits the prob ab il ity 
that a debt defla tion will be set off by a decline in income of Y1 is an 
increas ing func tion of the debt-income ratio.

The isoquants as illus trated in Figure 1 divide all debt-income ratios into 
three sets. Below the curve A-A are those debt-income ratios for which a 
decline in income of Y1 cannot lead to a debt defla tion. Above the line B-B 
are those debt-income ratios for which a decline in income of Y1 must lead 
to a debt-deflation. Between the two lines are those debt-income ratios for 
which the prob ab il ity of a debt-deflation follow ing a decline in income of 

Y1 increases with the debt-income ratio. We can call these stable, unstable, 
and quasi-stable reac tions to an initi at ing change.

Figure 1 Debt-Income Ratios and the Stability of Reactions Given the Decline in 
Income
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For Yj  Y1 both the maximum debt-income ratios which cannot and 
the minimum debt-income ratios which must lead to a debt-deflation 
process are smaller than for Y1. Therefore, for every pair of debt-income 
ratios, D/Y

(H) , D/Y
(B)  there exists a Ya for which these debt-income ratios 

are a maximal pair and another Y  for which these debt-income ratios are 
a minimal pair, and Ya  Y . For every decline in income between Ya and 

Y  the prob ab il ity that a debt-deflation process will occur with D/Y
(H) , 

D/Y
(B)  is greater than zero, less than one, and increases with the size of the 

decline in income.
The above has been phrased in terms of the reac tion to an initial decline 

in income, whereas the problem we set was to examine how a sharp stock-
market decline can affect income—in partic u lar, whether it can set off a 
cumu lat ive debt-deflation. The posi tions of the bound ar ies between debt-
income ratios which lead to stable, quasi-stable, and unstable system beha-
vior in response to a given decline in income depend upon the ulti mate 
liquid ity of the community and the net worth of house holds. A sharp fall  
in the stock market will decrease the net worth of house holds and also 
because of the increase in the cost of at least one type of finan cing—new 
issue equity finan cing—will operate to decrease busi ness invest ment. In 
addi tion, the decline in net worth will also decrease house hold spend ing. 
Hence, the decline in net worth will both shift the bound ar ies of the reac-
tion regions down ward and lead to an initi at ing decline in income. The 
beha vior of the system depends upon the loca tion of the bound ar ies between 
the behavior-states of the system, after allow ing for the effects of the initial 
capital losses due to the stock market crash, and the size of the initial decline 
in income.

III. A LOOK AT SOME EVID ENCE

On the basis of the argu ment in the preced ing section, the relat ive size of 
ulti mate liquid ity and the debt-income ratios of house holds and busi ness 
are relev ant in determ in ing the like li hood that an initial shock will trigger a 
debt-deflation process. We will examine some evid ence as to the trends of 
these vari ables between 1922–29 and 1948–62 as well as the values of the 
relev ant ratios in 1929 and 1962.

The ulti mately liquid assets of an economy consist of those assets whose 
nominal value is inde pend ent of the func tion ing of the economy. For an 
enter prise economy, the ulti mately liquid assets consist of the domest ic ally 
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owned govern ment debt outside govern ment funds, Treasury currency, and 
specie. We will use gross national product divided by the amount of ulti-
mate liquid ity as our measure of relat ive ulti mate liquid ity. This is a velo city 
concept—what I call Pigou velo city—and we can compare its beha vior over 
time with that of conven tional velo city defined as gross national product 
divided by demand depos its plus currency outside banks.

In Figure 2 both Pigou and conven tional velo city from 1922 to 1962 are 
presen ted. Conventional velo city exhib ited a slight trend between 1922–29 
(rising from around 3.5 to around 4.0), fell sharply until 1946 (to 1.9), 
and has risen since 1946. In 1962 conven tional velo city was once again at 
the levels it had reached in the 1920s. Pigou velo city rose rapidly from  
1922 to 1929 (from 2.8 to 5.0), then fell drastic ally to 1945 (reach ing a 
low of .8), and has risen stead ily since; in 1962 Pigou velo city was 2.1. That 
is, although the direc tion of change of Pigou and conven tional velo city has 
been the same since 1922, their relat ive values in 1929 and 1962 were quite 
differ ent. In 1929 Pigou velo city was 25 percent greater than conven tional 
velo city whereas in 1962 Pigou velo city was about 50 percent of conven-
tional velo city. As Pigou velo city was approx im ately 40 percent of its 1929 
value in 1962, the stock of ulti mate liquid ity relat ive to income was much 
greater in 1962 than in 1929.

Figure 2 Velocity of Money, Conventional Income, and Pigou, 1922–62
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As shown in Table 1, the debt-income ratios for both house holds and 
corpor ate nonfin an cial busi ness rose during the sustained expan sion of 
1922–29 and 1948–62. However, the 1962 house hold debt-income ratio 
was larger than in 1929, while the corpor ate nonfin an cial busi ness ratio 
was consid er ably smaller. Inasmuch as the nature of mort gage debt changed 
markedly between 1929 and 1962, the larger house hold debt-income ratio 
in 1962 may not indic ate a greater sens it iv ity to a shock.

In Table 2 the rates of growth of these debt-income ratios for 1922–29 
and 1948–62 are shown. The rate of growth of corpor ate nonfin an cial sector 
debt is much greater for 1948–57 and 1948–62 than for 1922–29, whereas 
the rates of growth of house hold debt for these periods are of the same 
order of magnitude. It is inter est ing to note that the alleged retard a tion of 
the rate of growth of income since 1957 shows up in a lower rate of growth 
of the debt-income ratios for both house holds and corpor ate busi ness. It is 
also inter est ing to note that a nonsus tain able relat ive rate of growth of debt 
to income for the corpor ate nonfin an cial sector, which existed between 
1948–57 was broken in 1957–62 even though the 1957 debt-income ratio 
(5.0) was lower than the 1929 debt-income ratio for this sector.8

Table 1 Liabilities-Income Ratio Corporate Nonfinancial, and Consumer Sectors 1922–29 and 
1948–62

Years

1922 1929 1948 1957 1962

Corporate liabilities-income ratio 5.701 6.082 3.56 4.97 4.66
Consumers’ liabilities-income ratio .3811 .6214 .273 .561 .694

Table 2 Rates of Growth of Liabilities-Income Ratios Corporate Nonfinancial, and Consumer 
Sectors 1922–29 and 1948–62

Intervals

1922–29 1948–57 1957–62 1948–62

Corporate nonfin an cial sector .9 3.8 –1.3 1.9
Consumers’ sector 7.2 8.4 4.3 6.9

Sources for Table 1 and 2: 1922, 1929: R. Goldsmith, A Study of Saving in the United States 
(Princeton, N. J.: Princeton University Press, 1956), Tables N-1, W 22, W 31.

1948, 1957: Federal Reserve System, Flow of Funds/Savings Accounts 1946–60, Supplement 5, 
December 1961, Tables 4 and 8.

1962: Federal Reserve Bulletin, April, 1963, “Flow of Funds/Savings Tables.”
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IV. CONCLUSION: THE ROLE OF THE FEDERAL GOVERN MENT

It seems that the trends in the debt-income ratios of house holds and corpor ate 
nonfin an cial busi ness, and in the ulti mate liquidity-income ratio in the 
sustained boom of the postwar period, are similar to the trends of these vari-
ables in the sustained boom of the inter war period. However, both the nonfi-
 n an cial corpor ate sector’s debt-income ratio and Pigou velo city were smaller 
in 1962 than in 1929, whereas the house hold debt-income ratio was of the 
same order of magnitude in the two periods. Even if we ignore the changes 
in the struc ture of debts and the nature of the contracts, the initial condi tions 
in 1962 were much more condu cive to a stable reac tion to a stock-market 
crash than the initial condi tions in 1929. Our tent at ive conclu sion is that the 
observed differ ences in system beha vior between the two periods is not 
neces sar ily due to any change in the finan cial processes asso ci ated with a 
boom domin ated by private sector demand; rather the observed differ ences 
in the reac tion to a sharp fall in stock prices can be imputed to the marked 
differ ences in the state of the system at the time the fall in prices occurred.

However, in one respect the economy is really quite differ ent in 1962 
from what it was in 1929. Federal govern ment purchases of goods and 
services was 1.2 percent of GNP in 1929 and 11.3 percent of GNP in 1962. 
This enorm ous increase in the relat ive size of the federal govern ment, 
combined with the reac tion of tax receipts and spend ing to a decline in GNP 
means that today, much more so than in the 1920s, the federal govern ment 
tends to stabil ize income. In addi tion, once a decline in income results in a 
deficit, the stock of ulti mate liquid assets increases, and the rate of increase 
of the stock of ulti mately liquid assets increases with the size of the devi-
ation from the balanced budget income. Hence, by dimin ish ing the real ized 
change in income due to an initial disturb ance and by increas ing the public’s 
stock of ulti mate liquid ity markedly once income turns down, the increase 
in the relat ive size of the federal govern ment makes the economy better able 
to with stand a defla tion ary shock such as the sharp fall in stock-market 
prices that occurred in 1962.
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2
FINANCE AND PROFITS:  

THE CHANGING NATURE OF 
AMERICAN BUSINESS CYCLES

I. HISTORICAL PERSPECT IVE

The great contrac tion of 1929–33 was the first stage of the Great Depression 
that contin ued until the end of the 1930s. Although economic turbu lence 
has been evident since the mid-1960s, nothing that has happened in recent 
years even remotely resembles the economic disaster of the Great Depression. 
Furthermore, the first part of the era since World War II—the years between 
1946 and the middle of the 1960s—were a great success. Between 1946 
and 1965 the American economy exhib ited consist ent and funda ment ally 
tran quil progress; these years were char ac ter ized by a close approx im a tion 
of both full employ ment and price level stabil ity. Although it was far from a 
utopia, during these twenty years the American economy was success ful, in 
that substan tial and wide spread improve ments in the economic dimen sions 
of life were achieved. Furthermore similar economic progress took place in 
the other “advanced” capit al ist econom ies during these years.

Reprinted from The Business Cycle and Public Policy, 1929–80, Joint Economic Committee, Congress 
of the United States, U.S. Government Printing Office, Washington, D.C., 1980.
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Since the middle 1960s the economy has been much more turbu lent, and 
the turbu lence seems to be increas ing. Both unem ploy ment and infla tion 
showed an upward trend through the 1970s. Measures to manage demand 
which were deemed respons ible for the success of the tran quil years have 
not been success ful in contain ing the turbu lence of the 1970s. Furthermore 
since the mid-1960s crises have occurred quite regu larly in finan cial markets, 
and the dollar-based inter na tional monet ary system set up after World War II 
has been destroyed. In the mid-1960s an era of mild cycles in income and 
employ ment, general price stabil ity, finan cial strength, and inter na tional 
economic tran quil ity came to an end. It has been followed by an era of 
increas ingly severe busi ness cycles, growth retard a tion, accel er at ing infla-
tion, finan cial fragil ity, and inter na tional economic disar ray. However, even 
though the American economy has performed poorly in recent years, in 
compar ison with what happened in the 1930s this perform ance is “not 
bad”: we have not had another “great” or even serious depres sion.

Over the twenty or so years of on the whole tran quil progress after World 
War II cumu lat ive changes in the finan cial struc ture occurred. In 1966–67 
the stabil ity of the finan cial struc ture was tested and the Federal Reserve 
found it neces sary to inter vene as a lender-of-last-resort. Since the middle 
1960s two addi tional epis odes occurred—in 1969–70 and 1974–75—in 
which the Federal Reserve inter vened as a lender-of-last-resort. In early 
1980 the Bache/Hunt silver crisis showed that there were serious domains 
of poten tial instabil ity in the economic struc ture.

The thesis under ly ing this book is that an under stand ing of the American 
economy requires an under stand ing of how the finan cial struc ture is affected 
by and affects the beha vior of the economy over time.

The time path of the economy depends upon the finan cial struc ture. The 
finan cial rela tions that gener ated the instabil ity of 1929–33 were of minor 
import ance during 1946–65—hence the economy behaved in a tran quil 
way. However over 1946–65 the finan cial struc ture changed because of 
internal reac tions to the success of the economy. As a result of cumu lat ive 
changes, finan cial rela tions became condu cive to instabil ity. The dynamic 
beha vior of the American economy since the middle 1960s reflects the 
simul tan eous exist ence of a struc ture of finan cial rela tions condu cive to the 
gener a tion of instabil ity such as ruled after 1929, along side a struc ture of 
govern ment budget commit ments and Federal Reserve inter ven tions that 
prevent the full devel op ment of a “down ward” cumu lat ive process. The 
result has been a busi ness cycle char ac ter ized by six stages:
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(1) An accel er at ing infla tion,
(2) A finan cial crisis,
(3) A sharp thrust toward lower income,
(4) Intervention (auto matic and discre tion ary) by the Government through 

its budget and the Federal Reserve (and other finan cial agen cies of 
Government) through lender-of-last-resort action,

(5) A sharp braking of the down turn, and
(6) Expansion.

Stage 6, expan sion, leads to stage 1, accel er at ing infla tion. Since 1966 the 
cycle seems to take from three to six years and economic policy seems able 
to affect the dura tion and sever ity of partic u lar stages but only at a price of 
exacer bat ing other stages.

In this paper I will address the follow ing ques tions that arise out of the 
above broad brush perspect ive:

(1) Why haven’t we had a great or even a serious depres sion since 1946?
(2) Why was 1946–66 a period of tran quil progress and why has it been 

followed by turbu lence?
(3) Is stag fla tion, as char ac ter ized by higher unem ploy ment rates asso ci ated 

with a trend of higher rates of infla tion, the price we pay for success in 
avoid ing a great or serious depres sion?

(4) Are there feas ible policies short of accept ing a deep and long depres sion 
that will lead to a resump tion of tran quil progress such as took place in 
the first post-World War II epoch?

II. FINANCING AND INSTABIL ITY

The above ques tions deal with the overall stabil ity of our economy. To 
address these ques tions we need an economic theory which explains why 
our economy is some times stable and some times unstable. In recent years 
the discus sion about economic policy for the United States has been  
domin ated by a debate between Keynesians and monet ar ists. Even though 
Keynesians and monet ar ists differ in their policy propos als, they use a 
common economic theory; they are branches of a common economic 
theory, which is usually called the neoclas sical synthesis. Instability, of the 
kind that we have iden ti fied and which leads to the ques tions we are aiming 
to answer, is foreign to the economic theory of the neoclas sical synthesis; it 
cannot happen as a normal result of the economic process.
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It is self-evident that if a theory is to explain an event, the event must be 
possible within the theory. Furthermore if a theory is to guide policy that 
aims at controlling or prevent ing an event, the event must be possible within 
the theory.

Within the neoclas sical synthesis a serious depres sion cannot occur as  
a result of internal oper a tions of the economy. In this theory a serious 
depres sion can only be the result of policy errors or of non-essential insti-
tu tional flaws. Thus a monet ar ist explan a tion of the Great Depression holds 
that it was the result of Federal Reserve errors and omis sions and a Keynesian 
explan a tion holds that it was the result of an exogen ously determ ined 
decline of invest ment oppor tun it ies or a prior unex plained decline in 
consump tion activ ity.1,2

The neoclas sical synthesis treats the complex system of finan cial insti tu-
tions and instru ments that are used to finance owner ship of capital assets in 
a cava lier way. A detailed analysis of the beha vior of finan cial insti tu tions and 
the way the inter re la tions between finan cial units and oper at ing units affect 
the perform ance of the economy is absent from the core of stand ard theory. 
Neither the stand ard Keynesianism nor any of the vari et ies of monet ar ism 
integ rate the finan cial struc ture of our economy into the determ in a tion of 
income, prices, and employ ment in any essen tial way.

In both vari ants of the neoclas sical synthesis the finan cial struc ture is 
repres en ted by “money.” Monetarists use money as a vari able that explains 
prices and Keynesians use money as a vari able that affects aggreg ate nominal 
demand, but in both money is an outside vari able; the amount of money in 
exist ence is not determ ined by internal processes of the economy.

In our economy money is created as bankers acquire assets and is destroyed 
as debtors to banks fulfill their oblig a tions. Our economy is a capit al ist 
economy with long-lived and expens ive capital assets and a complex, so  -
phist ic ated finan cial struc ture. The essen tial finan cial processes of a capit al ist 
economy center around the way invest ment and posi tions in capital assets 
are financed. To the extent that the various tech niques used to finance capital 
asset owner ship and produc tion lead to banks acquir ing assets, money is an 
end product of finan cial arrange ments. In a capit al ist economy invest ment 
decisions, invest ment finan cing, invest ment activ a tion, profits and commit-
ments to make payments due to outstand ing debts are linked. To under stand 
the beha vior of our economy it is neces sary to integ rate finan cial rela tions 
into an explan a tion of employ ment, income, and prices. The perform ance of 
our economy at any date is closely related to the current success of debtors 
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in fulfilling their commit ments and to current views of the ability of today’s 
borrow ers to fulfill commit ments.

Financing arrange ments involve lenders and borrow ers. The deals between 
lenders and borrow ers are presum ably a good thing for both. In our economy 
the prox im ate lender to an owner of capital assets and to invest ing units is a 
finan cial insti tu tion. Financial insti tu tions are typic ally highly levered organ-
iz a tions. This means that any loss on the assets owned will lead to an ampli-
fied loss of the owner’s equity. Because of lever age and the obvious desire of 
lenders to protect their capital, loans are made on the basis of various margins 
of safety. To under stand our economy we need to know how an economy 
behaves in which borrow ing and lending take place on the basis of margins 
of safety. The borrow ing and lending of partic u lar concern is that used to 
finance invest ment and the owner ship of capital assets.

Borrowing and lending are also used to finance house hold spend ing and 
asset hold ings. From time to time govern ments run defi cits. Thus there are 
house hold and govern ment debts in port fo lios that need to be serviced by 
cash from house hold income and govern ment taxes. In what follows it will 
become evident that house hold and govern ment borrow ing is not the crit-
ical element making for instabil ity, although the overall stabil ity of an 
economy can be affected by house hold and govern ment borrow ing.

To borrow is to receive money today in exchange for prom ises to pay 
money in the future. As a result of past borrow ing, there are payments which 
have to be made over every short period. Furthermore, if the economy func-
tions well during every short period, new borrow ings take place which 
become prom ises to pay in the future. Our economy has a past, which is 
present today in matur ing payment commit ments, and a future, which is 
present today in debts that are being created.

III. THE SIGNI FIC ANCE OF FINANCE

A frame work for analyz ing the rela tions between cash payment commit-
ments due to outstand ing liab il it ies and the cash receipts of organ iz a tions 
with debts is needed if finan cial rela tions are to be fully integ rated into the 
theory of income and price determ in a tion. Financial instabil ity is a fact and 
any theory that attempts to explain the aggreg ate beha vior of our economy 
must explain how it can occur. As finan cial instabil ity is one facet of the 
serious busi ness cycles of history, a theory that explains finan cial instabil ity 
will enable us to under stand why our economy is inter mit tently unstable.
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Cash payment commit ments on outstand ing instru ments are contrac tual 
commit ments (1) to pay interest and repay the prin cipal on debts and (2) to 
pay dividends—if earned—on equity shares. These cash payment commit-
ments are money flows set up by the finan cial struc ture. A struc ture of expec ted 
money receipts under lies the various commit ments to make payments on 
exist ing debts. Each economic unit—be it a busi ness firm, house hold, finan-
cial insti tu tion, or govern ment—is a money-in-money-out device. The rela-
tion among the various sources and uses of cash for the various classes of 
economic units determ ines the poten tial for instabil ity of the economy.

Our economy is one that employs complex, expens ive, and long-lived 
capital assets and which has a soph ist ic ated and complex finan cial struc ture. 
The funds that are needed to acquire control over the expens ive capital 
assets of the economy are obtained by a variety of finan cial instru ments 
such as equity shares, bank loans, bonds, mort gages, leases, and rentals. 
Each finan cial instru ment is created by exchan ging “money today” for 
commit ments to pay “money later.” The payments during any period on 
outstand ing finan cial instru ments are the “money later” parts of contracts 
entered into in prior periods. We can summar ize the above by the state ment 
that firms may and do finance posi tions in capital assets by complex sets of 
finan cial oblig a tions. The finan cial oblig a tions outstand ing at any date 
determ ine a series of dated cash payment commit ments.

The legal form that busi ness takes determ ines the debts that can be used 
to finance owner ship of capital assets. The modern corpor a tion is essen tially 
a finan cial organ iz a tion. The altern at ives to using corpor a tions as the legal 
form for private busi ness are sole propri et or ships and part ner ships. In these 
altern at ives the debts of the organ iz a tion are debts of the indi vidual owner 
or part ners and the life of the organ iz a tion is limited to the life of the part-
ners. As a result of their limited lives and constrained debt carry ing powers, 
propri et or ships and part ner ships are poor vehicles for owning and oper-
at ing long-lived and special purpose capital assets. There is a symbi otic rela-
tion between the corpor ate form of organ iz ing busi ness and the emer gence 
of an indus trial and commer cial struc ture in which debt is used to finance 
the construc tion of and determ ine the control over complex, special purpose 
and long-lived capital assets.

In addi tion to the ordin ary busi ness firms that own the capital assets of 
our economy there are finan cial firms (banks, etc.) that mainly own finan-
cial instru ments. These insti tu tions finance the assets they own (what will be 
called their posi tion) by some combin a tion of equity (capital and surplus) 
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and debts. The typical posi tion of the various types of finan cial insti tu tions 
will include debts of capital asset owning firms, house holds, govern ments, 
and other finan cial insti tu tions. In addi tion, some finan cial insti tu tions own 
equity shares.

Thus there exists a complex network of commit ments to pay money. The 
units that have entered into these commit ments must have sources of money. 
When a finan cial contract is created, both the buyer (lender) and the seller 
(borrower) have scen arios in mind by which the seller acquires the cash 
needed to fulfill the terms of the contract. In a typical situ ation there is a 
primary and some second ary or fall-back sources of cash. For example, in 
an ordin ary home mort gage the primary source of the cash needed to fulfill 
the contract is the income of the homeowner. The second ary or fall back 
source of cash is the market value of the mort gaged prop erty. For an ordin ary 
busi ness loan at a bank, the expec ted differ ence between gross receipts and 
out of pocket costs is the primary source of cash. Secondary sources would 
include the value of collat eral, borrow ings, or the proceeds from selling 
assets. Expected cash receipts are due to contri bu tions to the produc tion and 
distri bu tion of income, the fulfill ment of contracts, borrow ing and selling 
assets. In addi tion, payment commit ments can be fulfilled by using what 
stocks of cash a unit may have on hand.

Our economy there fore is one in which borrow ing and lending on the 
basis of margins of safety is common place. Today’s payments on outstand ing 
finan cial instru ments are the result of commit ments that were made in the 
past—even as today’s trans ac tions create finan cial contracts which commit 
various organ iz a tions to make payments in the future. The balance sheets at 
any moment of time of units that make up the economy are “snap shots” of 
how one facet of the past, the present, and the future are related.

Commercial banks are one set of finan cial insti tu tions in our economy. 
Demand depos its, which are part of the money stock, are one of a number 
of liab il it ies that commer cial banks use to finance their posi tion in finan cial 
assets. In turn the finan cial assets of banks are debts of other units, which 
use these debts to finance posi tions in capital assets or finan cial instru ments. 
As we peer through the finan cing veil of the inter re lated set of balance 
sheets, it becomes evident that the money supply of the economy is like a 
bond, in that it finances posi tions in capital assets. Before one can speak 
securely of how changes in the money supply affect economic activ ity, it is 
neces sary to penet rate the finan cing veil to determ ine how changes in the 
money supply affect the activ it ies that are carried out.
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Each finan cing trans ac tion involves an exchange of money today for 
money later. The parties to the trans ac tion have some expect a tions of the 
uses to which the receiver of money today will put the funds and how this 
receiver will gather the funds by which to fulfill the money-tomorrow part 
of the bargain. In this deal, the use by the borrower of the funds is known 
with a consid er able assur ance; the future cash receipts which will enable the 
borrower to fulfill the money-tomorrow parts of the contract are condi-
tional upon the perform ance of the economy over a longer or shorter 
period. Underlying all finan cing contracts is an exchange of certainty for 
uncer tainty. The current holder of money gives up a certain command over 
current income for an uncer tain future stream of money.

Just as there is no such thing as a free lunch, there is no such thing as a 
certain deal involving the future. Every invest ment in capital assets involves 
giving up some thing certain in exchange for some thing conjec tural in the 
future. In partic u lar, any set of capital assets acquired by a firm is expec ted 
to yield cash flows over time whose sum exceeds by some margin the cash 
paid for the capital asset. These expect a tions are, however, condi tional upon 
the state of partic u lar markets and of the economy in the various futures in 
which cash receipts are to be collec ted. In making money-today–money-
tomorrow trans ac tions, whether the trans ac tion be a finan cial trans ac tion, 
such as issuing or buying bonds, or an invest ment trans ac tion, in which 
current resources are used to create capital assets, assump tions about the 
intrins ic ally uncer tain future are made. The assump tions often are that the 
intrins ic ally uncer tain future can be repres en ted by a prob ab il ity distri bu-
tion of, say, profits, where the prob ab il ity distri bu tion is assumed to be like 
the prob ab il ity distri bu tions that are used to repres ent outcomes at a rou -
lette table. However, the know ledge of the process that determ ines the prob-
ab il it ies is much less secure for economic life than it is for fair roul ette 
wheels. Unforeseen and unlikely events occur in gambling games and in 
economic life. Unlikely events will not cause a radical change in the esti -
mates of the frequency distri bu tion of outcomes at the roul ette table whereas 
they are quite likely to cause marked change in the expect a tion of the future 
that guides economic activ ity.

The finan cial struc ture of our economy can be viewed as appor tion ing 
among various units the poten tial gains and losses from various under tak-
ings in which the outcome is uncer tain. By the very nature of uncer tainty, 
the actual results are quite likely to deviate markedly from anti cip ated results. 
Such devi ations will lead to capital gains and losses. Experience with capital 
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gains and losses will lead to changes in the terms upon which a certain 
command over resources will be exchanged for a conjec tural future 
command over resources. The prices of capital assets and finan cial instru-
ments will change as history affects views about the like li hood of various 
outcomes.

Households, busi nesses, govern ment units, and various types of finan cial 
insti tu tions issue finan cial liab il it ies. Each issuer of finan cial instru ments has 
a main source of cash which is expec ted to accrue so that the finan cial 
instru ments it has outstand ing can be valid ated. The primary source of cash 
for house holds is wages, for busi ness firms it is gross profits, for govern-
ment units it is taxes, and for finan cial insti tu tions it is the cash flow from 
owned contracts. In addi tion each unit can, in prin ciple, acquire cash by 
selling assets or by borrow ing. Although the normal economic activ ity of 
many units depends upon borrow ing or selling assets to obtain cash we will 
consider such finan cial trans ac tions as a second ary source of cash—where 
the term second ary does not neces sar ily carry any pejor at ive connota tions.

Household wage income, busi ness profit flows, and govern ment tax 
receipts are related to the perform ance of the economy. The primary cash 
flows that valid ate house hold, busi ness, and govern ment debts depend upon 
the level and distri bu tion of nominal income. In our type of economy one 
link between finan cial markets on the one hand and income and output 
produc tion on the other is that some of the demand for current output is 
financed by the issu ance of finan cial instru ments, and a second is that wage, 
profit, and tax flows need to be at a certain level to meet a stand ard that is 
determ ined by the payment commit ments on finan cial instru ments if finan-
cial asset prices and the ability to issue finan cial instru ments are to be 
sustained. A capit al ist economy is an integ rated finan cial and produc tion 
system and the perform ance of the economy depends upon the satis fac tion 
of finan cial as well as income produc tion criteria.

IV. HEDGE, SPEC U LAT IVE, AND PONZI FINANCE

Three finan cial postures for firms, house holds, and govern ment units can be 
differ en ti ated by the rela tion between the contrac tual payment commit-
ments due to their liab il it ies and their primary cash flows. These finan cial 
postures are hedge, spec u lat ive, and “Ponzi.” The stabil ity of an economy’s 
finan cial struc ture depends upon the mix of finan cial postures. For any 
given regime of finan cial insti tu tions and govern ment inter ven tions the 
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greater the weight of hedge finan cing in the economy the greater the 
stabil ity of the economy whereas an increas ing weight of spec u lat ive and 
Ponzi finan cing indic ates an increas ing suscept ib il ity of the economy to 
finan cial instabil ity.

For hedge finan cing units, the cash flows from parti cip a tion in income 
produc tion are expec ted to exceed the contrac tual payments on outstand ing 
debts in every period. For spec u lat ive finan cing units, the total expec ted 
cash flows from parti cip a tion in income produc tion when totaled over the 
fore see able future exceed the total cash payments on outstand ing debt, but 
the near term payment commit ments exceed the near term cash flows from 
parti cip a tion in income produc tion, even though the net income portion of 
the near term cash flows, as meas ured by accep ted account ing proced ures, 
exceeds the near term interest payments on debt. A Ponzi finance unit is a 
spec u lat ive finan cing unit for which the income compon ent of the near 
term cash flows falls short of the near term interest payments on debt so that 
for some time in the future the outstand ing debt will grow due to interest 
on exist ing debt. Both spec u lat ive and Ponzi units can fulfill their payment 
commit ments on debts only by borrow ing (or dispos ing of assets). The 
amount that a spec u lat ive unit needs to borrow is smaller than the matur ing 
debt whereas a Ponzi unit must increase its outstand ing debts. As a Ponzi 
unit’s total expec ted cash receipts must exceed its total payment commit-
ments for finan cing to be avail able, viab il ity of a repres ent at ive Ponzi unit 
often depends upon the expect a tion that some assets will be sold at a high 
enough price some time in the future.

We will first examine the cash flow, present value, and balance sheet 
implic a tions of hedge, spec u lat ive, and Ponzi finan cial postures for busi ness 
firms. The finan cing of invest ment and posi tions in capital assets by debts is 
a distin guish ing attrib ute of our type of economy. This makes the cash flows 
and balance sheets of busi ness of special import ance. As our focus is upon 
the payment commit ments due to busi ness debts, the cash receipts of special 
interest are the gross profits net of taxes but inclus ive of interest payments, 
for this is the cash flow that is avail able to fulfill payment commit ments. The 
gener a tion and distri bu tion of this broad concept of profits is the central 
determ in ant of the stabil ity of an economy in which debts are used to 
finance invest ment and posi tions in capital assets.

The valid a tion through cash flows of the liab il it ies of house holds and 
govern ments is of great import ance to the oper a tion of today’s capit al ist 
econom ies. Household and govern ment finan cing rela tions affect the 
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stabil ity of the economy and the course through time of output, employ-
ment, and prices. However, the essen tial cyclical path of capit al ist econom ies 
was evident when house hold debts were small and govern ment, aside from 
times of war, was small. Household and govern ment debt creation and 
valid a tion modify but do not cause the cyclical beha vior of capit al ist 
econom ies. It will be evident in what follows that if the debt gener a tion and 
valid a tion by govern ment becomes large relat ive to the debt gener a tion and 
valid a tion by busi ness the basic path of the economy is likely to be affected.

Business firms

The funda mental vari ables in analyz ing the finan cial struc ture of busi ness 
firms are the cash receipts and payments of economic units over a relev ant 
time period. The total receipts of a busi ness firm can be divided into the 
payments for current labor and purchased inputs and a resid ual, gross capital 
income,3 that is avail able to pay income taxes, the prin cipal and interest on 
debts and for use by the owners.

We there fore have:

Gross Capital Income  Total Receipts From Operations  Current 
Labor and Material Costs

and

Gross Capital Income  Principal and Interest Due on Debts  Income 
Taxes  Owners “Income.”

In terms of the data avail able in National Income and Flow of Funds 
accounts, gross capital income equals gross profits before taxes plus interest 
paid on busi ness debts. In analyz ing the viab il ity of a finan cial struc ture and 
the constraints it imposes, gross capital income as here defined is the key 
receipts vari able.

The cash payments made by a unit over a relev ant time period equal the 
spend ing on current labor and purchased inputs, tax payments, the remit-
tance due to debts that fall due, and dividends. Over any partic u lar inter val 
cash payments may exceed, equal, or fall short of cash receipts. Of the 
payments the crit ical items are current input costs, taxes, and payments 
required by outstand ing debts. As current costs and taxes are subtrac ted from 
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current receipts to yield after tax capital income the key rela tion becomes that 
between after tax capital income (or gross profits after taxes broadly defined) 
and the payment commit ments on debts. The rela tion has two facets:

(1) Each relev ant period’s (quarter, month, year) rela tion between gross 
capital income and payment commit ments due to debts.

(2) The rela tion over an open horizon of the sum of expec ted gross capital 
income and the sum of payment commit ments now on the books or 
which must be entered on the books if the expec ted gross capital 
income is to be achieved.

A neces sary though not suffi cient condi tion for the finan cial viab il ity of a 
unit is that the expec ted gross capital income exceed the total payment 
commit ments over time of debts now on the books or which must be 
entered upon if this capial income is to be forth com ing.

Gross capital income reflects the productiv ity of capital assets, the effic acy 
of manage ment, the effi ciency of labor, and the beha vior of markets and the 
economy. The debt struc ture is a legacy of past finan cing condi tions and 
decisions. The ques tion this analysis raises is whether the future profi t ab il ity 
of the busi ness sector can support the finan cial decisions that were made as 
the current capital-asset struc ture of the economy was put into place.

Hedge finan cing

A unit is hedge finan cing at a partic u lar date when at that date the expec ted 
gross capital income exceeds by some margin the payment commit ments 
due to debts in every relev ant period over the horizon given by the debts 
now on the books and the borrow ings that must be made if expec ted gross 
capital income is to be earned. The liab il it ies on the books at any time are 
the result of past finan cing decisions. As such they are entered into on the 
basis of margins of safety. One of the margins of safety is an excess of an   -
ticip ated receipts over cash payment commit ments. However the anti cip ated 
gross capital income for any date is uncer tain. The holder and user of capital 
assets, the banker who arranges the finan cing and the owner of the liab il-
it ies expect the actual receipts to exceed the payment commit ments due to 
debt by a substan tial margin. One way to treat this is to assume that the 
owners of the capital assets, the bankers, and the owners of the debt assume 
there is a lower limit of the gross capital income which is virtu ally certain 
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and that finan cing decisions and capit al ized values are based upon this lower 
limit to earn ings which are deemed to be virtu ally certain.

If we capit al ize the cash payment commit ments and the receipts that 
capital assets are deemed to be assured of earning at common interest rates 
we will get the present value of the enter prise that is expec ted to yield the 
specified gross capital income. In the case of the hedge unit the differ ence 
between these assured receipts and the payment commit ments is posit ive in 
every period. Thus the capit al ized value of the flow of gross capital income 
will exceed the capit al ized value of payment commit ments at every interest 
rate. Inasmuch as a unit is solvent only as the value of its assets exceeds the 
value of its debts, changes in interest rates cannot affect the solvency of a 
unit that hedge finances.

It is import ant to emphas ize that, for a hedge unit, conser vat ively esti   -
mated expec ted gross capital income exceeds the cash payments on debts 
from contracts for every period in the future. The present value of this 
stream is the sum of the capit al ized value of the cash flows net of debt 
payments for each period; inas much as each period’s net cash flow is posit ive 
the sum will be posit ive. In partic u lar a sharp rise in interest rates cannot 
reverse the inequal ity in which the present value of capital assets exceeds the 
book value of debts. For hedge finance units insolv ency cannot result from 
interest rate increases.

Even though a hedge finan cing unit and its bankers expect that cash flows 
from oper a tions will gener ate suffi cient cash to meet payment commit-
ments on account of debts, further protec tion for borrow ers and lenders can 
exist by having a unit own excess money or market able finan cial assets—i.e., 
it is conveni ent (as an impli cit insur ance policy) to hold assets in the form 
in which debts are denom in ated. A balance sheet of a hedge investor will 
include money or money market assets in addi tion to the capital assets.

A hedge unit’s finan cial posture can be described by the excess of cash 
receipts over contrac tual payment commit ments in each period, an excess 
of the value of capital assets over debt and the holding of cash or liquid 
assets. We can further divide the assets and liab il it ies. In partic u lar we can 
note that the cash can be held in the form of various finan cial assets such as 
Treasury debt, commer cial paper, and even open lines of credit. Similarly the 
debts of a unit can be short term, long term, or even non-debts like commit-
ments on leases.

A unit that has only equit ies on the liab il ity side of its balance sheet or 
whose only debts are long term bonds with a sinking fund arrange ment 
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where the payments to the sinking fund are well within the limits set by 
expec ted cash flows is engaged in hedge finan cing. A hedge finan cing unit 
is not directly suscept ible to adverse effects from changes in finan cial 
markets. The only way a hedge finan cing unit can go bank rupt is if its 
reven ues fall short of its out of pocket costs and commit ments.

Speculative finan cing

A unit spec u lates when for some periods the cash payment commit ments 
on debts exceed the expec ted gross capital income. The spec u la tion is that 
refin an cing will be avail able when needed. This spec u la tion arises because 
the commit ments provide for the repay ment of debt at a faster rate than the 
gap between reven ues and costs allows for the recap tur ing of the money 
costs of capital assets. We restrict the term spec u lat ive to a liab il ity struc ture 
in which the income portion of gross profits exceeds the income portion of 
payment commit ments.

The liab il ity struc ture of a spec u lat ive unit leads to a series of cash 
payments and the oper a tions of the unit will lead to a series of cash receipts. 
The sum of the payment commit ments is less than the sum of the cash 
receipts but in some periods the payment commit ments are larger than the 
expec ted cash receipts; there are defi cits. These “deficit” periods are typic ally 
closer in time from the “today” at which the balance sheet is being char ac-
ter ized; the defi cits for the spec u lat ive unit are mainly because the unit has 
engaged in short term finan cing so that the prin cipal of debts falling due 
exceeds the recap ture of capital-asset commit ments in these early periods. 
Even as the debt is being reduced in these early periods, the cash flow 
prospects of later periods include receipts due to the recap ture of prin cipal 
even as there is no need to reduce the prin cipal of outstand ing debts. Thus a 
spec u lat ive unit has near term cash defi cits and cash surpluses in later terms.

The present value of an organ iz a tion equals the present value of the gross 
capital income minus the present value of the cash payment commit ments. 
This is equi val ent to the present value of the series of cash defi cits and 
surpluses that a spec u lat ive unit is expec ted to earn. For a spec u lat ive unit 
the short falls of these receipts relat ive to payment commit ments occur early 
on in the future and the posit ive excess of receipts over payments occurs 
later: a spec u lat ive unit finances a long posi tion in assets by short run lia  -
bilit ies. Higher interest rates lower the present value of all cash receipts, 
however the decline is propor tion ately greater for the receipts more distant 
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in time. Thus a dated set of cash flows which yields a posit ive excess of asset 
values over the value of debts at low interest rates may yield a negat ive 
excess at high interest rates: a present value reversal, from posit ive to 
negat ive present values, can occur for spec u lat ive finan cing rela tions and 
not for hedge finan cing units.

In a spec u lat ive finan cing arrange ment the unit, its bankers, and the 
holders of its debts are aware that payment commit ments can be fulfilled 
only by issuing debt or by running down cash balances during periods in 
which the payment commit ments exceed the relev ant receipts. The finan-
cing terms at those dates when it is neces sary to borrow to pay debts can 
affect the spread between gross capital income and cash payment commit-
ments. In partic u lar refin an cing can make cash commit ments at some later 
date, which initially were expec ted to be posit ive, negat ive. The ability of a 
firm that engages in spec u lat ive finance to fulfill its oblig a tions is suscept ible 
to fail ures in those markets in which it sells its debts.

A spec u lat ive unit will also carry cash kickers. As the near term payments 
exceed the expec ted cash flows from income, for a given value of debt the 
cash balance of a spec u lat ive unit can be expec ted to be larger than that for 
a hedge unit. However because spec u lat ive units are active borrow ers it is 
likely that lines of credit and access to markets will be a part of the cash posi-
tion of such units, albeit this part will not be visible on the balance sheet.

The gross cash flows due to oper a tions that a unit receives are broken 
down by account ing proced ures into an income portion and a recap ture of 
the value of the invest ment in capital assets; the recap tur ing is called depre-
ci ation or capital consump tion. The payment commit ments on debts are 
usually separ ated into the interest due and the repay ment of prin cipal. For a 
spec u lat ive finan cing unit in the periods when there is a cash flow deficit 
the receipts alloc ated to income exceed the interest payments even as the 
receipts alloc ated to the repay ment of prin cipal fall short of the prin cipal 
amount due on the debt. Thus the spec u lat ive unit is earning a net profit and 
is in a posi tion to decrease its indebted ness by alloc at ing a portion of the 
excess of income over debt payments to lower ing the debts.

Ponzi finan cing

Ponzi units are spec u lat ive units with the special char ac ter istic that for some 
if not all near term periods cash payment commit ments to pay interest are 
not covered by the income portion of the expec ted excess of receipts over 
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current labor and mater ial costs. These units must borrow in order to pay 
the interest on their outstand ing debt: their outstand ing debt grows even if 
no new income yield ing assets are acquired.

Obviously asset owners, bankers, and debt holders parti cip ate in Ponzi 
finance only if the present value of the sum of all future expec ted cash 
receipts and payments is posit ive. Therefore the posit ive present value of 
cash receipts minus payments in later periods must offset the negat ive 
present value of cash receipts minus payments in early periods. An extreme 
example of Ponzi finance is borrow ing to hold assets which yield no or little 
income in the expect a tion that at some date the market value of the object 
held will yield enough to clear debt and leave a size able gain. The low 
margin stock exchange of the 1920s and the margin finan cing of the Hunt 
posi tion in silver in 1980 are examples of Ponzi finan cing.4 The REITs of the 
early 1970s, which paid dividends on the basis of interest accru als, were 
enga ging in Ponzi finance. A unit that is heavily involved in build ing capital 
assets can be enga ging in Ponzi finance.

It is obvious that a Ponzi finance unit’s present value depends on interest 
rates and the expect a tions of cash flows in the future. Rising interest rates 
increase the rate of increase of outstand ing debts and can trans form posit ive 
present values into negat ive present values. Inflation will often lead to finan-
cing rela tions which can be valid ated only if infla tion contin ues. Acquiring 
assets because of infla tion ary expect a tions bids up the price of favored assets 
and the finan cing bids up interest rates. A decline in infla tion expect a tions 
will lead to a drop in these asset prices which can lead to the debts exceed ing 
the value of assets.

The stabil ity of an economy depends upon the mixture of hedge, spec u-
lat ive, and Ponzi finance. Over a period of good years the weight of short 
term debt in the busi ness finan cial struc ture increases and the weight of 
cash in port fo lios declines. Thus there is a shift in the propor tion of units 
with the differ ent finan cial struc tures—and the weight of spec u lat ive and 
Ponzi finance increases during a period of good years.

It should be noted that a decline in expec ted gross capital income, or a 
rise in the income protec tion required for hedge finan cing can make hedge 
units spec u lat ive units; and a decline in expec ted gross capital income, a rise 
in the income protec tion requr ied for spec u lat ive finan cing or a rise in 
finan cing costs can make spec u lat ive units Ponzi units. Such changes can 
lead to the value of debts exceed ing the capit al ized value of these excess 
receipts. There are two facets to finan cial instabil ity. In the first the cost of 
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debt and the need to roll over ever larger debt struc tures leads to a break in 
asset values as units try (or are forced to try) to decrease their debt depend-
ency; the second is when gross capital income falls because the determ i   -
nants of profits have fallen. A deep reces sion requires that such finan cial 
markets and cash flow effects occur.

At this point it is worth noting that the level and pattern of interest rates 
do not affect the solvency even though it affects the size of the posit ive net 
worth of a hedge finance unit. However the solvency—i.e., a shift of net 
worth from posit ive to negat ive and back again—of spec u lat ive and Ponzi 
finance units is affected by interest rate changes. In a world domin ated by 
hedge finance the author it ies can disreg ard the course of interest rates. But 
in a world domin ated by hedge finance, the interest inelastic demand for 
finance from units that must refin ance posi tions and finance commit ments 
will not exist—i.e., in a world domin ated by hedge finance interest rates do 
not change by much.

On the other hand, for spec u lat ive and espe cially for Ponzi finance units 
a rise in interest rates can trans form a posit ive net worth into a negat ive net 
worth. If solvency matters for the contin ued normal func tion ing of an 
economy, then large increases and wild swings in interest rates will affect 
the beha vior of an economy with large propor tions of spec u lat ive and Ponzi 
finance. Furthermore spec u lat ive and espe cially Ponzi finance give rise to 
large increases in an interest inelastic demand for finance, i.e., spec u lat ive 
and Ponzi finance create market condi tions condu cive to large swings in 
interest rates. In a world where spec u lat ive and Ponzi finance is import ant 
the author it ies cannot disreg ard the effect of policies on the level and vola-
t il ity of interest rates.

Households

For house holds, the cash flow income that is mainly relev ant to the finan cial 
struc ture is the differ ence between wage income as the major compon ent of 
house hold dispos able income and cash payment commit ments on house-
hold debt.5 The second ary house hold finan cial rela tion of import ance, 
which is espe cially relev ant for the various forms of “to the asset” (mort-
gage, condi tional sales) contracts, is between the value of the hypo thec ated 
asset and the face or book value of the outstand ing debt.

Household debts are either fully amort ized, partially amort ized, or 
unamort ized. In a fully amort ized contract a series of payments is specified 
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and at the end of the time the contract is fully paid. In a partially amort ized 
contract there is a payment due at the end of the contract which is a portion 
of the original prin cipal. An unamort ized contract has the full original prin-
cipal due at its end.

The cash flow rela tion for a fully amort ized contract assumes that the 
payment commit ments are less than the expec ted wage incomes. Thus a fully 
amort ized contract conforms to the defin i tion of hedge finan cing. Partially 
amort ized and unamort ized contracts can have payments due at some dates 
that exceed the anti cip ated wage incomes. The cash flow rela tions for partially 
amort ized contracts conform to that of spec u lat ive finan cing except that the 
cash deficit comes late in the sequence of payments rather than early.

Consumer and mort gage debt can become Ponzi-like only if actual wage 
income falls short of anti cip ated and other sources of dispos able income, for 
example, unem ploy ment insur ance, do not fill the gap. Such short falls can 
occur because of personal events or overall economic events. Various types 
of insur ance premi ums added to the cash payment commit ments take care 
of the health and acci dent portions of the personal risk. Large scale and 
persist ent unem ploy ment can lead to reversal of the inequal ity for a substan-
tial number of initial hedge units and the subsequent fore clos ures and 
repos ses sion of the hypo thec ated asset can lead to a fall in asset prices 
relat ive to the outstand ing debt. This can occur only if a substan tial decline 
in income and employ ment has taken place. The typical finan cing rela tion 
for consumer and housing debt can amplify but it cannot initi ate a down-
turn in income and employ ment.

However a part of house hold finan cing is often Ponzi; this is the finan cing 
of hold ings of secur it ies and some types of collect able assets. A typical 
example is the finan cing of owner ship of common stocks or other finan cial 
instru ments by debts. In prin ciple a separ ate cash flow account for such 
assets within the house hold accounts could be set up. Debts for carry ing a 
fixed port fo lio of secur it ies would increase whenever the income earned by 
the secur it ies falls short of interest payments on the debt. If we set up the 
cash flow rela tion for a margin account for common stock we find that if the 
dividend/price ratio exceeds the interest rate then the finan cing is spec u-
lat ive, mainly because the under ly ing debt is nomin ally short term. If the 
interest payments exceed the dividend then the finan cing is Ponzi. Hedge 
finan cing disap pears as a clas si fic a tion for stock market finan cing except if 
the term to matur ity of the debt is so long that the borrow ing unit does not 
have to refin ance its posi tions.
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Why would any rational man enter upon and a rational banker finance a 
secur ity holding in which the carry ing costs exceed the cash flow from 
dividends? The obvious answer is that the dividend yield is not the full 
yield; the full yield will include appre ci ation (or depre ci ation) of asset 
values. Thus in house hold finance we find that the payment commit ments 
can exceed the dividends and be less than the total asset return includ ing the 
appre ci ation of the price of the assets. In the extreme case—which applies 
to stock market booms and spec u lat ive manias (such as the 1979–80 Gold 
and Silver episode), the cash income from assets approaches zero; the only 
return is from appre ci ation. In these cases, if there is a margin between the 
price in the market of the assets and the value of the debt used to carry the 
assets, the cash due on debt is acquired by a rise in debt. This rise in debt 
finances the interest income of the lenders (bankers). Income is earned even 
though the payor pays no cash.

Household finance can be destabil iz ing if there is a signi fic ant portion of 
Ponzi finance in the holding of finan cial and other assets. A spec u lat ive 
boom exists whenever a substan tial and growing portion of outstand ing 
payment commit ments can be fulfilled only if an appre ci ation of asset values 
takes place. In such a boom the current and near term expec ted cash flows 
from parti cip at ing in the produc tion and distri bu tion of income are not 
suffi cient to meet even the income portion of the payment commit ments. In 
this situ ation some of the unreal ized capital gains are trans formed into 
incomes, thus finan cing demand for output. A spec u lat ive boom, as exem-
pli fied by a growth in Ponzi finan cing of asset hold ings by house holds, can 
induce a rise in current output prices, even as the basis of the Ponzi finan-
cing of asset owner ship is the anti cip a tion by debtors and their finan cing 
agents of infla tion in the prices of the assets being financed.

Debt-financing of asset owner ship and consump tion spend ing by house-
holds has increased over the era since World War II. The increase of the items 
that can be financed by debt and of the ease with which house holds can debt-
finance has meant that the link between house hold wage income and house-
hold consump tion is not as close as in the past. When house holds can readily 
purchase consumer goods by prom ising to pay a portion of future wage 
incomes, a close link between this period’s income and demand for output is 
broken. Symmetrically when a house hold’s payments on debt contracts exceed 
the interest due, the house hold “saves.” Thus a buildup of consumer debt will 
lead to a high ratio of consump tion to house hold income; a decrease in the 
amount outstand ing will lead to a low ratio of consump tion to house hold 
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income. The achieved ratio of savings to wage income in a modern economy 
reflects the course of outstand ing house hold debts.

To recapit u late, house hold debt-financing and cash payment commit-
ments on account of debt can be broken into two categor ies: the finan cing 
of consump tion and the finan cing of owner ship of assets, mainly finan cial 
assets. [Housing is in part a consump tion good and in part an asset; other 
consumer durables such as auto mo biles, etc. are not valued as assets even 
though they may have a resale value.] The cash flows that will valid ate 
consump tion finan cing are mainly house hold dispos able income which is 
largely wages. The cash flows that will valid ate the debt-financing of assets 
are either dividends and interest or the result of selling out the posi tion at 
an appre ci ated price. Household debt-financing of consump tion is almost 
always hedge finan cing; only a fall in income (wages) can trans form such 
contracts into examples of Ponzi finan cing. Housing is typic ally financed by 
hedge finan cing. Positions in common stocks and collect ables, such as gold, 
are often financed in a Ponzi fashion.

Because consump tion and housing debts of house holds are primar ily hedge 
finan cing, the contracts will tend to be valid ated unless there is a prior fall in 
wage income. Household finan cing of asset owner ship can be Ponzi in nature. 
As a result a rise in interest rates applic able to future prices of the assets or to 
future income can lead to a sharp fall in the price of assets in posi tion. Such a 
sharp fall in price means that the margin of safety in asset values falls and the 
expec ted appre ci ation of asset values which enable cash to be raised to satisfy 
payment commit ments is not real ized. These effects can determ ine the markets 
in which changes in relat ive prices initi ate finan cial and economic stabil ity.

Government

Government units also have payment commit ments on debts. These payment 
commit ments will be valid ated by some combin a tion of an alloc a tion of tax 
payments and new borrow ing. Government units are often spec u lat ive 
finan cing units which operate by rolling over short term debt. As long as the 
total future expec ted cash flows exceed the total future cash payment 
commit ments on the current outstand ing debt, this proves no special 
problem. However if the expec ted tax take or expec ted current oper at ing 
expenses misbe have then roll-over prob lems can arise. Government finan-
cial policies are not typic ally initi at ing forces in the instabil ity that is due  
to market forces. But govern ment units can misman age their affairs and 
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indi vidu ally get into trouble. In partic u lar govern ment units with large 
float ing (short term) debts can find the cost of carry ing debts rising relat ive 
to the taxes net of current expenses avail able for servi cing debt. High interest 
rates can make govern ment units into Ponzi units.

Summing up

The distinc tion between hedge, spec u lat ive and Ponzi finance defines both 
the sets of markets that need to be func tion ing normally for payment 
commit ments to be valid ated and the poten tial sources of diffi culty. If units 
engage in adequately protec ted hedge finance their finan cial diffi culties 
cannot be an initi at ing factor in instabil ity. Units which initially are hedge 
finan cing can become spec u lat ive and even Ponzi finan cing units as their 
income deteri or ates and thus amplify initial disturb ances.

Speculative finan cing units can fulfill their commit ments as long as their 
longer term income prospects are favor able and as long as funds are forth-
com ing at non-punitive terms from the markets in which they finance and 
refin ance their posi tions. Speculative finance units are vulner able to both 
income and finan cial market disturb ances. Furthermore short falls in income 
and increases in finan cing charges can trans form spec u lat ive units into Ponzi 
units.

The viab il ity of units which engage in Ponzi finance depends upon the 
current expect a tions of future prices of capital assets or finan cial instru-
ments. These future prices depend upon profits in the more distant future. 
The viab il ity of Ponzi finance units is depend ent upon discount rates, on 
future cash flows and expect a tions of future profi t ab il ity and prices. 
Obviously too great an admix ture of Ponzi and near-Ponzi spec u lat ive 
finance is condu cive to instabil ity.

We can conceive of a scale of finan cial robust ness—finan cial fragil ity 
which depends upon the mixture of hedge, spec u lat ive and Ponzi finance 
outstand ing. As the propor tion of hedge finan cing decreases the finan cial 
struc ture migrates toward fragil ity.

V. THE LEVEL AND DISTRI BU TION OF INCOME AND THE  
VALID A TION OF THE FINAN CIAL STRUC TURE

A debt is valid ated when matur ing commit ments to pay are fulfilled and 
expect a tions are sustained that future remain ing commit ments will be 
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fulfilled. By exten sion a debt struc ture, either in total or for various subdi vi-
sions of the economy, is valid ated when on the whole matur ing commit-
ments to pay are fulfilled and when expect a tions are that future receipts  
by debtors will enable payment commit ments that extend over time to  
be fulfilled. The qual i fy ing phrase “on the whole” is needed because a debt 
struc ture will be valid ated even if some payment commit ments are not 
fulfilled. Debt-financing organ iz a tions anti cip ate that some (small) percent age 
of debtors will not fulfill their commit ments.

The valid a tion of debt depends upon various compon ents of income 
being large enough so that the payment commit ments can be fulfilled either 
out of the income flows or by refin an cing. Thus for the Flow of Funds 
category Non-Financial Corporate Business, capital income as meas ured by 
the sum of interest payments and gross profits after taxes during any period 
must be large enough to enable matur ing commit ments to be satis fied 
either out of this grossest of profits or out of the proceeds of new debts 
issued in roll-over or funding oper a tions. But access to roll-over or funding 
finance depends upon anti cip ated future cash flows. Therefore at all times 
the emer ging evid ence on busi ness profi t ab il ity must lead to anti cip ated 
profit flows that enable refin an cing to take place. In addi tion busi ness profits 
have to be large enough so that when current and recent busi ness profits are 
fed into whatever logic determ ines expec ted profits, the capit al ized value of 
such expec ted profits is large enough to valid ate the price paid in the past 
for capital assets and induce current decisions to produce capital assets, i.e., 
to invest.

Wages and taxes need to meet stand ards set by house hold and govern-
ment spend ing and payments due on outstand ing debts if commit ments on 
house hold and govern ment debts are to be met and if new debts are to be 
nego ti ated. However, the wage bill and the tax take (once the tax sched ule 
is determ ined) result from rather than determ ine aggreg ate demand. There 
is no link between the current and past levels of wages and taxes as inputs 
to anti cip ated future levels, that feeds back and determ ines a part of current 
demand, such as exists between current profits, anti cip ated profits, and 
current invest ment demand. Profits are crit ical in a capit al ist economy 
because they are a cash flow which enables busi ness to valid ate debt and 
because anti cip ated profits are the lure that induces current and future 
invest ment. It is anti cip ated profits which enable busi ness to issue debts to 
finance invest ment and posi tions in capital assets. Any theory that aims to 
explain how an invest ing capit al ist economy works must focus upon the 
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determ in a tion of total profits and the divi sion of total profits among debt 
servi cing, house hold dispos able income, and retained earn ings.

In neoclas sical economic theory profits equal the marginal productiv ity 
of capital times the quant ity of capital. In our economy fluc tu ations in 
employ ment, output, and profits occur which cannot be explained by 
changes in the quant ity or productiv ity of capital. Furthermore the concept 
of a quant ity of capital is ambigu ous; it is ques tion able if any meaning can 
be given to the concept that is inde pend ent of expec ted future profits and 
the capit al iz a tion rate on profits. There is an unam bigu ous meaning to the 
price at which invest ment output enters the stock of capital assets, but that 
price has little or no signi fic ance in determ in ing the price of that item as a 
capital asset.

In equi lib rium the depre ci ated value of invest ment output equals the 
capit al ized value of future profits. In most of economic analysis the depre-
ci ated value of invest ment output is used as the value of capital—there fore 
impli citly assum ing the economy is in equi lib rium. But an economic theory 
that assumes that the economy is always in equi lib rium cannot explain fluc-
tu ations. If the value of capital always equals the depre ci ated value of invest-
ment goods then even large scale exogen ous shocks cannot affect the 
equi lib rium values determ ined within the system.6

In neoclas sical theory the price level and money are always outside the 
system that determ ines outputs and relat ive prices. Within this system of 
thought change in the money supply is an exogen ous shock vari able that 
will change money prices without chan ging relat ive prices—and price 
deflated profits. The neoclas sical theory cannot be of help in explain ing fluc-
tu at ing profits. Therefore it is of no use in helping us under stand how the 
finan cial struc ture of a capit al ist economy affects the economy’s beha vior.

In a capit al ist economy the total value of output or of any subset of 
outputs equals the sum of wages and capital income. Thus for consumer 
goods we find that the value of output (price times quant ity) equals the 
wage bill plus profits. Similarly the value of invest ment output (price times 
quant ity) equals the wage bill plus profits. Let us make a heroic but not 
unreas on able “first approx im a tion” assump tion that all of wages are spent 
on consump tion and none of profits are so spent. This means that the wage 
bill in consump tion plus the wage bill in invest ment equals the value of 
consump tion output which in turn equals the wage bill in consump tion 
plus the profits in consump tion. The wage bill in consump tion enters both 
demand and costs, subtract ing it from both sides of the equa tion leads to
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Profits in consump tion goods produc tion   The wage bill in  investment 
goods produc tion.

If we add profits in invest ment goods produc tion to both sides of the above 
we get

Profits  Investment.

These simple formu las, which are true for a model based upon heroic 
abstrac tions, tell us a great deal about our economy.7 The result that profits 
in consump tion goods produc tion equals the wage bill in invest ment goods 
produc tion is no more than the propos i tion that the price system oper ates 
so that consump tion goods are rationed by price among various consumers. 
It also asserts that workers in consump tion goods produc tion cannot buy 
back what they produce; if they did then workers in invest ment goods 
produc tion would starve.

The “profits equal invest ment” result is based upon the iden tity that 
profits in invest ment goods produc tion equal profits in invest ment goods 
produc tion. To improve upon this tauto logy it is neces sary to integ rate the 
finan cing of invest ment goods produc tion into the model of price deter    -
min a tion. Investment output is often special purpose and produced to  
order. The produc tion of an invest ment good usually takes time and in  
the case of modern invest ment output—let us take a jumbo jet plane or  
a nuclear power plant as our examples—produc tion often takes the form  
of a sequenced assemblage of special ized compon ents. The produc tion of 
invest ment goods typic ally involves money being spent on a dated sched ule 
and a receipt of money when the invest ment good is finished and it  
becomes a capital asset. In the construc tion industry this payment  
sequence takes the form of interim or construc tion finan cing while the 
project is being built and perman ent or take out finan cing for the completed 
project.

In invest ment produc tion the funds used are often borrowed. When 
borrowed funds are used both the borrower and lender alike expect sales 
proceeds to be suffi cient to cover payment of the debts with a margin of safety. 
Given the contin gen cies that can arise the margins of safety required by 
borrow ers and lenders can be large. Thus it is the finan cing condi tions for 
invest ment in process—and the recog ni tion that owned funds must yield what 
could be earned in finan cing other endeavors—that lead to the value of invest-
ment exceed ing out of pocket labor cost. To the extent that labor costs repres ent 
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all current costs (purchased mater i als, etc.) the supply price of invest ment 
output is given by a markup on wage costs where the markup reflects interest 
charges and the margins of safety required by lenders and borrow ers.

The supply price of invest ment goods depends upon condi tions in finan-
cial markets and various protec tions desired by produ cers and lenders. If 
produc tion takes time and lenders and borrow ers recog nize that they live in 
an uncer tain world and there fore want protec tion then the relat ive prices of 
differ ent outputs depend upon partic u lar finan cing terms and protec tions 
desired by borrow ers and lenders.

It is worth noting that the supply price of the invest ment goods produced 
during a period will be paid only if the demand price of the invest ment 
good as a capital asset is equal to or greater than the supply price of invest-
ment as output. But the demand price is the capit al ized value of future 
profits. We there fore find that invest ment will take place only if the capit al-
ized value of future profits exceeds the supply price of invest ment output.

The propos i tion that profits equal invest ment can be opened up to allow 
for demands for consump tion goods in addi tion to that which is financed 
by wages in the produc tion of consump tion and invest ment goods. It is 
partic u larly import ant to determ ine how the govern ment budget and the 
inter na tional accounts affect the gener a tion of profits. We first consider only 
the Federal Government.

The govern ment hires workers, buys outputs, and pays trans fers. 
Government spend ing is equal to the sum of the wage bill for govern ment 
employ ees, purchases from private industry, and trans fer payments 
(includ ing interest on govern ment debt). As govern ment purchases equal a 
wage bill and profits, govern ment spend ing equals the sum of direct and 
indir ect wages, profits on govern ment contracts, and trans fer payments.

The govern ment collects taxes. For simpli city we assume that all taxes are 
income taxes and that tax receipts—the tax take—are a percent age of the 
total wage bill plus a percent age of profits.

The govern ment budget posture is the differ ence between govern ment 
spend ing and the tax take. If the govern ment budget is integ rated into the 
determ in a tion of profits we find that

After Tax Profits  Investment  The Government Deficit.

This result is crit ical in under stand ing why we have not had a deep depres-
sion in the postwar period.
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An implic a tion of the result that after tax profits equal invest ment plus the 
deficit is that taxes on profits do not affect after tax profits unless such taxes 
affect the sum of invest ment and the deficit. However, a shift in taxes from 
wages to profits can be infla tion ary. The rise in dispos able wage income 
raises demand and the rise in profit taxes will increase the pre-tax profits 
needed to achieve equal ity with invest ment plus the deficit. Pre-tax profits 
are the product of per unit profits times the number of units. A rise in 
pre-tax profits can be the result of greater output or a higher markup per 
unit of output. Inasmuch as the greater output response is only possible 
from the indus tries in which suppli ers have market power and are willing 
to accept a reduc tion in their market power, the presump tion has to be that 
prices in all produc tion will tend to rise when taxes are shifted to profits.

The profit gener at ing process can be opened up to allow for exports, 
imports, savings out of wage income, and consump tion out of profits 
income. Imports minus exports equals the balance of trade deficit and if we 
allow for exports and imports the profits equa tion becomes

After Tax Pro fits  Investment  The Government Deficit 
 The Balance of Trade Deficit.

This equa tion shows that a trade surplus is good for domestic profits and a 
trade deficit is bad.

Expanding our analysis to allow for savings out of wages and consump-
tion out of profits the profits equa tion becomes

After Tax Profits  Investment  The Government Deficit  The Balance 
of Trade Deficit  Consumption Out of Profit 

Income  Saving Out of Wage Income.

Profits are posit ively related to invest ment, the govern ment deficit, and 
consump tion out of profit income and negat ively related to a balance of 
payments deficit and savings out of wages.8

For the purposes of this paper the simple equa tion

After Tax Profits  Investment  The Government Deficit

is of central import ance. To under stand how our economy func tions we can 
first explore the meaning of the simple equa tion and then trace out the impact 
upon the beha vior of the economy due to the initially neglected balance of 
payments, savings out of wages, and consump tion out of profits items.
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If we are to build a complete model of the economy on the basis of this 
profit equa tion, like the various econo met ric models used by busi ness and 
govern ment, we need to explain invest ment and the deficit.

Investment can be explained by inter pret ing the influ ence of expec ted 
profit flows, exist ing and anti cip ated debt servi cing flows, the current prices 
of invest ment output and finan cial instru ments, and the supply price of 
capital assets. In addi tion the state of uncer tainty that determ ines the lever age 
ratios for current interim and posi tion finan cing needs to be considered. 
Leverage ratios integ rate borrower’s and lender’s risk (uncer tainty) into the 
determ in a tion of current output.

The deficit is the differ ence between govern ment spend ing and the tax 
take. Government spend ing is a policy vari able that takes the form of govern-
ment employ ment, trans fer payment schemes, and purchases from private 
industry. The tax take reflects policy decisions as to tax sched ules and the 
oper a tion of the economy.

Total employ ment (labor demand) is the sum of employ ment in govern-
ment, invest ment goods produc tion, and consumer goods produc tion. 
Inasmuch as govern ment and invest ment goods produc tion are given, the 
demand for labor in these two sectors is given. Given invest ment and the 
deficit as a sched ule of the tax take, after tax profits are known. Profits in 
produ cing consumer goods are determ ined by subtract ing profits in invest-
ment goods and in produ cing for govern ment, from total profits.

Consumer goods produc tion is carried to the point where profits in 
consumer goods produc tion equals total profits minus those in invest ment 
goods produc tion and in produ cing for govern ment. We can think of two 
types of consumer goods produc tion. In one type the price is fixed (profit 
margins per unit of output are fixed) and the output and thus employ ment 
varies. A second source of profits is from the sales and produc tion of  
flex ibly priced output. In this produc tion the wage bill is fixed and the 
markup varies. The wage bill is divided by the pref er ence system into 
spend ing for fixed price goods and spend ing for flex ibly priced goods.  
Wage income will expand by means of increased employ ment in fixed  
price outputs and this wage income will be divided between fixed and 
flexible-price outputs until the sum of the two types of profits in consumer 
goods produc tion equals the profits to be earned in consumer goods 
produc tion.9

If there is a deficit in the balance of trade then profits to be earned in 
consump tion goods produc tion need to be adjus ted for the deficit (or 
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surplus). As imports may be a func tion of consump tion, the profits to be 
earned in consump tion goods produc tion may decrease as employ ment 
increases. Similarly consump tion out of profits and savings out of wages will 
affect the employ ment in consumer goods produc tion asso ci ated with each 
level of invest ment plus the govern ment deficit.

The funda mental vision in this argu ment is that private employ ment is 
determ ined by profit oppor tun it ies. The aggreg ate profit oppor tun it ies in 
the economy are in the skeletal and essen tial analysis determ ined by invest-
ment and the govern ment deficit. Investment and govern ment spend ing 
gener ate profit oppor tun it ies in specific produc tion, and wage income (or 
more gener ally consumers’ dispos able income) gener ates profit oppor tu   -
nit ies in the produc tion of consumer goods. Unlike invest ment goods produc-
  tion, where banking consid er a tions enforce a split of aggreg ate invest ment 
spend ing between wages and profits, profits in consump tion goods produc-
tion are determ ined by a vari able markup on prees tab lished wage costs for 
flex ibly priced outputs, and by vari able employ ment and fixed markups for 
fixed price outputs. The pref er ence systems of house holds determ ine how 
each level of aggreg ate employ ment (and total wage bill) is related to profits 
earned in indus tries char ac ter ized by flex ible and fixed prices.

VI. PROFIT DETERM IN A TION AND THE VALID A TION OF THE 
FINAN CIAL STRUC TURE

Profits are the cash flow that do or do not valid ate any partic u lar struc ture 
of busi ness debt. The expec ted level and stabil ity of profits determ ines the 
debt struc ture that busi ness men, their bankers, and the ulti mate holders of 
the economy’s assets will accept. In partic u lar in an economy where there 
are serious consequences to default on finan cial oblig a tions the poten tial 
down side devi ation of profits from expec ted levels is an import ant deter   -
min ant of accept able debt struc tures.

The various profit formu las we have iden ti fied:

(1)  Profits  Investment

(2) After Tax Profits  Investment  the Government Deficit

(3) After Tax Pr ofits  Investment  the Government Deficit 
 the Balance of Trade Deficit



FINANCE AND PROFITS: THE CHANGING NATURE OF AMERICAN BUSINESS CYCLES40

(4)  After Tax Profits  Investment  the Government Deficit  the Balance 
of Trade Deficit  Consumption Out of Profit 

Income  Saving Out of Wage Income

are import ant in determ in ing the currently accept able debt struc ture and 
thus the current debt finan cing of demand, for they define the poten tial 
stabil ity of profits. Each of Equations 1 through 4 repres ents a differ ent 
struc ture of the economy and each struc ture will have a differ ent expec ted 
beha vior of profits over time.

The first case, Profits  Investment, repres ents a closed economy with a 
small govern ment, an impov er ished labor force, and a “purit an ical” and 
effi cient busi ness class which constrains its consump tion, in order to 
preserve and augment its capital, and runs a “tight ship” insofar as busi ness 
over heads are concerned. In such an economy the amplitude of fluc tu ations 
in profits will be the same as the amplitude of fluc tu ations in invest ment.

The second case repres ents a closed economy with a substan tial govern-
ment in the sense that the in-place govern ment spend ing and taxing sched-
ules can lead to govern ment defi cits that are signi fic ant in rela tion to 
invest ment. If such govern ment defi cits are negat ively correl ated with 
invest ment, then the amplitude of the vari ations in after tax profits will be 
substan tially smaller than the amplitude of fluc tu ations in invest ment.

The third case repres ents an open economy with a big govern ment. In 
such an economy the flow of profits depends upon the course of the balance 
of trade as well as the course of invest ment and the govern ment deficit. This 
indic ates that the mercant il ist percep tion—that a favor able balance of trade 
is good for an economy—has merit.

The fourth case repres ents an open economy with big govern ment in 
which workers’ income is high and stable enough so that workers can save 
and finance consump tion through debt, and in which the admin is trat ive 
struc ture of busi ness is bureau crat ized and expens ive so that a large part of 
profits is assigned to paying salar ies and finan cing ancil lary activ it ies such as 
advert ising. Salaries and advert ising, in turn, finance consump tion. Today’s 
American economy is of this type.

In a closed economy with a small govern ment (the first case) the ability 
of debtors to valid ate the debt struc ture by profit flows depends upon 
current invest ment. The use of debt to finance posi tions in capital assets is 
constrained by the expec ted volat il ity of invest ment. As invest ment depends 
upon the avail ab il ity of external finance and short term finan cing is avail able 
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on favor able terms (because of asset pref er ences and the insti tu tional 
[banking] struc ture), fluc tu ations in finan cing terms and in profit expect a-
tions will lead to fluc tu ations in invest ment and in the valid a tion of debts: 
an economy of the first type will tend to be cyclic ally unstable. The evol u-
tion of finan cial markets which facil it ate the use of short term debt tends to 
build liab il ity struc tures which can be sustained only if total invest ment 
increases at a rate that cannot for long be sustained. Frequent mild reces-
sions and peri odic deep depres sions occur in such an economy. During 
reces sions and depres sions, payment commit ments on the inher ited debt 
struc ture are decreased through contract fulfill ment, default, or refin an cing.

The first case can be inter preted as repres ent ing the American economy 
before the Roosevelt era reforms and the Great Depression. The total federal 
govern ment budget was small relat ive to the gross national product, working 
class savings were tiny and busi ness was mainly entre pren eur ial rather than 
highly bureau crat ized. In these circum stances the volat il ity of invest ment 
was trans formed into the volat il ity of the cash flows that enable busi ness to 
valid ate debts. Whenever profits decreased hedge finance units became spec-
u lat ive and spec u lat ive units became Ponzi. Such induced trans form a tions of 
the finan cial struc ture lead to falls in the prices of capital assets and there fore 
to a decline in invest ment. A recurs ive process is readily triggered in which 
a finan cial market failure leads to a fall in invest ment which leads to a fall in 
profits which leads to finan cial fail ures, further declines in invest ment, 
profits, addi tional failure, etc. This process was well described by Irving 
Fisher in 1933 and econom ists of the early thirties were aware that such a 
mode of oper a tion was likely to occur.10 The Federal Reserve System owes its 
exist ence to a felt need for a lender of last resort to prevent such cumu lat ive 
defla tion ary processes from oper at ing.

The second case can be considered as the essen tial or skeletal rela tion for 
an economy in which govern ment is so big that the changes in the deficit 
can offset the effect of swings in invest ment on profits. In partic u lar if 
govern ment spend ing increases and reven ues decrease when invest ment 
falls, then the flow of profits will tend to be stabil ized. In such an economy 
if a finan cial disturb ance leads to changes in accept able finan cing terms the 
result ing fall in invest ment will lead to a fall in profits. This fall in profits will 
lead to shifts in inher ited finan cial postures, so that the weight of spec u-
lat ive and Ponzi finance in the finan cial struc ture increases. This in turn leads 
to a further fall in asset prices and invest ment. However, as this is going on 
tax receipts decrease and govern ment spend ing (today largely trans fer 
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payments) increases, i.e., the deficit increases. Whereas the decline in invest-
ment tends to lower profits the rising deficit tends to increase profits. The 
down side poten tial for profits is dimin ished. With profits sustained and 
increased by the govern ment deficit, the shift of the debt struc ture toward 
increased weight of spec u lat ive and Ponzi finance ceases and is reversed. 
With gross profit flows stabil ized, the reduc tion, funding, and other wise 
restruc tur ing of outstand ing debts proceeds.11

In stand ard economic analysis the emphasis is upon how govern ment 
spend ing affects aggreg ate demand and thus employ ment. Thus in the 
stand ard formu la tion, Y  C  I  G, the effects of govern ment spend ing 
increas ing and taxes decreas ing would be felt in higher C, I, and G, leading 
to greater employ ment than would have ruled if govern ment was small. In 
the analysis just sketched this income and employ ment effect of govern-
ment is rein forced by a profits effect of govern ment, espe cially big govern-
ment.12

Much has been written of stabil iz a tion policy. The ques tion that needs to 
be addressed is “What is it that needs to be stabil ized if a threat of a reces-
sion/depres sion is to be contained and if a cumu lat ive decline is to be 
halted?” The propos i tion that follows from the argu ment is that profits have 
to be stabil ized in the sense that the down side vari ab il ity of profits must be 
constrained. Big govern ment and the defi cits which can occur in an economy 
with big govern ment are import ant in stabil iz ing the economy because they 
stabil ize profit flows.

It should be noted that this stabil iz ing effect of big govern ment has 
destabil iz ing implic a tions in that once borrow ers and lenders recog nize that 
the down side instabil ity of profits has decreased there will be an increase in 
the will ing ness and ability of busi ness and bankers to debt-finance. If the 
cash flows to valid ate debt are virtu ally guar an teed by the profit implic a tions 
of big govern ment then debt-financing of posi tions in capital assets is 
encour aged. An infla tion ary consequence follows from the way the down-
side vari ab il ity of aggreg ate profits is constrained by defi cits.

The third type of economy is an open economy with a big govern ment. 
For the balance of payments deficit to be a signi fic ant determ in ant of the 
course of profits the level of exports or imports must be of the same order 
of magnitude as invest ment. If profits determ ine the will ing ness of domestic 
produ cers to invest and the ability of investors to debt-finance then a favor-
able balance of trade will make for a rapidly devel op ing economy. It should 
also be noted that an economy whose domestic profits depend upon a large 
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balance of trade surplus is very vulner able to whatever may cause a reversal 
of its surplus.

In some ways the Japanese economy is an example of a highly vulner able 
open economy. Japanese manu fac tur ing busi nesses use a great deal of debt-
financing and export a large propor tion of their output. Any reversal of the 
Japanese balance of trade surplus, unless it is accom pan ied by a burst in the 
govern ment deficit, will lead to fail ures to valid ate debt.13

It is worth noting that the profit equa tion of an open economy with small 
govern ment is

(3a) Profits  Investment  The Balance of  Trade Deficit.

In such an economy any sharp rise in the balance of trade deficit—or a 
decrease in the surplus—will lead to a deteri or a tion of profits and the 
possib il ity of a deteri or a tion of the finan cial struc ture.14

Although the fourth case is the most real istic state ment of the profit 
determ in ing rela tions for the American economy, data on the ratio of savings 
to wages and consump tion to profits are not avail able. While this is a useful 
frame work for analyz ing the beha vior of the American economy, its content 
depends to a large extent upon inter pret ing consump tion out of profit 
income as largely due to the alloc a tions of profits to salar ies, research, 
advert ising, and “busi ness style” expendit ures. What the full fourth case 
emphas izes is that the alloc a tion of profits to consump tion follows from the 
build ing of a bureau cratic busi ness style, which, like inher ited debt, may 
lead to current period “uncon trolled” expendit ures.

VII. SOME DATA

To under stand why our economy has behaved differ ently since 1946 than it 
did prior to 1939 we have to appre ci ate how the broad contours of demand 
have changed. In order to under stand why our economy has behaved differ-
ently since the middle 1960s than it has earlier in the post-World War II 
epoch we have to appre ci ate how the broad contours of the finan cial struc-
ture have changed. The changes in the broad contours of demand have 
changed the reac tion of aggreg ate profits to a change in invest ment and 
there fore have changed the cyclical beha vior of the ability of busi ness to 
valid ate its debts. The changes in the finan cial struc ture have increased the 
propor tion of spec u lat ive and Ponzi finance in the total finan cial struc ture 
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and there fore increased the vulner ab il ity of the finan cial system to refin an-
cing and debt valid at ing crises. As a result since the middle 1960s there has 
been an increased need for Federal Reserve lender of last resort inter ven-
tions and for contra cyc lical fiscal policy by which govern ment defi cits 
sustain busi ness profits.

The broad contours of demand

The great contrac tion of 1929–1933 took place in an envir on ment of small 
govern ment. In the prosper ity year of 1929 gross national product was 
$103.4 billion and total Federal Government expendit ures, combin ing  
both the purchases of goods and services and trans fer payment to persons, 
were $2.6 billion. In the same year invest ment was $16.2 billion. In 1933, 
the year in which the great contrac tion bottomed out and in which the  
New Deal was started (Roosevelt was elected in November 1932 and took 
office in March 1933) gross national product was $55.8 billion and  
total Federal Government expendit ures were $4.0 billion. Investment was 
$1.4 billion in 1933.

Recall that profits equal invest ment plus the deficit. There is no way a 
Federal Government that spent $4.0 billion in total can offset by its deficit 
the effect on busi ness profits of a $14.8 billion drop in private invest ment. 
In 1929 busi ness gross retained earn ings were $11.7 billion. In 1933 they 
were $3.2 billion. Inasmuch as the debts of 1933 were largely a legacy of 
earlier years, the finan cial problem of busi ness was to meet the payment 
commit ments on debts entered into in pros per ous years by cash flows 
gener ated by depres sion incomes.

With invest ment at $16.2 billion and a govern ment of $2.6 billion (as in 
1929) there was no way an auto matic or semi-automatic response of 
govern ment spend ing or taxa tion could offset the drop of invest ment. 
Between 1929 and 1933 gross invest ment fell by $14.8 billion (from $16.2 
to $1.4 billion) and govern ment expendit ures rose by $1.4 billion (to $4.0 
from $2.6 billion). Business Gross Retained Earnings—a measure of the 
internal funds avail able to finance invest ment and meet payment commit-
ments on account of the prin cipal amount due on debts—fell from $11.7 
billion in 1929 to $3.2 billion in 1933.

The reces sion of 1973–75 was the longest and deepest reces sion of the 
postwar period. Of course it is not at all compar able to the great contrac tion 
of 1929–33, but it is the best we can do for compar at ive purposes. This 
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contrac tion took place in the context of big govern ment. In 1973 gross 
national product was $1306.6 billion and total Federal Government 
expendit ures were $265.0 billion. Federal Government expendit ures were 
some 20.3 percent of gross national product. Investment in 1973 was 
$220.6 billion.

The beha vior of invest ment, govern ment expendit ures, and profits over 
the 1973–75 reces sion stands in sharp contrast to the 1929–33 beha vior. In 
terms of the index of indus trial produc tion the drop from 125.6 in 
September 1974 to 109.9 in May of 1975 was very steep indeed; the rise in 
unem ploy ment from about 5 million in July of 1974 to a peak of 8.25 
million in May of 1975 was a great shock to the nation—within a year the 
unem ploy ment rate jumped from the neigh bor hood of 5 to 9 percent.  
In spite of the steep ness of the decline in indus trial produc tion, Business 
Gross Retained Earnings increased substan tially between 1973 and 1975. 
Between 1973 and 1975 gross invest ment fell from $220.2 billion to 
$190.9 billion—a decline of some $29.3 billion. Over the same years 
govern ment expendit ures rose from $265.0 billion to $356.8 billion 
(mainly but not exclus ively in trans fer payments), a rise of $91.8 billion. As 
a result, in spite of the rise in unem ploy ment rates and the substan tial 
decline in indus trial produc tion, busi ness gross retained profits rose from 
$140.2 billion in 1973 to $176.2 billion in 1975—a rise of $36 billion or 
25.7 percent.

The budget deficit rather than govern ment spend ing enters the profit 
equa tion. In 1929 the Federal Government ran a surplus of $1.2 billion and 
in 1933 the deficit was $1.3 billion, a swing of $2.5 billion or 2.4 percent 
of the 1929 Gross National Product. In 1973 the deficit was $6.7 billion, in 
1975 it was $70.6 billion, an increase of $63.9 billion; the swing in the 
deficit was 4.7 percent of GNP. But more import ant the swing in the deficit 
of $60.7 billion more than compensated for the swing in invest ment of 
$29.3 billion.

In stand ard policy analysis the impact of big govern ment and the govern-
ment deficit on profits and there fore on the ability of busi ness to fulfill its 
finan cial liab il it ies is over looked. If busi ness cannot meet its commit ments 
on debts then the finan cing loop, by which funds are made avail able to busi-
ness, is broken. Furthermore if the rate at which busi ness fails to meet its 
oblig a tions increases then the risk premi ums that enter into the calcu la tions 
of busi ness and finan cial organ iz a tions increase. If profits are sustained  
and increased even as busi ness invest ment falls then the balance sheets of 
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busi ness are improved at a rapid rate. The quick recov ery from the decline 
of 1973–75 can be in good measure imputed to the enorm ous govern ment 
deficit. If in 1973–75 the Congress and the Administration had tried to hold 
back the explos ive growth of the deficit then the reces sion would have been 
deeper and longer, and the rate of infla tion would have been much lower in 
1979 and 1980 than in fact it is.

The broad contours of the finan cial struc ture, 1950–1975

In order to under stand why our economy has been much more unstable in 
the years since the mid-1960s than earlier in the postwar era we have to 
examine the changes in the finan cial struc ture. An exhaust ive and in detail 
study of the evol u tion of the United States finan cial struc ture that uses the 
analyt ical found a tion of this paper would be useful; however this paper is 
not the place for it.

A thor ough research study should examine the chan ging compos i tion of 
the assets and liab il it ies of the various sectors and the implic a tions of this 
chan ging struc ture, as well as changes in finan cing terms, for the cash flows 
of the various sectors of the economy. The cash flow struc ture due to liab il-
it ies need then be integ rated with the cash flow from assets and the various 
cash flows due to income produc tion. In partic u lar the chan ging rela tions 
between cash receipts and payment oblig a tions and between payment obli  -
g a tions and the margins of safety need be under stood.

In the absence of such a thor ough study we will examine some time 
series for nonfin an cial corpor a tions, house holds, and commer cial banking—
the three sectors that would consti tute a simple economy with finance. The 
sectors and the data are from the Board of Governors Flow of Funds Accounts.

Nonfinancial corpor a tions

In Chart I the ratio of Gross Fixed Investment to Gross Internal Funds for 
nonfin an cial corpor a tions for the years 1950–1979 is shown. The data on 
this chart show the extent to which fixed invest ment was being financed by 
gross internal flows and the extent to which there was a depend ence on 
external funds. The evid ence from the first fifteen years shows a mild cycle in 
this ratio, along with a down ward trend. Ignoring 1950, the maximum ratio 
was 1.15 in 1951. If we look at the years 1958–1967 we see that fixed invest-
ment was at a maximum 1.05 of internal funds and in 6 of the 10 years fixed 
invest ment was less than internal funds.
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In the years since 1967 this ratio has exhib ited both increas ing fluc tu-
ations and an appar ent strong upward trend. The cycles of the period show 
up strongly in this series. In 1970 the ratio hit 1.30 and dropped to 1.15 in 
1972. In 1974 the ratio was greater than 1.5 and in 1975 it barely exceeded 
1.0, in 1976 it dropped below 1, and it exceeded 1.25 by 1979. The time 
series on Fixed Investment/Internal Funds indic ates that there was a change 
in the mode of oper a tion of the economy in the mid-1960s. Prior to the 
mid-1960s corpor a tions seem to have been intern ally finan cing their fixed 
invest ment whereas the data indic ate that there was an increased depen    d-
ency on external finance after the middle 1960s.

Chart II meas ures the ratio of Total Liabilities to Internal Funds of non- 
fi   nan cial corpor a tions. This chart is indic at ive of the trend of payment 
commit ments of busi ness on account of debt relat ive to the funds avail able 
to pay such debts. The liab il it ies are a proxy for the payment commit ments; 
of course the length of matur ity of the liab il it ies and the interest rate on the 
liab il it ies would determ ine the cash flows required per period. Furthermore 
the internal funds should be augmen ted by interest and dividends paid to 
get a measure of gross capital income after taxes, which is the true vari able 
that meas ures the ability of cash flows to valid ate a debt struc ture.

Source: Board of Governors Federal Reserve System—Flow of Funds Accounts
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This crude approx im a tion to what truly should be meas ured indic ates 
that the middle 1960s saw a break in the rela tion ships that determ ine this 
data. Up to 1967 the ratio exhib ited mild fluc tu ation around a some what 
down ward trend; since those dates the data show a strong cycle and upward 
trend. The ratio of liab il it ies to internal funds was mainly in the range of 6.2 
to 7.2 from 1950 through 1967. After 1967 the ratio began to rise and 
exhibit sharp fluc tu ation, hitting 9.4 in 1970, 8.3 in 1972, and 10.75 in 
1974 before falling to 7.2 in 1977. It then increased to 8.5 in 1979. The 
high peaks hit in 1970 and again in 1974 indic ate that at the tail end of the 
recent busi ness cycle expan sions the ability of busi ness cash flows to sustain 
debt may well have been under pres sure.

Charts I and II showed the ratio of a flow (in Chart I, gross fixed invest-
ment) and a stock (in Chart II, total liab il it ies) to a flow (internal funds) that 
is one measure of busi ness profi t ab il ity and ability to meet payment commit-
ments. Chart III shows the time series for total liab il it ies divided by demand 
depos its and for open market paper divided by total liab il it ies. Both series in 
Chart III measure an aspect of the quality of the balance sheets of nonfin an-
cial corpor a tions. The liab il ity/demand deposit ratio meas ures the extent to 
which payment commit ments can be met by cash on hand if there is an 

Source: Board of Governors Federal Reserve System—Flow of Funds Accounts
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inter rup tion of cash flows in the form of gross profits. The other ratio reflects 
an attempt to measure the extent to which busi ness is finan cing its activ it ies 
by tapping volat ile or exotic sources. The class “open market paper” includes 
commer cial paper—a volat ile source—and borrow ings from finance 
compan ies—a gener ally expens ive source.

Even though the series measure quite differ ent vari ables they show a 
remark ably similar pattern: a rather mild upward trend in the 1960s, a pause 
between 1960 and 1964 or 1966, and then an upward thrust that is stronger 
than the thrust before the middle 1960s. The first fifteen years of the time 
series are quite differ ent in the rate of growth they indic ate as taking place. 
It is inter est ing to note that the break in 1974 shows up in both series.

The data presen ted for nonfin an cial corpor a tions indic ate that some-
thing changed in the middle 1960s. The ratios of debt to internal funds,  
of liab il it ies to demand depos its, and of open market paper to total  
liab il it ies indic ate that the corpor ate sector not only now has greater debt 
payments to make relat ive to cash flows but also that the margin of safety  
for debt in cash on hand has decreased, and the reli ance by busi ness on 
volat ile and relat ively uncer tain sources of finan cing has increased. The differ-
ence between the two indic ates that the liab il ity struc ture of nonfin an cial 

Source: Board of Governors Federal Reserve System—Flow of Funds Accounts
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corpor a tions can not only amplify but even initi ate a disturb ance in finan cial 
markets.

Households

The ratios of liab il it ies of house holds to income and to cash on hand 
(demand depos its and currency) tell a story of some thing chan ging in the 
middle 1970s. Once again the data examined is a proxy for the desired but 
unavail able data on the payment commit ments due to debt.

The payment commit ments on house hold liab il it ies will typic ally be paid 
by dispos able personal income. Between 1950 and 1965 the ratio of liab il-
it ies to consumer dispos able income increased mono ton ic ally from .37 to 
.74—the ratio doubled. From 1965 until 1975, this ratio fluc tu ated between 
.74 and .69. In 1976 it stood at .76, in 1977 at .80, in 1978 at .83, and in 
1979 at .85. The era of finan cial turbu lence that began in the mid-1960s 
saw little move ment in the ratio of liab il it ies to dispos able personal income 
until after the mid-1970s when the ratio resumed its rise.

As is evident from Chart IV, the ratio of total house hold liab il it ies to 
demand depos its and currency showed virtual paral lel devel op ment to that 
of the ratio of house hold liab il it ies to dispos able personal income.

Source: Board of Governors Federal Reserve System—Flow of Funds Accounts
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The data for house holds indic ates that the turbu lence of the mid-1960s  
to mid-1970s was not mainly due to house hold debt being an ever increas-
 ing burden. The rise in the ratios in the late 1970s can be inter preted  
as a reac tion to infla tion ary expect a tion; however if it is so inter preted  
then it took a long period of infla tion combined with instabil ity to affect 
expect a tions.

Commercial banking

The data for commer cial banking does not show the sharp changes in the 
mid-1960s that are so strik ing for both nonfin an cial corpor ate busi ness and 
house holds. In Chart V it is evident that the ratio of finan cial net worth to 
total liab il it ies rose through the 1950s reach ing a peak in 1960 and then 
began a decline which with few inter rup tions lasted until 1973. The evi  -
dence indic ates that the diffi culties of 1974–75 led to a rise in the ratio, 
which seems to have been trans it ory.

The ratio of protec ted assets [U.S. govern ment secur it ies, vault cash, and 
member bank reserves] to total liab il it ies—also in Chart V—shows a steady 
decline from 1950 to 1974. It appears as if there was a slight decrease in the 

Source: Board of Governors Federal Reserve System—Flow of Funds Accounts
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steep ness of the decline in the mid-1960s. The banking trauma of 1974–75 
shows up in the rise of protec ted assets relat ive to liab il it ies.

In Chart VI two ratios—that of demand depos its and bought money to 
total liab il it ies—are exhib ited [bought money is the sum of large nego ti able 
certi fic ates of deposit, depos its at foreign banking offices, Federal funds, 
secur ity repur chase agree ments, and open market paper]. The ratio of 
demand depos its to total liab il it ies showed a steady decline from almost  
.70 to .25 over 1950–79. The beha vior of demand depos its relat ive to total 
liab il it ies is strik ing evid ence of the change in the char ac ter of banking  
that has taken place in the postwar period. In the begin ning of the postwar 
era the commer cial banking system mainly owned protec ted assets and  
it financed these asset hold ings by demand depos its. In recent years the 
commer cial banking system’s owner ship of protec ted assets has fallen to 
below 20 percent of total liab il it ies even as its demand depos its have fallen 
to about 25 percent of liab il it ies. Today the commer cial banking system 
mainly holds private debts and it finances this owner ship by liab il it ies other 
than demand depos its.

Beginning in 1960—and at an accel er at ing rate after 1969—bought 
money in the form of large nego ti able certi fic ates of deposit (CDs), depos its 
at foreign banking offices, Federal funds purchased, secur ity repur chase 

Source: Board of Governors Federal Reserve System—Flow of Funds Accounts
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agree ments, and open market paper became signi fic ant bank liab il it ies. Of 
these liab il it ies, depos its at foreign banking offices existed through out the 
postwar period but they were a trivial frac tion of total commer cial bank 
liab il it ies in the early years.

The intro duc tion and rapid growth of nego ti able CDs after 1960 marked 
the intro duc tion of bought money and liab il ity manage ment as a signi fic ant 
factor in banking. Since then there has been a virtual prolif er a tion of instru-
ments only a few of which can be iden ti fied in the flow of funds data.  
For example the flow of funds data do not enable us to isolate bankers’ 
accept ances or the money market rate time depos its at commer cial banks. 
Nevertheless even with this trun cated list, by 1979 bought money was 
virtu ally as signi fic ant as demand depos its as a source of bank funds.

VIII. THE ANSWERS TO THE INITIAL QUES TIONS

Our analysis leads to a result that the way our economy func tions depends 
on the level, stabil ity, and prospects of profits. Profits are the lure that moti-
v ates busi ness and they are the flow that determ ines whether decisions taken 
in the past are apt in the light of the way the economy is func tion ing now. 
The flow of aggreg ate profits is the link between the past and the present 
and the lure of future profits determ ines the flow of current profits.

The quest for profits has a side effect in that invest ments result in capital 
assets and the capital assets that come on stream determ ine the changes in 
the produc tion process that are avail able to produce output. Thus the aptness 
of the details of the invest ments under taken determ ines the course of useful 
product ive capa city and changes in the ratio of useful output to labor used, 
i.e., productiv ity. If on the whole invest ment is apt then the improve ment
in tech niques that result yield a large enough margin over labor costs to 
induce suffi cient invest ment to sustain profits. If the incre mental outputs—
or the outputs that are produced with the inher ited capital stock—are  
not apt then the flow of profits will be atten u ated. This tends to decrease 
invest ment. Similarly as the foreign balance deteri or ates or the savings  
ratios of house holds increase the flow of profits decreases. A decrease in the 
flow of profits can start a recurs ive process that decreases total invest ment, 
profits, etc.

In our current “big govern ment” capit al ism, this recurs ive process is soon 
halted by the impact of govern ment defi cits in sustain ing profits. Whenever 
the deficit explodes (as in 1975 II) the aggreg ate flow of profits to busi ness 
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increases. Investment turns out to be profi t able even if the invest ments that 
come on stream are inept. The impact on profits of the defi cits that big 
govern ment gener ates can over ride the failure of invest ments to increase the 
productiv ity of labor; big govern ment is a shield that protects an inef fi cient 
indus trial struc ture. When aggreg ate profits are sustained or increased, even 
as output falls and the ratio of output to man hours worked does not 
increase, prices will rise. Thus the gener a tion of sustained and rising profits 
by govern ment defi cits is infla tion ary whereas rising profits that are due to 
increases in output when labor productiv ity increases relat ive to money 
wages can be asso ci ated with falling prices.

Thus the current policy problem of infla tion and declin ing rates of growth 
of labor productiv ity are not caus ally related but rather they are the result of 
a common cause, the gener a tion of profits by means of govern ment defi cits 
where the govern ment defi cits do not result from spend ing that leads to 
useful output.

The answer to the first ques tion—“Why haven’t we had a great or even 
serious depres sion since 1946?”—is that our big govern ment that is in 
place has made it impossible for profits to collapse as in 1929–1933. As the 
govern ment deficit now virtu ally explodes whenever unem ploy ment 
increases busi ness profits in the aggreg ate are sustained. The combined 
effects of big govern ment as a demander of goods and services, as a gener-
ator—through its defi cits—of busi ness profits and as a provider to finan cial 
markets of high-grade default-free liab il it ies when there is a rever sion from 
private debt means that big govern ment is a three way stabil izer in our 
economy and that the very process of stabil iz ing the economy sets the stage 
for a subsequent bout of accel er at ing infla tion.

There is a second reason for our not having a serious depres sion since 
1946. Once the inter re la tions involved in finan cing a sustained expan sion 
led to the emer gence of a fragile finan cial struc ture in the mid-1960s, the 
Federal Reserve has inter vened strongly as a lender of last resort whenever a 
finan cial crisis threatens. This inter ven tion by the Federal Reserve both helps 
stop the plunge to a deep depres sion and assures that the subsequent recov ery 
from the rather mild depres sion that does take place will be infla tion ary.

The shift from the tran quil progress of 1946–65 to the turbu lence of  
recent years is mainly due to the change in the finan cing rela tions of busi ness, 
house holds, and finan cial insti tu tions. At the end of World War II the finan cial 
struc ture that was a legacy of war finance and the port fo lio pref er ences that 
reflec ted the great depres sion led to a regime of conser vat ive finance. There is 
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no way that a finan cial crisis could develop in an economy in which bank 
protec ted assets, mainly U.S. Government debt, were 60 percent of total liab il-
it ies. Similarly house hold and busi ness balance sheets and liability-income rela-
tions were such that busi ness could readily fulfill its payment commit ments.

The analysis indic ates that stag fla tion is the price we pay for the success 
we have had in avoid ing a great or serious depres sion. The tech niques that 
have been used since the mid-sixties to abort the debt-deflations have clearly 
been respons ible for the step wise accel er a tion in the infla tion rates. The 
argu ment we have put forth indic ates that step wise accel er at ing infla tion has 
been a corol lary of the valid a tion of an inept busi ness struc ture and poorly 
chosen invest ments by govern ment defi cits and thus infla tion has been asso-
ci ated with a decline in the rate of growth. The continu ing taut liab il ity 
struc tures due to the ever greater reli ance on debt has led to the short en ing 
of busi ness hori zons. The very turbu lence of the economy oper ates against 
prudent invest ment and finance. The general economic tone since the 
mid-sixties has been condu cive to short-run spec u la tion rather than to the 
long-run capital devel op ment of the economy.

The final conclu sion that emerges is that the prob lems as evident in the 
American economy since the mid-1960s are not due to vagar ies of budget 
defi cits or to errors in controlling the money supply: the prob lems reflect 
the normal way our type of economy oper ates after a run of success ful 
years. If we are to do better it is neces sary to reform the struc ture of our 
economy so that the instabil ity due to a finan cial struc ture heavily weighted 
with debt is dimin ished.

NOTES

1 Milton Friedman and Anna J. Schwartz. A Monetary History of the United 
States 1867–1960 (Princeton: National Bureau of Economic Research, 1963).

2 Peter Temin, Did Monetary Forces Cause the Great Depression? (New York: 
W. W. Norton & Co., Inc., 1976).

3 In the economic liter at ure, follow ing Marshall and Keynes, this resid ual is 
called quasi-rent.

4 As this was being prepared a magni fi cent example of Ponzi finan cing 
became “public prop erty” in the prob lems of the Hunts and their margin 
finan cing of posi tions in silver.

5 In an economy with massive trans fer payment schemes, signi fic ant 
dividend and interest income, and signi fic antly high income taxes, the 
relev ant house hold income might well be consumer dispos able income.
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6 This is a “quick and dirty summary” of a key posi tion in the Two Cambridge 
Debate. See G. H. Harcourt, Some Cambridge Controversies in the Theory of 
Capital (Cambridge: Cambridge University Press, 1972).

7 The propos i tion about profits and invest ment is by Kalecki. See M. Kalecki, 
Selected Essays on the Dynamics of the Capitalist Economy 1933–1970 
(Cambridge: Cambridge University Press, 1971).

8 These propos i tions about profits were in Kalecki, op cit. See also Hyman  
P. Minsky, “The Financial Instability Hypothesis: A Restatement” (Thames 
Papers in Political Economy: Thames Polytechnic, 1978). See Chapter 5, 
below, pp. 92–119.

9 In sundry recent writ ings J. R. Hicks has been making much about fixed 
and flex ible price outputs. See The Crisis in Keynesian Economics (New York: 
Basic Books, 1974).

10 Irving Fisher, “The Debt Deflation Theory of Big Depression,” Econometrica 
1 (1933).

11 It is estim ated that in the current (1980) United States economy, each 
percent age point increase in the meas ured unem ploy ment rate is asso ci-
ated with a $27 to $30 billion increase in the deficit. Thus if the prospect ive 
budget is balanced at a 7 percent unem ploy ment rate a 10 percent unem-
ploy ment rate will be asso ci ated with a deficit of $80 to $90 billion even if 
Congress takes no expan sion ary tax or spend ing actions.

12 The econo met ric models used in fore cast ing by the various govern ment 
depart ments and private fore cast ing services are built on Y  C  I  G. 
Once this base is selec ted then finan cial consid er a tions can only play a 
peri pheral role in determ in ing system beha vior. As far as I know debts, and 
the need of profits to valid ate a debt struc ture and the market price of 
assets, are not integ rated into the struc ture of exist ing fore cast ing and 
simu la tion models in any essen tial way. Such models are at best relev ant 
to an era of finan cial tran quil ity like that which ruled in 1946–65.

13 This is what happened in 1974–75. The rise in the price of oil and the reces-
sion in the United States led to an enorm ous deficit in Japan’s trade balance 
and a wave of busi ness fail ures. The Japanese economy was inflated out of 
that crisis.

14 The Smoot-Hawley tariff led to change in the balance of payments of many 
coun tries with small govern ment and there fore exacer bated the devel op ing 
inter na tional depres sion. While Smoot-Hawley was not the cause of the 
Great Depression it was a factor that ampli fied what, even so, was a large 
down turn.
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THE FINANCIAL INSTABILITY 

HYPOTHESIS: AN 
INTERPRETATION OF KEYNES 

AND AN ALTERNATIVE  
TO “STANDARD” THEORY

INTRODUCTION

Professor Jacob Viner of the University of Chicago wrote a long and serious 
review of Keynes’s General Theory—the only review which drew a rebut tal by 
Keynes. Professor Viner main tained that the General Theory really did not make 
a sharp break with tradi tional econom ics and that Keynes achieved novel 
results because velo city was allowed to vary and prices and wages were 
assumed to be rigid.1 Professor Viner’s review pointed toward the neoclas-
sical synthesis, which can be said to have reached matur ity with Patinkin’s 
work at Chicago.2

In his rebut tal Keynes rejec ted Professor Viner’s inter pret a tion and offered 
a concise state ment of the General Theory.3 Once Keynes’s rebut tal to Viner is 
used as a key to disen tangle the new from the old, an inter pret a tion of the 
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General Theory as “a theory of why output and employ ment are so liable to 
fluc tu ations” emerges.4 The inter pret a tion of the General Theory that follows 
from Keynes’s argu ment is incon sist ent with both the Hicks-Hansen formu-
la tion of Keynesian theory and the neoclas sical synthesis.5 Furthermore, the 
inter pret a tion of the General Theory that is consist ent with Keynes’s rebut tal to 
Viner leads to a theory of the capit al ist economic process that is more 
relev ant and useful for under stand ing our economy than the stand ard 
neoclas sical theory. This theory, which builds upon an inter pret a tion of 
Keynes, is the “finan cial instabil ity hypo thesis.”6

The main object ive of this paper is to state succinctly the finan cial 
instabil ity hypo thesis, and to indic ate briefly why it is better suited to our 
economy than the domin ant neoclas sical synthesis. Before proceed ing to the 
state ment of the finan cial instabil ity view, a brief argu ment is essayed to 
show how an inter pret a tion of the General Theory that rests upon Keynes’s 
rebut tal to Viner leads to the finan cial instabil ity hypo thesis.

The legit im acy of the finan cial instabil ity hypo thesis as an inter pret a tion of 
Keynes is not as import ant as the relev ance of this hypo thesis to our economy. 
The connec tion between Keynes and the finan cial instabil ity hypo thesis is 
emphas ized because the author’s version of the finan cial instabil ity hypo th-
esis did arise out of an attempt to under stand Keynes in light of the crunches 
and other finan cial disturb ances of the past decade. Even though extreme 
finan cial disturb ances took place during the gest a tion period of the General 
Theory, subsequent inter pret at ive liter at ure has ignored finan cial instabil ity.

INTERPRETATION OF THE GENERAL THEORY IN LIGHT 
OF KEYNES’S REBUT TAL TO PROFESSOR VINER

From the perspect ive of the stand ard economic theory of Keynes’s day and 
the presently domin ant neoclas sical theory, both finan cial crises and serious 
fluc tu ations of output and employ ment are anom alies: the theory offers no 
explan a tion of these phenom ena. In the General Theory Keynes developed a 
theory of the capit al ist process which was able to explain finan cial and 
output instabil ity as the result of market beha vior in the face of uncer tainty. 
Unfortunately, the state ment of this new theory is often obscured by vestiges 
of the old theory. A clear and precise state ment of the new was not achieved 
by Keynes until his rebut tal to Viner. The view of the General Theory that 
emerges, once the reply to Viner is used as a key, is markedly differ ent from 
the stand ard inter pret a tion.
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The new theory that emerges focuses upon the invest ment decision within 
the context of capit al ist finan cial prac tices as the key determ in ant of aggreg ate 
activ ity. In his rebut tal to Viner, Keynes insisted that the main propos i tions of 
the General Theory center around the disequi lib rat ing forces that operate in 
finan cial markets. These disequi lib rat ing forces directly affect the valu ation 
of capital assets relat ive to the prices of current output, and this price ratio, 
along with finan cial market condi tions, determ ines invest ment activ ity.  
The General Theory is thus concerned with how these two sets of prices (capital 
and finan cial assets on the one hand, and current output and wages on the 
other) are determ ined in differ ent markets and by differ ent forces in our 
economy, and why such an economy is “so given to fluc tu ations.”

Construction of stand ard economic theory—the neoclas sical synthesis—
starts by examin ing barter ing, such as might take place at a village fair, and 
proceeds by adding produc tion, capital assets, money, and finan cial assets to 
the basic model. Such a village fair paradigm shows that a decent ral ized 
market mech an ism can lead to a coher ent result, but it cannot explain the 
peri odic ruptur ing of coher ence as an endo gen ous phenomenon. In 
Keynes’s view, the ruptur ing of coher ence origin ates in finan cial usages and 
spreads by way of invest ment activ ity. In order to explain how this takes 
place, it is neces sary to abandon the village fair paradigm and the defin i tion 
of money as merely an expediter of trans ac tions.

In the General Theory Keynes adopts a City or a Wall Street paradigm: the 
economy is viewed from the board room of a Wall Street invest ment bank. 
Theorizing starts by assum ing a monet ary economy with soph ist ic ated 
finan cial insti tu tions. In such an economy, money is not just a gener al ized 
ration point that makes the double coin cid ence of wants unne ces sary for 
trading to take place; money is a special type of bond that emerges as posi-
tions in capital assets are financed. Keynes clearly stated this concep tion of 
money in a 1931 essay:

There is a multi tude of real assets in the world which consti tutes our capital 
wealth—build ings, stocks of commod it ies, goods in the course of manu-
fac ture and of trans port, and so forth. The nominal owners of these assets, 
however, have not infre quently borrowed money in order to become 
possessed of them. To a corres pond ing extent the actual owners of  
wealth have claims, not on real assets, but on money. A consid er able part 
of this “finan cing” takes place through the banking system, which inter-
poses its guar an tee between its depos it ors who lend it money, and its 
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borrow ing custom ers to whom it loans money where with to finance the 
purchase of real assets. The inter pos i tion of this veil of money between  
the real asset and the wealth owner is a specially marked char ac ter istic of 
the modern world.7

This concep tion of money, as a finan cing veil between the “real asset and the 
wealth owner,” is a natural way for a banker to view money, and is funda-
mental to under stand ing both Keynes and our economy.8

To Keynes, we live in a world “. . . in which chan ging views about the 
future are capable of influ en cing the quant ity of employ ment.”9 The current 
vari ables most directly affected by chan ging views about the future are 
finan cial vari ables, such as the market valu ation of capital assets, the prices 
of finan cial assets, and beha vior with respect to liab il ity struc tures both by 
busi ness men and by their bankers. Once a finan cial perspect ive is adopted, 
time cannot be inter preted away as just adding addi tional commod it ies to 
the economy. In Keynes’s theory, “time” is calen dar time and the future 
always is uncer tain.10 Thus invest ment and finan cing decisions are made in 
the face of intract able uncer tainty, and uncer tainty implies that views about 
the future can undergo marked changes in short periods of time. In partic-
u lar, chan ging views of the future affect the relat ive price of various capital 
assets and finan cial instru ments, as well as the rela tion between capital-asset 
price and the price of current output.11

In Keynes’s view, the finan cial attrib utes of a capit al ist economy lead to 
the observed unstable beha vior. In an economy with a soph ist ic ated finan-
cial system, the finan cing veil encom passes many more finan cial instru-
ments than any narrow—or even exten ded—money concept includes. In 
partic u lar, Keynes’s finan cing view of money means that “. . . money enters 
into the economic scheme in an essen tial and pecu liar manner. . . .”12 This is 
in marked contrast to the clas sical and today’s stand ard neoclas sical economic 
theory, for, in both, money does not affect the essen tial beha vior of the 
economy.

There are inter est ing prob lems in the history of ideas revolving around 
the loss of those aspects of Keynes’s General Theory that point to the busi ness 
cycle inter pret a tion of that seminal work, but these will not be considered 
here. Instead, the rest of this article will be concerned with a state ment of 
the “finan cial instabil ity hypo thesis” as a theory which endeavors to explain 
“the phenom ena of the Trade Cycle.”13 This hypo thesis is one among a 
number of inter pret a tions of Keynes which differ from the stand ard inter-
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pret a tion.14 The claim to “legit im acy” of this inter pret a tion will not be 
docu mented further: the hypo thesis will be put forth not as an inter pret a-
tion of Keynes but rather as an altern at ive to current stand ard neoclas sical 
theory.

THE FINAN CIAL INSTABIL ITY VIEW OF OUR ECONOMY

The first twenty years after World War II were char ac ter ized by finan cial 
tran quil ity. No serious threat of a finan cial crisis or a debt-deflation process 
(such as Irving Fisher described15) took place. The decade since 1966 has 
been char ac ter ized by finan cial turmoil. Three threats of finan cial crisis 
occurred, during which Federal Reserve inter ven tions in money and finan-
cial markets were needed to abort the poten tial crises.

The first post-World War II threat of a finan cial crisis that required Federal 
Reserve special inter ven tion was the so-called “credit crunch” of 1966. This 
episode centered around a “run” on bank-negotiable certi fic ates of deposit. 
The second occurred in 1970, and the imme di ate focus of the diffi culties 
was a “run” on the commer cial paper market follow ing the failure of the 
Penn-Central Railroad. The third threat of a crisis in the decade occurred in 
1974–75 and involved a large number of over-extended finan cial posi tions, 
but perhaps can be best iden ti fied as center ing around the spec u lat ive activ-
it ies of the giant banks. In this third episode the Franklin National Bank of 
New York, with assets of $5 billion as of December 1973, failed after a 
“run” on its over seas branch.

Since this recent finan cial instabil ity is a recur rence of phenom ena that 
regu larly char ac ter ized our economy before World War II, it is reas on able to 
view finan cial crises as systemic, rather than acci dental, events. From this 
perspect ive, the anomaly is the twenty years after World War II during which 
finan cial crises were absent, which can be explained by the extremely robust 
finan cial struc ture that resul ted from a Great War follow ing hard upon a 
deep depres sion. Since the middle sixties the historic crisis-prone beha vior 
of an economy with capit al ist finan cial insti tu tions has reas ser ted itself. The 
past decade differs from the era before World War II in that embryonic 
finan cial crises have been aborted by a combin a tion of support oper a tions 
by the Federal Reserve and the income, employ ment, and finan cial effects 
that flow from an immensely larger govern ment sector. This success has had 
a side effect, however; accel er at ing infla tion has followed each success in 
abort ing a finan cial crisis.
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Looking at the economy from a Wall Street board room, we see a paper 
world—a world of commit ments to pay cash today and in the future. These 
cash flows are a legacy of past contracts in which money today was 
exchanged for money in the future.16 In addi tion, we see deals being made 
in which commit ments to pay cash in the future are exchanged for cash 
today. The viab il ity of this paper world rests upon the cash flows (or gross 
profits after out-of-pocket costs and taxes) that busi ness organ iz a tions, 
house holds, and govern mental bodies, such as states and muni cip al it ies, 
receive as a result of the income-generating process.

The focus will be on busi ness debt, because this debt is an essen tial char-
ac ter istic of a capit al ist economy. The valid a tion of busi ness debt requires 
that prices and outputs be such that almost all firms earn large enough 
surpluses over labor and mater ial costs either to fulfill the gross payments 
required by debt or to induce refin an cing. Refinancing takes place only if 
gross profits are expec ted to be large enough to either valid ate the new debt 
or induce further refin an cing.

Gross profits in the produc tion of consumer goods depend upon the 
expendit ures on consumer goods by wage earners in consump tion and 
invest ment goods produc tion and by those who receive income from other 
than the produc tion process. If the simpli fy ing assump tion is made that 
wage income is received only from the produc tion of consumer and invest-
ment goods, that only wage income is spent on consump tion goods, and 
that all of wage income is so spent, then the markup on labor costs in the 
produc tion of consumer goods will be the wage bill in the produc tion of 
invest ment goods.17 This simple formula can be expan ded to allow for wage 
income from state employ ment, income received from trans fer payments, 
consump tion spend ing out of profits, and savings by receiv ers of income. 
Total spend ing on consumer goods yields a real ized markup on labor costs 
in the produc tion of consumer goods. The markup on labor costs gener ates 
the gross profits from oper a tions.

Profit margins in the produc tion of invest ment goods are not determ ined 
in as direct a manner as for consump tion goods. Profit flows are always 
determ ined, however, by the relat ive scarcity of specific capital assets. The 
relat ive scarcity of capital assets used to produce invest ment goods, and  
thus the differ ence between gross reven ues and wage costs in the produc-
tion of invest ment goods, depands upon the pace of invest ment. The funds 
that are avail able to meet commit ments on debts of both consumer- and 
investment-goods produ cers are a func tion of invest ment. It follows that 
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present accept able liab il ity struc tures reflect current spec u la tions on the 
course of future invest ment.

Not only are gross profits after taxes the funds avail able for the valid a tion 
of the debts which were used to finance control over capital assets, but  
the excess of gross profits after taxes over debt payment commit ments is the 
cash flow that accrues to equity share holders. Equity share prices are  
the result of capit al iz ing the expec ted resid ual cash flows. Equity share 
prices—which fluc tu ate in a world with Wall Street—are a determ in ant of 
the market valu ation of capital assets as collec ted in firms. The market value 
of capital assets affects the demand price for invest ment goods, which, 
together with supply condi tions of invest ment goods and condi tions in 
finan cial markets, determ ines invest ment.

If our world includes govern ment purchases of goods and services and 
trans fer payments, then gross profits in the produc tion of consumer and 
invest ment goods also depend upon govern ment defi cits. In our present 
world, a sharp shift to govern ment deficit finan cing—as occurred in the 
four quar ters 1974 IV-1975 III—not only sustains demand but also sustains 
and may even increase busi ness profits. The busi ness profits implic a tions of 
big govern ment offset a tend ency for the debt-sustaining capa city of busi-
ness to dimin ish whenever finan cial market disturbances induce a decline  
in consumer and busi ness spend ing. The economy has behaved differ ently in 
the postwar period than in earlier epochs, mainly because of the increase in 
the relat ive size of the federal govern ment, not neces sar ily because of any 
greater skill of policy makers.

The beha vior of our economy there fore depends upon the pace of invest-
ment. In a capit al ist economy the valu ation that is placed upon capital assets, 
which determ ines current invest ment, and the ability to fulfill contrac tual 
commit ments, which determ ines finan cing possib il it ies, depend crit ic ally 
upon the pace of gross profits. Gross profits, in turn, are largely determ ined 
by invest ment. Thus the ability to debt finance new invest ment depends 
upon expect a tions that future invest ment will be high enough so that future 
cash flows will be large enough for the debts that are issued today to be 
repaid or refin anced.

An economy with private debts is espe cially vulner able to changes in the 
pace of invest ment, for invest ment determ ines both aggreg ate demand and 
the viab il ity of debt struc tures. The instabil ity that such an economy exhib its 
follows from the subject ive nature of expect a tions about the future course 
of invest ment, as well as the subject ive determ in a tion by bankers and  
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their busi ness clients of the appro pri ate liab il ity struc ture for the finan cing 
of posi tions in differ ent types of capital assets. In a world with capit al ist 
finan cial usages, uncer tainty—in the sense of Keynes—is a major determ i-
n ant of the path of income and employ ment.

The natural start ing place for analyz ing the rela tion between debt and 
income is to take an economy with a cyclical past that is now doing well.18 
The inher ited debt reflects the history of the economy, which includes a 
period in the not too distant past in which the economy did not do well. 
Acceptable liab il ity struc tures are based upon some margin of safety so that 
expec ted cash flows, even in periods when the economy is not doing well, 
will cover contrac tual debt payments. As the period over which the economy 
does well lengthens, two things become evident in board rooms. Existing 
debts are easily valid ated and units that were heavily in debt prospered; it 
paid to lever. After the event it becomes appar ent that the margins of safety 
built into debt struc tures were too great. As a result, over a period in which 
the economy does well, views about accept able debt struc ture change. In the 
deal-making that goes on between banks, invest ment bankers, and busi-
ness men, the accept able amount of debt to use in finan cing various types of 
activ ity and posi tions increases. This increase in the weight of debt finan cing 
raises the market price of capital assets and increases invest ment. As this 
contin ues the economy is trans formed into a boom economy.

Stable growth is incon sist ent with the manner in which invest ment is 
determ ined in an economy in which debt-financed owner ship of capital 
assets exists, and the extent to which such debt finan cing can be carried is 
market determ ined. It follows that the funda mental instabil ity of a capit al ist 
economy is upward. The tend ency to trans form doing well into a spec u-
lat ive invest ment boom is the basic instabil ity in a capit al ist economy.

Innovations in finan cial prac tices are a feature of our economy, espe cially 
when things go well. New insti tu tions, such as Real Estate Investment Trusts 
(REITs), and new instru ments, such as nego ti able Certificates of Deposits, 
are developed and old instru ments, such as commer cial paper, increase in 
volume and find new uses. But each new instru ment and expan ded use of 
old instru ments increases the amount of finan cing that is avail able and 
which can be used for finan cing activ ity and taking posi tions in inher ited 
assets. Increased avail ab il ity of finance bids up the prices of assets relat ive to 
the prices of current output, and this leads to increases in invest ment. The 
quant ity of relev ant moneys in an economy in which money conforms to 
Keynes’s defin i tion, is endo gen ously determ ined. The money of stand ard 
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theory—be it the reserve base, demand depos its and currency, or a concept 
that includes time and savings depos its—does not catch the monet ary 
phenom ena that are relev ant to the beha vior of our economy.19

In our economy it is useful to distin guish between hedge and spec u lat ive 
finance. Hedge finance takes place when the cash flows from oper a tions are 
expec ted to be large enough to meet the payment commit ments on debts. 
Speculative finance takes place when the cash flows from oper a tions are not 
expec ted to be large enough to meet payment commit ments, even though 
the present value of expec ted cash receipts is greater than the present value 
of payment commit ments. Speculating units expect to fulfill oblig a tions by 
raising funds by new debts. By this defin i tion, a “bank” with demand and 
short-term depos its normally engages in spec u lat ive finance. The REITs, 
airlines, and New York City engaged in spec u lat ive finance in 1970–73. 
Their diffi culties in 1974–75 were due to a reversal in present values (the 
present value of debt commit ments exceed ing the present value of expec ted 
receipts), due both to increases in interest rates and a short fall of real ized 
over previ ously anti cip ated cash flows.

During a period of success ful func tion ing of the economy, private debts 
and spec u lat ive finan cial prac tices are valid ated. However, whereas units that 
engage in hedge finance depend only upon the normal func tion ing of factor 
and product markets, units which engage in spec u lat ive finance also depend 
upon the normal func tion ing of finan cial markets. In partic u lar, spec u lat ive 
units must continu ously refin ance their posi tions. Higher interest rates will 
raise their costs of money even as the returns on assets may not increase. 
Whereas a money supply rule may be a valid guide to policy in a regime 
domin ated by hedge finance, such a rule loses its valid ity as the propor tion 
of spec u lat ive finance increases. The Federal Reserve must pay more atten tion 
to credit market condi tions whenever the import ance of spec u lat ive finan-
cing increases, for the contin ued viab il ity of units that engage in spec u lat ive 
finance depends upon interest rates remain ing within rather narrow bounds.

Units that engage in spec u lat ive finance are vulner able on three fronts. 
One is that they must meet the market as they refin ance debt. A rise in 
interest rates can cause their cash payment commit ments relat ive to cash 
receipts to rise. The second is that, as their assets are of longer term than 
their liab il it ies, a rise in both long- and short-term interest rates will lead to 
a greater fall in the market value of their assets than of their liab il it ies.  
The market value of assets can become smaller than the value of their debts. 
The third front of vulner ab il ity is that the views as to accept able liab il ity 
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struc tures are subject ive, and a short fall of cash receipts relat ive to cash 
payment commit ments anyplace in the economy can lead to quick and wide 
revalu ations of desired and accept able finan cial struc tures. Whereas exper i-
ment a tion with extend ing debt struc tures can go on for years and is a 
process of gradual testing of the limits of the market, the revalu ation of 
accept able debt struc tures, when anything goes wrong, can be quite sudden.

In addi tion to hedge and spec u lat ive finance there is Ponzi finance—a 
situ ation in which cash payments commit ments on debt are met by 
increas ing the amount of debt outstand ing.20 High and rising interest rates 
can force hedge finan cing units into spec u lat ive finan cing and spec u lat ive 
finan cing units into Ponzi finan cing. Ponzi finan cing units cannot carry on 
too long. Feedbacks from revealed finan cial weak ness of some units affect 
the will ing ness of bankers and busi ness men to debt finance a wide variety 
of organ iz a tions. Unless offset by govern ment spend ing, the decline in 
invest ment that follows from a reluct ance to finance leads to a decline in 
profits and in the ability to sustain debt. Quite suddenly a panic can develop 
as pres sure to lower debt ratios increases.

There is, in the finan cial instabil ity hypo thesis, a theory of how a capit al ist 
economy endo gen ously gener ates a finan cial struc ture which is suscept ible 
to finan cial crises, and how the normal func tion ing of finan cial markets in 
the result ing boom economy will trigger a finan cial crisis.

Once endo gen ous economic processes take the economy to the brink of 
a crisis, Federal Reserve inter ven tion can abort the devel op ment of a full-
fledged crisis and a debt defla tion. Experience in the past decade has shown 
that the decline in invest ment and consumer debt-financed spend ing that 
follows after an aborted debt defla tion leads to a decline in income. In 
today’s economy, posit ive fiscal actions and the built-in stabil izers lead to 
massive govern ment defi cits as income falls. Such defi cits sustain income, 
sustain or increase corpor ate profits, and feed secure and nego ti able finan-
cial instru ments into port fo lios hungry for safety and liquid ity. As a result, 
the economy recov ers rather quickly from the reces sion but, because the 
Federal Reserve inter ven tion has protec ted various finan cial markets, the 
recov ery can soon lead to a resump tion of an infla tion ary boom.

CONCLUSION

The contro versy over the inter pret a tion of Keynes is not as import ant as the 
ques tion of whether today’s stand ard economic theory—the neoclas sical 
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synthesis—is a valid tool for analyz ing and prescrib ing for our economy. 
The cyclical beha vior and finan cial instabil ity of our economy can be viewed 
as the “crit ical exper i ment” that refutes the valid ity of the neoclas sical 
synthesis. Once it is accep ted that the neoclas sical synthesis “won’t do,” the 
ques tion becomes: “What will do?”—“What is an apt economic theory for 
our economy?”

The construc tion of new theory is diffi cult. The task becomes much more 
feas ible if one can stand on the shoulders of giants. Keynes addressed the 
ques tion of whether stand ard theory “will do” in an era char ac ter ized by 
strong busi ness cycles and finan cial instabil ity. He came to the conclu sion 
that inher ited theory would not do, and he proposed an altern at ive theory. 
Over the past forty years one inter pret a tion of Keynes’s theory, which virtu-
ally ignored Keynes’s concern with finan cial markets and finan cial usages, 
has been largely assim il ated to stand ard theory. Now that the prob lems of 
economic and finan cial instabil ity loom large in the world, the ques tion is 
relev ant as to whether those parts of Keynes’s theory that point toward a 
finan cial and cyclical view of the economy (which were largely ignored in 
construct ing today’s stand ard theory) can serve as a basis for the needed 
new theory.

The finan cial instabil ity hypo thesis is an attempt to build a theory that is 
relev ant for a finan cially soph ist ic ated capit al ist economy and to show why 
such an economy is unstable. This theory builds upon Keynes by deem phas-
iz ing those parts of the General Theory that were seized upon in the integ ra tion 
of Keynes and the clas sics, and emphas iz ing those parts that were largely 
ignored. Because Keynes, in his rebut tal to Viner, emphas ized the parts of the 
General Theory that look toward the effect of finan cial usages in a capit al ist 
frame work upon the stabil ity of the economy, the finan cial instabil ity hy  -
pothesis has a strong claim to legit im acy.

Legitimate or not as “Keynesian doctrine,” the finan cial instabil ity hypoth-
   esis fits the world in which we now live. In a world with sharp turn abouts 
in income, such as that exper i enced in 1974–75, the rise and fall of interest 
rates, and the epidemic of finan cial restruc tur ing, bail outs, and outright 
bank ruptcy, there is no need to present detailed data to show that a theory 
which takes finan cial instabil ity as an essen tial attrib ute of the economy is 
needed and is relev ant.

Policy implic a tions follow from the finan cial instabil ity hypo thesis. One 
is that fine-tuning, except as a trans it ory phenomenon, is impossible within 
the exist ing finan cial frame work. Another is that policies which work in one 
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finan cial regime, such as the robust finance of 1946–65, may not be effect ive 
in another regime, such as the fragile finance that has ruled in the past 
decade. A third is that, in order to do better than hitherto, we have to estab-
lish and enforce a “good finan cial society” in which the tend ency by busi-
ness and bankers to engage in spec u lat ive finance is constrained.
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CAPITALIST FINANCIAL 

PROCESSES AND THE INSTABILITY 
OF CAPITALISM

In the follow ing quota tion, Henry Simons, a founder of the Chicago School, 
recog nizes the endo gen ous nature of money and the impossib il ity of 
managing money by trying to control the quant ity of some specific set of 
debts, espe cially in an economy in which the lure of poten tial profits induces 
innov a tions in finan cial prac tices.

Banking is a pervas ive phenomenon, not some thing to be dealt with merely 
by lesigla tion direc ted at what we call banks. The exper i ence with the 
control of note issue is likely to be repeated in the future: many expedi ents 
for controlling similar prac tices may prove inef fect ive and disap point ing 
because of the reappear ance of prohib ited prac tices in new and unpro hib-
ited forms. It seems impossible to predict what forms the evasion might 
take or to see how partic u lar prohib i tions might be designed in order that 
they might be more than nomin ally effect ive.1

Reprinted from the Journal of Economic Issues, Vol. XIV, No. 2, June 1980, by arrange ment with 
the publisher.
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Simons followed the logic of his insight into the endo gen ous and evol u-
tion ary nature of money by advoc at ing strict limit a tions on the permiss ible 
liab il it ies of enter prises and binding constraints upon the permit ted activ-
it ies of finan cial insti tu tions.

In Simons’s view, control over money requires strict limit a tions upon 
“large scale finan cing at short terms.”2 Simons there fore proposed to elim-
in ate the finan cing, through banks and other inter me di ar ies with short-
term liab il it ies, of posi tions in capital assets and in invest ment in the process 
of produc tion. Unfortunately for Simons’s prescrip tion, bank and other 
short-term finan cing of activ ity is a major link in the invest ment process 
under capit al ism. Whereas titles to capital assets may be financed long, the 
produ cing of invest ment output, like other produc tion activ ity, is a short-
term affair that natur ally calls for short-term finan cing.

An essen tial attrib ute of modern capit al ism is that posi tions in both capital 
assets and invest ment in process are financed by a combin a tion of debts and 
commit ments of the liquid capital of the prox im ate owners or produ cers, 
that is, of corpor a tions.3 Debts are best inter preted as commit ments to make 
payments over time. The flow of cash result ing from firms’ oper a tions is 
used to pay current costs, fulfill expli cit payment commit ments on debts, 
and yield a cash posi tion for the firm and income to its owners. The debts of 
firms state the minimum profits, broadly defined, that must be gener ated if 
commit ments as stated on the liab il it ies are to be fulfilled either by the flow 
of profits or by funds obtained by a refin an cing arrange ment. Entering into 
and repay ing debts are essen tial processes of capit al ism: Both depend upon 
profits, expec ted or real ized.

If debts are to banks, then the payments which fulfill commit ments on 
debts destroy “money.” In a normally func tion ing capit al ist economy, in 
which money is mainly debts to banks, money is constantly being created 
and destroyed. Economic theory that focuses only on the exchanges that 
create money, or which assumes that money is “the non-interest paying 
debt of some agency outside the formal system,”4 induces no need to 
examine how borrow ers are able to fulfill their commit ments and the 
economic consequences of system ic ally induced fail ures to meet them.

In contrast, if money is viewed as a “veil” that “camou flages” ulti mate 
owner ship of wealth, then the major concern of monet ary theory becomes 
the expec ted profits that induce debt creation and the real ized profits that 
lead to the valid a tion of debt. The trans ition from abstract econom ics to the 
economic analysis of capit al ism depends upon defin ing money as a 
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“product” of finan cial inter re la tions. This was well under stood by  
J. M. Keynes:

There is a multi tude of real assets in the world which consti tute our captal 
wealth—build ings, stock of commod it ies, goods in course of manu fac ture 
and of trans port and so forth. The nominal owners of these assets, however, 
have not infre quently borrowed money in order to become possessed of 
them. To a corres pond ing extent the actual owners of wealth have claims, 
not on real assets, but on money. A consid er able part of this “finan cing” 
takes place through the banking system, which imposes its guar an tee 
between its depos it ors who lend it money and its borrow ing custom ers to 
whom it loans money with which to finance the purchase of real assets. 
The inter pos i tion of this veil of money between the real asset and the 
wealth owner is a specially marked char ac ter istic of the modern world 
[emphasis in original].5

Any economic theory which ignores this “specially marked char ac ter istic 
of the modern world” cannot serve as an effect ive instru ment for the design 
of policies. In partic u lar, today’s stand ard economic theory—the neoclas-
sical synthesis—which ignores the “finan cing veil” aspects of money and 
persists in viewing money only as a “barter ing veil,” cannot explain how 
instabil ity is a normal func tion ing result in a capit al ist economy. As a result, 
neoclas sical theory is a defect ive instru ment to use in the formu la tion of 
policies that aim at controlling or atten tu at ing instabil ity. If we are to do 
better in controlling unem ploy ment and infla tion, we have to return to the 
insights of Simons and Keynes and build an economic theory that fully 
accepts the finan cing veil char ac ter istic of money.

The current signi fic ance of Simons and Keynes is not surpris ing, for their 
insights and analysis were born out of the observed instabil ity of capit al ism. 
Our current diffi culties in econom ics and in the economy stem from our 
fail ures to under stand and deal with instabil ity. If we are to do better, we 
must accept being forced back to the square one of the 1930s.

FINANCE AND THE BEHA VIOR OF A CAPIT AL IST ECONOMY

Finance affects the beha vior of a capit al ist economy in three ways. First, 
posi tions in the exist ing stock of capital assets need to be financed. Second, 
activ it ies, that is the produc tion and distri bu tion of consump tion and invest-
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ment goods, need to be financed. Third, payment commit ments, as stated on 
finan cial contracts, need to be met.

The tech niques avail able for finan cing posi tions in capital assets affect 
asset prices. In a capit al ist economy, assets are priced. The prices reflect the 
rela tion between the cash flows, or quasi-rents, that capital assets are expec ted 
to earn as they are used in produc tion and the payment commit ments that 
have to be agreed upon in order to finance owner ship. A debt involves an 
exchange of money today for prom ises to pay money in the future. The 
smaller the amount of future money that has to be prom ised in order to 
receive current money to finance a posi tion in a capital asset with some 
given expec ted cash flow, the greater the demand for such capital assets.

In the short term, the supply of capital assets is fixed; there fore, an increase 
in demand will lead to an increase in the price. Innovations in mobil iz ing 
funds through inter me di ation and in the contracts used for finan cing 
owner ship of assets will tend to raise the prices of assets. The various “inno-
v a tions” in housing finance have led to higher prices of housing, the accept-
ance of a heavier weight of debt in corpor a tion balance sheets has sustained 
the price of capital assets, and the explos ive growth of money market funds 
has increased the avail ab il ity of short-term finance to busi ness.

Borrowing and lending take place on the basis of margins of safety. The 
funda mental margin of safety is the excess of the expec ted quasi-rents from 
oper at ing capital assets over the cash flow commit ted by finan cial contracts. 
Two time series—the expec ted receipts and the contrac tual commit ments—
summar ize the finan cial posi tion of units. When Simons delivered his stric-
tures against short-term finan cing, he was railing against arrange ments in 
which payment commit ments exceed the expec ted quasi-rents from oper a-
tions for the near term. If busi ness men and their bankers agree upon such 
arrange ments, then they must envis age that there are sources of cash to 
debtors other than the flow of quasi-rents from oper a tions, that is, cash can 
be obtained by refin an cing. A second ary margin of safety is the breadth, 
depth, and resi li ence of markets in which refin an cing can take place.

The finan cial rela tions of units owning capital assets depend upon the 
views of borrow ers and lenders as to the assured ness of cash flows, the 
appro pri ate margin of safety, and the avail ab il ity of altern at ive sources if 
cash from oper a tions falls short of expect a tions. Expectations with regard to 
cash flows depend upon the history of cash flows, the margin of safety that 
is deemed appro pri ate depends upon the adequacy of past margins, and  
the will ing ness to rely upon refin an cing depends upon the history and 
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insti tu tional struc ture of the markets in which refin an cing may take place. 
During tran quil years, success combined with insti tu tional evol u tion make 
borrow ers and lenders more assured of the cash flows from oper a tions, 
confid ent that success is compat ible with smaller margins of safety, and 
secure in cash flow arrange ments which require refin an cing. Trends in 
finan cing reflect changes in views of how the economy normally func tions 
and in the pref er ence system of “oper at ors.” The liab il ity struc tures used to 
finance posi tions in capital assets reflect subject ive views as to the accept able 
chance of illi quid ity occur ring. The essen tial liquid ity pref er ence in a capi  -
tal ist economy is that of bankers and busi ness men, and the observ able 
phenom ena that indic ate the state of liquid ity pref er ence are the trends of 
busi ness and banker balance sheets.

An imme di ate effect of a change in liquid ity pref er ence is upon the 
money price of capital assets. A decrease in liquid ity pref er ence allows an 
increase in the ratio of near-term payment commit ments to near-term 
expec ted quasi-rents to take place. This leads to an increase in the money 
price of capital assets. An increase in liquid ity pref er ence, which typic ally 
occurs when quasi-rents fail to valid ate debt struc tures or finan cial markets 
fail to refin ance posi tions, will force attempts to reduce near-term payment 
commit ments relat ive to expec ted quasi-rents. This will lead to a fall in the 
money price of capital assets.

In addi tion to posi tions in capital assets, the produc tion and distri bu tion 
of consump tion and invest ment goods need to be financed. The cash that 
enables the “produ cers” of consumer goods to fulfill their commit ments to 
bankers is derived from sales proceeds, which, if we abstract from consumer 
debt, depend upon consumer dispos able income (largely wages and 
salar ies). The cash that enables produ cers of invest ment goods to fulfill their 
commit ments to their bankers is also derived from sales proceeds, but the 
“cash” used by the buyers of invest ment goods is derived from a combin a-
tion of retained earn ings and external finance. The finan cing of invest ment 
goods produc tion leads to debts by invest ment goods produ cers. These debts 
are repaid when capital asset buyers pay. Such buyers typic ally borrow at 
least part of their needed funds. In the invest ment process, a contin ued 
funding of debt occurs, albeit it is the short-term debt of the produ cers of 
invest ment goods that is “funded” by the finan cing arrange ments of the 
purchasers of invest ment goods as capital assets.

A capit al ist economy is char ac ter ized by a layered set of payment commit-
ments that are stated in finan cial contracts. These commit ments will be 
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fulfilled either by the flow of cash from oper a tions—for busi ness the flow 
is an “enlarged” gross profit—or by issuing debt. The ability to issue debt 
rests upon borrow ers’ and lenders’ expect a tions of future cash flows, that is, 
of future profits. Thus, central to an under stand ing of the func tion ing of a 
capit al ist economy is an under stand ing of how the flow of gross profits 
meas ured in money is determ ined.

AN ASIDE ON “MONEY FUNDS”

The points about banking being a pervas ive phenomenon and that profit 
oppor tun it ies from borrow ing and lending lead to finan cial innov a tions are 
beau ti fully illus trated by the growth and evol u tion of money market funds 
in the past several years. These funds, which first emerged in the high interest 
rate days of 1974–1975 and stag nated during the lower interest stag fla tion 
of 1975–1977, grew at an explos ive rate in 1978–1979, when the assets 
they managed increased by a factor of ten. In addi tion, the percent age of 
their funds inves ted in open market paper and miscel laneous assets rose 
from an estim ated 16.2 percent in 1975 to an estim ated 46.2 percent in 
1979; these funds are now direct suppli ers of short-term finan cing.

Any analysis of these funds which looks at the assets they own and the 
liab il it ies they issue must identify the insti tu tions as banks and their liab il it ies 
as money. Because of their success, we now have a two-tier monet ary system; 
part of the money supply has the protec tion of bank equity, estab lished 
chan nels for refin an cing through the central bank, and deposit insur ance, 
and another part lacks these margins of safety. When a money supply consists 
of instru ments that differ in their yield and risk char ac ter ist ics, then runs, in 
which holders of one type of money try to change quickly to another type, 
are possible. If there is no provi sion for supply ing the desired money to the 
insti tu tions which have the undesired money as liab il it ies, a run can have 
disas ter ous consequences. As finan cial markets replic ate our exper i ence of 
1966, 1969–1970, and 1974–1975 and drive toward the brink of a finan-
cial crisis, some lender of last resort inter ven tion, because of the money 
market funds, is likely to be needed.

Money market funds are but the latest in a series of finan cial market and 
banking innov a tions that have changed the nature of the finan cial system over 
the past several decades. Beginning with the emer gence of the federal funds 
market in the mid-1950s, changes such as certi fic ates of depos its, the explos ive 
growth of commer cial paper, the rise and fall of REIT’s, the inter na tion al iz a tion 
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of banking, and the wide use of repur chase agree ments have occurred. The 
changes have been in response to profit oppor tun it ies, and these have resul ted 
from chan ging interest rate differ en tials due to demand for finan cing growing 
at a faster pace (at each set of terms for finan cing from tradi tional sources) than 
the supply of finan cing from tradi tional sources.6

FEDERAL RESERVE OPER A TIONS TO CONSTRAIN INFLA TION

A major portion of the tradi tional supply of finan cing comes from banks. 
Federal Reserve oper a tions to constrain infla tion first constrain the ability of 
commer cial banks to finance asset acquis i tion by expand ing their reserve-
absorbing liab il it ies. Financial innov a tion and evol u tion are stim u lated by 
the interest rate effects of such Federal Reserve constrain ing action. 
Innovation and evol u tion offset a part, all, or even more than all of the 
constraint upon finan cing through banks caused by the initi at ing Federal 
Reserve actions.

This evol u tion ary response makes the rate of increase of activ ity that is 
financed greater than the rate of increase of commer cial bank liab il it ies that 
absorb bank reserves: The velo city of money (narrowly defined as currency 
and reserve-absorbing liab il it ies of banks) rises. Such an increase of velo city 
to offset Federal Reserve constraint is a normal occur rence in finan cial 

Table 1 Money Market Funds

1973 1974 1975 1976 1977 1978 1979a

Total assets 0 2.4 3.7 3.7 3.9 10.8 39.6
Demand depos its and currency 0 – – – – .4 .3

 Time depos its 0 1.6 2.1 1.5 1.8 5.3 14.2

Credit market instru ments 0 .8 1.5 2.1 1.9 5.1 24.1

U.S. govern ment secur it ies 0 .1 .9 1.1 .9 1.5 7.1

  Open market paper 0 .6 .5 .9 1.1 3.7 17.1

 Miscellaneous 0 .1 .1 .1 .3 1.2

Shares outstand ing 0 2.4 3.7 3.7 3.9 10.8 39.6

Open market paper – miscel laneous as  
a share of totals, in percent age

25.0 16.2 27.0 30.8 37.0 46.2

Source: Board of Governors, Federal Reserve System, Flow of Funds Accounts (Washington, D.C.: 
quarterly).

a Extrapolated at 1979 rate of change.
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markets. The limit on the offset through changes in insti tu tions and usages 
of monet ary constraint is determ ined by the effect of the cash payment 
commit ments due to the incre ments of finance upon the cash flow rela tions 
of various asset and liab il ity combin a tions. Monetary constraint does not 
lead to an imme di ate or smooth decel er a tion of an infla tion ary expan sion. 
In the face of an accel er at ing infla tion ary expan sion, monet ary constraint 
initially leads to a sharp increase in finan cing outside normal banking chan-
nels. With a vari able lag, this is followed by a sharp rise in payments required 
by debts relat ive to busi ness profits. Monetary constraint in a situ ation in 
which ongoing invest ment activ ity leads to a rising demand for finance is 
effect ive only as it forces a sharp break in asset values caused by market pres-
sures to liquid ate or fund posi tions. Ever since the 1960s, monet ary 
constraint has been effect ive only as it succeeded in pushing the economy 
to the brink of a debt defla tion. This is shown by the credit crunch of 1966, 
the liquid ity squeeze of 1969–1970, and the debacle of 1974–1975.7

The complex and evolving finan cial struc ture of a modern capit al ist 
economy enables busi ness men and their bankers to offset monet ary 
constraint until it forces the economy to a crisis that threatens to lead to a 
deep depres sion. The funda mental instabil ity of capit al ism is upward. 
Attempts by central banks to constrain upward expan sion, or endo gen ous 
limits of the finan cial system, lead to present values and cash flow rela tions 
that break rather than atten u ate the expan sion. Once the break occurs, the 
effect on capital asset prices of expec ted higher nominal profits is removed. 
This implies that capital asset prices will tend to decline sharply, which will 
lead to a fall in the demand price and the avail able finan cing for invest ment. 
Once the price of capital assets reflects infla tion ary expect a tions, an end to 
those expect a tions will lead to a sharp fall in invest ment. The upward 
instabil ity of capit al ism is a neces sary precon di tion for the possib il ity of a 
deep depres sion.

ASSET PRICES, INVEST MENT, AND FINAN CING

In a bril liant, incis ive, and unfor tu nately neglected article published in 
1955, Dudley Dillard noted that, to Keynes, the “problem of econom ics” 
was the analysis of the beha vior of a monet ary produc tion economy.8 Dillard 
argues that in the General Theory, and in the inter pret at ive liter at ure that 
followed, the emphasis is upon the way in which money enters into the 
determ in a tion of interest rates. As I have pointed out,9 in the General Theory 
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and in later pieces clari fy ing it,10 Keynes treated liquid ity pref er ence as a 
rela tion between money and the price level of capital assets.

Although a money-interest rate rela tion and a rela tion between money 
and the “price level” of capital assets can be made form ally identical,11 in 
truth they lead to quite differ ent perspect ives on how a capit al ist economy 
works. Once an interest rate-money supply rela tion is accep ted as the theo-
r et ical correl at ive of how finan cial markets affect the oper a tions of the 
economy, the way is clear for the monet ar ist coun ter re volu tion in which  
the liquid ity pref er ence func tion becomes a demand func tion for money. 
The stabil ity of the latter func tion and the exogen ous determ in a tion of the 
supply of money are the rocks upon which the secu lar ist monet ar ist faith 
rests.12

The price level of capital assets and the interest rate state ments of liquid ity 
pref er ence lead to quite differ ent views of the economic process. The percep-
tion that the quant ity of money determ ines the price level of capital assets, 
for any given set of expect a tions with respect to quasi-rents and state of 
uncer tainty, because it affects the finan cing condi tions for posi tions in 
capital assets, implies that in a capit al ist economy there are two “price 
levels,” one of current output and the second of capital assets. A funda-
mental insight of Keynes is that an economic theory that is relev ant to a 
capit al ist economy must expli citly deal with these two sets of prices. 
Economic theory must be based upon a percep tion that there are two sets of 
prices to be determ ined, and they are determ ined in differ ent markets and 
react to quite differ ent phenom ena. Thus, the rela tion of these prices—say, 
the ratio—varies, and the vari ations affect system beha vior.13 When 
economic theory followed Sir John Hicks and phrased the liquid ity pref er-
ence func tion as a rela tion between the money supply and the interest rate,14 
the deep signi fic ance of Keynesian theory as a theory of beha vior of a capi-
t al ist economy was lost.

The demand for current output consists of the demand for consump tion 
and invest ment outputs in the “no govern ment” case. The demand for 
invest ment depends upon the price of capital assets, the supply price of 
invest ment output, and the finan cing condi tion and avail ab il ity of internal 
finance for invest ment output.

In Figure 1, the invest ment and finan cing rela tions of a repres ent at ive 
firm are set out. PK, the money price of capital assets, is the demand price of 
invest ment output. PK depends upon what Keynes called the state of long-
term expect a tions which leads to current views about future profits; the 
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finan cing condi tions that are avail able for posi tions in capital assets; and the 
supply of money, defined as the default-free assets that yield only liquid ity.

PI is the supply func tion of gross invest ment. The “posi tion” of PI depends 
upon the short-run profit expect a tions of the produ cers of invest ment 
goods. The supply curve of invest ment output states the minimum price at 
which partic u lar outputs of invest ment goods would be produced given 
current money wages, the carry ing interest costs of invest ment goods as 
they are produced, and the cost of purchased inputs.

The exist ing liab il ity struc ture of firms determ ines the cash payment 
commit ments. The sum of gross profits after taxes and interest paid on debts 
as repor ted in the national income accounts is the gross capital income. This 
income minus gross payments on debts and dividends yields the gross 
internal finance. The price multi plied by the quant ity of invest ment goods 
that can be intern ally financed yields a rect an gu lar hyper bole (Q1 in the 
diagram) which defines the combin a tions that can be so financed. The inter-
sec tion of the expec ted internal finance and the supply func tion of invest-
ment goods yields the amount of invest ment that it is expec ted can be 
financed intern ally. In the diagram this is labelled Ī.

External finance is required if invest ment is to exceed Ī. Given that PK  PI, 
there will be a demand for external finance to acquire invest ment.  
The supply price of invest ment output has to be modi fied by the cost of 

Figure 1 The Determination of Investment
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debt finan cing, which reflects the premi ums upon a constant interest  
rate that reflect lenders’ risk. Furthermore, the demand price for invest ment 
will fall away from the price of capital assets to reflect borrow ers’ risk. 
Investment will be carried to the point at which the price of capital, as 
affected by borrow ers’ risk, equals the supply price of invest ment output, as 
augmen ted to reflect lenders’ risk. In Figure 1, let us say that I1 of invest ment 
will be under taken, of which Ī is intern ally financed and I1  Ī is extern ally 
financed.

As a result of the gross invest ment of I1, PI(I1  Ī) of debt becomes part of 
the liab il ity struc ture of firms. The extent of lever age in the finan cing of 
invest ment is given by the ratio of I1 to Ī. This ratio depends upon the excess 
of PK over PI, the avail able finan cing contracts, and the eval u ation of and atti-
tude toward risk of lenders and borrow ers. Whereas lenders’ risk becomes, 
in part, an object ive phenomenon, in the form of interest rates and contract 
provi sions, borrow ers’ risk is largely a subject ive phenomenon which sets 
limits on the ratio of payment commit ments to gross profits.

The evol u tion of finan cial insti tu tions and usages, such as was discussed 
earlier, will tend to increase the feas ible lever age. The success of busi ness in 
fulfilling payment commit ments due to past finan cing will increase the 
“subject ively accept able” external finan cing over a run of tran quil good 
times. The flow-of-funds data for the first three decades after World War II 
bear this out. With an increase in lever age relat ive to gross profits, the ratio 
of payment commit ments (because of liab il it ies) to gross profits rises; the 
margins of safety in cash flows are eroded. As this occurs, the finan cial 
system becomes fragile.

Once finan cial consid er a tions are integ rated into the invest ment decision, it 
is evident that capit al ism as we know it is endo gen ously unstable. As Dillard 
points out, in Keynes the propos i tion “that employ ment depends upon invest-
ment” leads to a general critique of the whole capit al ist process. Contradictions 
and tensions asso ci ated with the accu mu la tion of wealth come to the fore-
front of the analysis. Instability becomes normal rather than abnor mal.15

INVESTMENT, PROFITS, AND THE VALID A TION OF  
BUSI NESS DEBTS

Once debts exist, some of the cash receipts of debtors are commit ted to the 
fulfill ment of contracts. Thus, the cash receipts of debtors must meet some 
minimal stand ard if the debts are to be valid ated. Furthermore, debts finance 
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only a portion of the posi tions in capital assets and invest ment in process. 
There is some minimum stand ard that the cash receipts attrib uted to capital 
assets have to meet if the debts and the prices paid for capital assets are to be 
valid ated. The valid at ing cash receipts are gross capital income (profits, 
broadly defined). The success ful func tion ing of a capit al ist economy requires 
that the present and expec ted gross capital income be large enough so that 
past decisions to invest and to finance are valid ated.

In a capit al ist economy, present views about future profits determ ine 
current invest ment and finan cing decisions, even as present achieved profits 
determ ine whether what was done in the past is valid ated. An economic 
theory that is relev ant to a capit al ist economy cannot evade the issues 
involved in unidirec tional histor ical time by assum ing recon tract ing or the 
exist ence of univer sal systems of future, or contin gent, contracts. The essence 
of capit al ism is that units have to take posi tions in an uncer tain world.16

In a world in which invest ment is taking place, the heroic assump tions 
that workers spend all of their wage income on consump tion goods and 
capit al ists do not consume yields the result that17

(1) C  WcNc  WINI;

(2) c  PcQc  WcNc  WINI; and

(3) I  PIQI  WINI  I.

Since c  I  , and PIQI  I, we have

(4)   WINI  I  I.

As is well known, the simple Kalecki result can be expan ded to

(5)   I  Df

if govern ment is intro duced,

(6)   I  Df  C   sW

if consump tion out of profits and savings out of wages are allowed, and
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(7)   I  Df  C   sW  BPS

if the economy is open.18

Given that invest ment is determ ined by a complex inter play which 
involves present expect a tions of future perform ance, the simple Kalecki 
rela tion can be inter preted as meaning that profits are determ ined by invest-
ment. As the Kalecki rela tion is exten ded, the logic of running from invest-
ment to profits is rein forced by the struc tural and policy determ in ants of the 
govern ment deficit, the balance of payments, savings by house holds, and 
consump tion by receiv ers of capital income.

Investment is carried to the point at which the adjus ted price of capital 
assets (as a func tion of expec ted profits and the avail able finan cing condi tions 
for holding capital and finan cial assets) equals the adjus ted supply price of 
invest ment output (as a func tion of the money wage), where the adjust ments 
reflect uncer tainty and finan cing condi tions. The evol u tion of finan cial 
markets affects invest ment both through the pricing of capital assets and the 
finan cing avail able for invest ment. Normal func tion ing of the finan cial 
system is a neces sary condi tion for invest ment to be sustained so that profits 
are forth com ing to valid ate debt and induce future invest ment. Any break in 
the finan cial system—such as occurred on a massive scale between 1929 and 
1933, and on a minor or contained scale in 1966, 1969–1979, and 1974–
1975—will disrupt the economy. If insti tu tional change and central bank 
beha vior allow avail able finan cing to expand rapidly, then an infla tion ary 
boom is likely to result: if a finan cial crisis comprom ises the ability and will-
ing ness of insti tu tions to provide credit, or if central bank actions constrain 
credit, a debt defla tion and deep depres sion are likely to occur.

In Figure 1, the extent of debt finan cing as determ ined by lender and 
borrower risk and the evolving struc ture of finan cial rela tions were shown 
to affect the level of invest ment. During a tran quil era, the devel op ment of 
new insti tu tions and new usages leads to an increase in the lever aging ratio. 
As I1 “drifts” to the right relat ive to expec ted Ī, greater achieved invest ment 
(I2) will lead to real ized profits greater than anti cip ated profits. This will 
mean that internal finance will be greater and external finance smaller than 
anti cip ated. Even as invest ing units and their bankers attempt to increase 
debt finan cing, greater than expec ted profits will result in a short fall of real-
ized as compared to anti cip ated debts. During busi ness cycle expan sions, 
the “unused” or “open” borrow ing capa city of busi ness and owners of 
wealth increases.
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A rise in invest ment, due to improved finan cing terms, leads to an increase 
in profits. As the level and trend of profits enter into the determ in a tion of 
the price of capital assets, the “evol u tion ary” expan sion of finan cing forms 
increases the prices of capital assets in two ways: It increases both expec ted 
quasi-rents and the price that will be paid in the market for given time series 
of expec ted quasi-rents.

The path of a capit al ist economy in historic time depends upon the trans-
ac tions between busi ness men and bankers as they finance capital asset 
owner ships and invest ment. During good times, these trans ac tions increas-
ingly reflect under es tim a tion by borrow ers and lenders of the risks of 
external finance. This means that such an economy is unstable. The path of 
this basic instabil ity is “upward” from periods of tran quil expan sion to 
those of “infla tion ary” boom.

As the lever age ratio for new invest ment increases, “under levered” posi tions 
in the inher ited stock of capital assets are refin anced to conform to the emer-
ging stand ards. Such refin an cing leads to debts growing at a faster rate than 
both the capital stock and profits. Even if interest rates on finan cial contracts do 
not increase, the ratio of payment commit ments to profits increases.

Financial innov a tion, combined with the inter ac tions by which increased 
invest ment leads to increased profits, implies that current output prices rise.19 
Either because the central bank attempts to restrict finan cing avail able through 
banks or because the pace of the demand for finan cing outraces the avail  -
abil ity of finance, the rise in invest ment in the “pipeline” will lead to a rise 
in interest rates. Because invest ment decisions lead to a sequence of invest-
ment demands, a run of tran quil beha vior leads to a rising inelastic demand 
for finan cing for the produc tion of invest ment goods. Given this inelasti city, 
any emer ging inelasti city in the supply of finance will lead to a sharp rise in 
interest rates. Such a rise, by initially lower ing the price of capital assets, 
lowers the demand price of invest ment even as it raises the supply price of 
invest ment output. As a result, the ratio of planned invest ment demand to 
expec ted internal funds will fall; the thrust toward ever higher profits due to 
increas ing invest ment reflect ing ever higher lever age ratios will cease.

The finan cial processes of a capit al ist economy intro duce instabil ity by 
making a tran quil state unstable in an upward direc tion and set flex ible 
limits to this upward expan sion. However, the limit to external finance 
requires that weak or fragile finan cial situ ations emerge. A decrease in invest-
ment will decrease profits, thus increas ing the ratio of payment commit-
ments on outstand ing debt to gross funds avail able for such payment and 
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also increas ing the propor tion of current invest ment that must be financed 
extern ally. Just as rising profits frus trate the attempts of bankers and busi-
ness men to debt finance invest ments, so falling profits frus trate their 
attempts to decrease their indebted ness.

The debt defla tion process can be limited if the finan cial system is robust. 
From time to time in history, a finan cial system has proved so fragile that 
deep depres sions, such as that in 1929–1933, have occurred. In the era 
since World War II, no such debt defla tion and deep depres sion have taken 
place.

In the years since the mid-1960s there have been three epis odes—1966, 
1969–1970, and 1974–1975—when the economy was on the verge of a 
debt defla tion. Nevertheless, it did not occur. In part this was because the 
Federal Reserve quickly inter vened and bolstered the system with its guar-
an tee to protect banks and other finan cial insti tu tions; in part it was because 
a huge govern ment deficit substi tutes for invest ment in sustain ing deficit 
profits. With profits sustained, a debt defla tion process cannot gain momentum.

From equa tion (5) we have   I  Df. If a decline in invest ment and 
employ ment trig gers an explo sion of the govern ment deficit so that the 
increase in the deficit offsets the decline in invest ment, then profits will not 
fall. If profits are sustained, then the gross cash flow to capital owners is 
sustained. This means that outstand ing debts and the prices that were paid 
for capital assets tend to be valid ated.

The combin a tion of auto matic stabil izers, lagged adjust ments to past 
infla tion in various govern ment trans fer payment schemes, and discre-
tion ary fiscal inter ven tion means that when finan cial strin gency is followed 
by a fall in invest ment, a massive govern ment deficit occurs. Profits are 
sustained even as busi ness activ ity and employ ment decrease. As a result, the 
busi ness sector is able to valid ate its debts. The inter ac tions among invest-
ment, profits, and finan cial markets which consti tute the down ward spiral 
of a deep depres sion do not occur.

The aggreg ate demand effect of big govern ment, espe cially govern ment 
that expands dramat ic ally when income and employ ment fall, sustains and 
increases the markup on labor costs.20 Inasmuch as trans fer payment schemes 
sustain money wages in the face of excess supply of labor, and the deficit 
tends to sustain, if not increase, the markup on money wages, prices do not 
fall; they even rise when unem ploy ment increases. Stagflation is truly a 
result of big govern ment, but so is the absence of a deep depres sion in the 
years since 1966.
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There is no free lunch; we have elim in ated deep depres sions, but the price 
has been first chronic and now accel er at ing infla tion.

CONCLUSION

Once we shift from an abstract economy and turn to analyz ing the beha vior 
of a capit al ist economy with expens ive capital assets and a soph ist ic ated 
finan cial system, the equi lib rium, equi lib rat ing, and stabil ity prop er ties 
derived in stand ard economic theory are not relev ant. Such a capit al ist 
economy is unstable due to endo gen ous forces which reflect finan cing 
processes. These processes trans form a tran quil and relat ively stable system 
into one in which a contin ued accel er at ing expan sion of debts, invest ment, 
profits, and prices is neces sary to prevent a deep depres sion.

A compar ison of 1929–1933 with 1966, 1969–1970, and 1974–1975 
makes it clear that when a finan cial crisis is immin ent, the struc ture of the 
economy and discre tion ary inter ven tion by the author it ies determ ine what 
happens. At such a junc ture, policy does matter. If, as in 1929, aggreg ate 
federal govern ment spend ing is small relat ive to invest ment, and if the  
Federal Reserve takes a narrow view of its respons ib il it ies, then a debt  
defla tion and a deep depres sion will follow finan cial trauma. If, as in 1966, 
1969–1970, and 1974–1975, aggreg ate govern ment spend ing is large relat ive 
to invest ment, and if the Federal Reserve takes a broad view of its respon-
sibilit ies, then stag fla tion and a step wise accel er at ing infla tion will follow 
finan cial trauma.

Whereas the period 1946–1966 shows that an exten ded run of capit al ism 
without instabil ity is possible, it should be recog nized that these years are a 
special case. The memory of 1929–1939 made “balance sheet conser vat ism” 
a domin ant char ac ter istic when World War II ended. The avail able ability to 
spend, which was a legacy of war finance, was gradu ally trans formed into 
actual spend ing. A long tran quil period of expan sion and relat ive price 
stabil ity resul ted; however, as was evident even in the mid-1960s, the basis 
of this stabil ity was gradu ally being eroded.21

Both the Great Depression and the great infla tion and inter mit tent stag na-
tion of 1966–1979 are symp toms of the under ly ing instabil ity of capi   tal-
 ism. A great depres sion is the outcome when govern ment is small and the 
central bank is timid. A great stag fla tion is the outcome when govern ment 
is big and the central bank inter venes force fully.

Given the fragil ity of our finan cial system, we will soon exper i ence 
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another crisis period remin is cent of the more recent ones. This time, 
however, big govern ment will not be as quick nor as able (because of inter-
na tional finan cial rela tions) to pour money into the economy, as in 1974–
1975. In addi tion, the Federal Reserve will be reluct ant to inter vene and 
increase the monet ary base and extend broad guar an tees. The prospect is 
that the next time finan cial instabil ity occurs, the policy response will be 
slower and more modest than in 1974–1975. The subsequent reces sion will 
be both longer and deeper.

The current insti tu tional struc ture offers us unap pet iz ing altern at ives; we 
need to alter it, recog niz ing that the essen tial crit ical flaw in capit al ism is 
instabil ity, and that instabil ity is due to the way capital asset holding and 
accu mu la tion are financed. Simons was correct: Banking, that is, the finan-
cing of capital asset owner ship and invest ment, is the crit ical destabil iz ing 
phenomenon. But, as Simons real ized, control of banking—money, if you 
wish—is not enough; the liab il ity struc tures avail able to units that own the 
massive capital assets of the economy must be constrained.

The funda mental dilemma in economic organ iz a tion is how to preserve  
the vital ity and resi li ence of decent ral ized decisions without the instabil ity 
accom pa ny ing decent ral ized finan cial markets. Keynes’s solu tion—the  
social iz a tion of invest ment—may be a way of atten u at ing, although not  
elim in at ing, finan cial instabil ity by remov ing the finan cing of the most 
capital-intensive processes and expens ive capital assets from private debt 
markets. The substi tu tion of govern ment for private finan cing of capital-
intensive invest ment, along with limit a tions on the liab il ity struc ture of 
private busi ness, could decrease the domain of instabil ity of a capit al ist 
economy.

The econom ics of Simons of Chicago and Keynes of Cambridge have 
much in common, but this is not surpris ing. Both Keynes’s General Theory and 
Simons’s Rules versus Authorities were responses to the same real world situ ation. 
However, Simons never broke with inher ited economic theory, whereas 
Keynes saw that one aspect of the crisis of his time was that the inher ited 
theory was incap able of explain ing what was happen ing.

In many ways, today’s many crises of econom ics—in perform ance, policy, 
and theory—are remin is cent of those of the 1930s. Once again, the disci  -
pline is divided between those who view the inher ited theory as an adequate 
basis for future progress of both the economy and the discip line and those 
who hold that inher ited stand ard theory will not do. Today, just as in the 
1930s, the control of systemic instabil ity is the crit ical problem in perfor  -
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mance and policy, and instabil ity is the phenomenon that renders inher ited 
theory suspect.
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5
THE FINANCIAL INSTABILITY 

HYPOTHESIS: A RESTATEMENT

I. INTRODUCTION

It is trite to acknow ledge that the capit al ist econom ies are “not behav ing  
the way they are supposed to.” However, most econom ists—espe cially the 
policy-advising estab lish ment in the United States—refuse to accept that at 
least part of the fault lies in the “supposed to.” As a result, one source of  
the troubles of the capit al ist econom ies is that the economic theory that 
under lies economic policy, which defines the “supposed to,” just won’t do 
for these econom ies at this time.

In this paper the salient features of an economic theory that is an alterna-
 t ive to today’s stand ard theory are put forth. Within this theory, which I call 
the finan cial instabil ity hypo thesis, the recent beha vior of the capit al ist 
econom ies is not an anomaly: these econom ies have been behav ing the way 
capit al ist econom ies with soph ist ic ated finan cial insti tu tions are supposed 
to behave once economic inter ven tion prevents fragile finan cial rela tions 
from leading to debt defla tions and deep depres sions. Because the finan cial 
instabil ity hypo thesis leads to a differ ent view of the normal func tion ing of 

Reprinted from Thames Papers in Political Economy, Autumn 1978, by arrange ment with the 
publisher.
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capit al ist econom ies it has implic a tions for economic policy that differ from 
those of the stand ard economic theory of our time.

We are in the midst of three closely related crises in econom ics: in 
perform ance, policy, and theory. The crisis in perform ance is that infla tion, 
finan cial disturb ances, chron ic ally high unem ploy ment rates, and instabil ity 
of inter na tional exchanges are not desir able attrib utes of an economy and 
yet they now char ac ter ize not only the American economy but also well 
nigh all the more afflu ent capit al ist econom ies.

The crisis in policy is that both monet ary and fiscal policy seem to be 
inef fect ive, not only because of the “trade off” between infla tion and unem-
ploy ment that is summar ized by the Phillips curve, but more signi fic antly 
because of a strong tend ency for an expan sion to become an infla tion ary 
expan sion which, in turn, leads to an incip i ent finan cial crisis. With the 
current struc ture of the economy and policy reac tions an incip i ent finan cial 
crisis leads to an infla tion ary reces sion: what is now called stag fla tion. In the 
years since the mid-1960s finan cial crises have emerged as clear and present, 
though inter mit tent, dangers. In the present struc ture of the economy and 
policy an infla tion ary “float ing off” of inher ited debt has become part of 
the process that has enabled capit al ist econom ies to avoid deep and 
prolonged depres sions.

The crisis—in economic theory—has two facets: one is that “devast ing 
logical holes” have appeared in conven tional theory; the other is that 
conven tional theory has no explan a tion of finan cial crises. The logical flaw 
in stand ard economic theory is that it is unable to assim il ate capital assets 
and money of the kind we have, which is created by banks as they finance 
capital asset produc tion and owner ship. The major propos i tions of 
neo-classical theory, which are that a multi-market full employ ment equi lib rium exists 
and that this equi lib rium will be sought out by market processes, have not been shown 
to be true for an economy with capital assets and capit al ist finan cial insti tu-
tions and prac tices. Furthermore, the finan cing of invest ment and capital 
asset hold ings within a modern banking envir on ment makes the effect ive 
money supply endo gen ous; endo gen ous money implies that there is a great 
deal of devi ation ampli fy ing comple ment ar ity among markets. Furthermore 
“too much” comple ment ar ity means that no equi lib rium exists for multi-
market inter de pend ent systems. From time to time, espe cially during strong 
economic expan sions and contrac tions, comple ment ar ity due to finan cial 
inter ac tions becomes a domin ant though trans it ory trait of our economy. 
Monetary theory cannot assume that monet ary changes occur within an 
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economy that always has strong equi lib rium tend en cies. The very defin i tion 
of equi lib rium that is relev ant for a capit al ist economy with money differs 
from the defin i tion used in stand ard “Walrasian” theory.1

The second failure of stand ard theory is that it has no explan a tion of 
finan cial instabil ity. Three times in the past dozen years 1966, 1969/70, and 
1974/75 finan cial instabil ity loomed large in the United States. From the 
point of view of stand ard theory, that which was happen ing in, let us say, 
1974/75 just could not happen as a normal func tion ing result of the 
economic process.

The finan cial instabil ity hypo thesis is an altern at ive to the neo-clas sical 
synthesis, i.e., to today’s stand ard economic theory. It is designed to explain 
instabil ity as a result of the normal func tion ing of a capit al ist economy. 
Instability of finan cial markets—the peri odic crunches, squeezes, and 
debacles—is the obser va tion. The theory is construc ted so that finan cial 
instabil ity is a normal func tion ing intern ally gener ated result of the beha-
vior of a capit al ist economy.

The finan cial instabil ity hypo thesis is rich. It not only offers an explan a-
tion of serious busi ness cycles but it also offers explan a tions of stag fla tion 
that goes beyond the money supply, the fiscal posture of the govern ment, or 
trade union misbe ha vior. It integ rates the form a tion of relat ive prices with 
the compos i tion of aggreg ate demand. In the finan cial instabil ity hypo thesis 
the pervas ive role of profits in the func tion ing of a capit al ist economy is 
made clear. Profits are that part of prices that supports the finan cial system 
and the struc ture of finan cial rela tions by provid ing the cash flows that 
valid ate past finan cial commit ments. Profits are also the signals for invest-
ments and current finan cial commit ments. Furthermore, because they differ 
in how they gener ate profits, the weight ing of compet i tion and mono poly 
markets in the economy affects the system’s reac tions to monet ary and fiscal 
policy meas ures. But more import ant than these in detail results is the “big 
theorem” that emerges: this theorem is that a capit al ist economy with soph ist ic ated 
finan cial insti tu tions is capable of a number of modes of beha vior and the mode that actu ally 
rules at any time depends upon insti tu tional rela tions, the struc ture of finan cial link ages, and the 
history of the economy.

The finan cial instabil ity hypo thesis has policy implic a tions that go beyond 
the simple rules for monet ary and fiscal policy that are derived from the 
neo-classical synthesis. In partic u lar the hypo thesis leads to the conclu sion 
that the main ten ance of a robust finan cial struc ture is a precon di tion for 
effect ive anti-inflation and full employ ment policies without a need to 
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hazard deep depres sions. This implies that policies to control and guide the 
evol u tion of finance are neces sary.

II. THE PLACE OF THE FINAN CIAL INSTABIL ITY HYPO THESIS IN
ECONOMIC THEORY

The finan cial instabil ity hypo thesis is a variant of post-Keynesian econom ics. 
The inter pret a tion of Keynes that has descen ded from the form al iz a tions by 
Hicks, Hansen, Modigliani, and Patinkin of the General Theory has always been 
of ques tion able legit im acy.2 The inter pret a tion of Keynes that is devel op ing 
under the rather unfor tu nate label of post-Keynesian econom ics emphas izes 
the import ance of time and uncer tainty, espe cially as they relate to capital-
asset pricing, invest ment, and the liab il ity asset struc tures of house holds, 
busi ness, and finan cial insti tu tions, to an under stand ing of Keynes. One 
focal point of the emer ging post-Keynesian theory is the propos i tion that 
the liquid ity pref er ence func tion of the neo-classical synthesis is both a 
poor repres ent a tion of Keynes’ thought and an inept way to examine how 
money and finance affect the beha vior of a capit al ist economy.3

In the inter pret a tion of Keynes used in the neo-classic synthesis the 
liquid ity pref er ence func tion is inter preted as a demand for money func-
tion. In the rebut tal to Viner’s outstand ing review of the General Theory, Keynes 
denied the valid ity of such an inter pret a tion.4 Keynes argued that with a 
given set of long run expect a tions (and with given insti tu tional arrange-
ments and conven tions in finance) the supply and demand for money affects 
the price level of capital assets. In partic u lar Keynes argued against any view 
that the effect of the quant ity of money was mainly on the price level of 
output or even the money value of output. Keynes argued that the supply 
and demand for money determ ines the price level of capital assets. This 
objec tion by Keynes has been ignored and the neo-classical model build ers 
continue to inter pret liquid ity pref er ence as a demand equa tion for money. 
The revival of the quant ity theory by Professor Friedman rests upon a stable 
demand for money func tion which permits the money supply to be the 
main determ in ant of the money value of total output.5 It is but a small 
step from Friedman’s construct to the pre-Keynesian view that the supply 
and demand for labor yields output and the quant ity of money yields the 
price level.

The current domin ant thrust in economic theory, which holds that the 
Walrasian theor et ical scheme of a system of inter de pend ent equa tions in 
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which relat ive prices are the only argu ment, is valid and that the main 
propos i tion of this theory, which is that the economy will follow a full 
employ ment growth path, is valid, has taken economic theory full circle 
back to the 1920s and 30s. This time however, the neo-classical theory is 
buttressed against the objec tions raised by Keynes by what special ists in the 
philo sophy of science char ac ter ize as degen er at ive and ad hoc assump tions. 
In the light of the current state of capital theory it is known that the proposi-
  tion that an invest ing economy with money and capital assets gener ates a 
growth equi lib rium rests upon a prior assump tion that invest ment goods 
and capital-asset prices are always equal.6 This equal ity assump tion is equiva-
  l ent to assum ing that the economy is now and always will be in equi lib-
rium. Assuming the “result” that a theory is “designed” to prove is clearly 
not admiss ible. The buttress ing of neo-classical theory by the assump tion 
that capital-asset prices are equal to invest ment goods prices reduces 
neo-clas sical theory to a tauto logy.

The view that Keynes advanced in his rebut tal to Viner (a view which 
appears in the General Theory) is that money, along with liab il ity struc ture pref-
er ences, the mix of avail able capital assets, and the supply of finan cial assets, 
gener ates the prices of capital assets. In Keynes’ view, each capital and finan-
cial asset is a combin a tion of quick cash and future income. Furthermore, 
each liab il ity is a dated demand or contin gent commit ment to pay cash. As 
a result of the nature of debts and contracts there will always be a subject ive 
return from holding quick cash. The quant ity of money determ ines the 
amount of quick cash that will be held and thus the subject ive returns from 
holding money. The money prices of those assets which can be exchanged 
or pledged for quick cash only at a cost and with varying degrees of certainty 
but which yield cash income streams will have prices that adjust to the 
stand ard set by the subject ive return on money. In contrast to the way in 
which the price system for capital-assets is set the price system of current 
output (both consump tion and invest ment output) is set by the short run 
profit expect a tions of firms, demand condi tions, and the cost of produ cing 
output.

In the aggreg ate, and in a closed economy, the costs of using capital assets 
to produce current output are mainly labor costs. The price system of current 
output is keyed to the money wage rate as the main determ in ant of relat ive 
unit costs of differ ent outputs.

A capit al ist economy, there fore, is char ac ter ized by two sets of relat ive 
prices, one of current output and the other of capital assets. Prices of capital 
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assets depend upon current views of future profit (quasi-rent) flows and the 
current subject ive value placed upon the insur ance against uncer tainty 
embod ied in money or quick cash: these current views depend upon the 
expect a tions that are held about the longer run devel op ment of the economy. 
The prices of current output are based upon current views of near term 
demand condi tions and current know ledge of money wage rates. Thus the 
prices of current output—and the employ ment offered in produ cing 
output—depend upon shorter run expect a tions. Capital-asset and current 
output prices are based upon expect a tions over quite differ ent time hori-
zons: capital asset prices reflect long run expect a tions and current output 
prices reflect short run expect a tions.

The align ment of these two sets of prices, which are based upon quite 
differ ent time hori zons and quite differ ent prox im ate vari ables, along with 
finan cing condi tions, determ ines invest ment. Furthermore current invest-
ment demand, along with other factors, such as consump tion out of profit 
income, savings out of wages income, the way govern ment taxes and 
spend ing respond to income, and the foreign trade balance yields aggreg ate 
effect ive demand. The aggreg ate effect ive demand for consump tion, invest-
ment, govern ment, and export output yields employ ment.

The finan cial instabil ity hypo thesis starts with the determ in ants of each 
period’s effect ive demand. It takes into account the finan cial residue or 
legacy from past finan cing activ ity and how this legacy both imposes 
require ments upon the current func tion ing of the economy and condi tions 
the future beha vior of the economy. The finan cial instabil ity hypo thesis 
forces us to look beyond the simple account ing rela tions of the Gross 
National Product tables to the flows of funds in a capit al ist economy where 
cash payment commit ments exist because they are a legacy from past  
finan cing decisions.

The finan cial instabil ity hypo thesis which is rooted in Keynes differs from 
what is expli cit in Keynes and other post-Keynesian econom ists in that 
finan cial insti tu tions and usages are integ rated into the analysis. Furthermore, 
because of the emphasis upon finance and the way in which changes  
in relat ive prices of current output and capital assets are brought about  
the finan cial instabil ity hypo thesis is more clearly a theory of the cyclical 
beha vior of a capit al ist economy than the economic theory of other  
post-Keynesian econom ists. That is, the finan cial instabil ity hypo thesis  
leads to an invest ment theory of the busi ness cycle and a finan cial theory  
of invest ment.
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III. INVESTMENT, CONSUMP TION, AND THE THEORY OF
EFFECT IVE DEMAND7

The distinc tion between invest ment and consump tion demand and the 
differ ences in the vari ables, markets, and consid er a tions that affect these 
demands are crucial to an under stand ing of:

1. Why a theory of effect ive demand is neces sary,
2. The concept of equi lib rium that is relev ant for the under stand ing of an

invest ing capit al ist economy and how the relev ant concept differs from
the concept as used in stand ard economic theory, i.e., the differ ence
between Keynesian and Walrasian ideas of equi lib rium, and

3. The beha vior of a capit al ist economy that uses expens ive capital assets
in produc tion and which has complex, soph ist ic ated, and evolving
finan cial insti tu tions and prac tices.

In recent years a consid er able liter at ure on the inter pret a tion and true 
meaning of Keynes has been produced.8 Part of this liter at ure consists of 
inter pret ing “Keynesian Economics” as a “disequi lib rium state” within the 
frame work provided by static Walrasian general equi lib rium theory. In these 
inter pret a tions assump tions about market beha vior, in the form of sticky 
prices, are intro duced so that “short side” sales or “ration ing” char ac ter izes 
the equi lib rium. The “short side outcome” or “ration ing” of jobs yields 
unem ploy ment as an equi lib rium of a constrained system. In these models 
wage, price, and interest rate rigid it ies are constraints which lead to the 
unem ploy ment result. The unem ploy ment result is taken to char ac ter ize 
Keynesian analysis.9

This disequi lib rium approach completely misses the central problem that 
was iden ti fied by Keynes, which is that in a capit al ist economy the vari ables 
and markets which determ ine invest ment demand are differ ent from the 
vari ables and markets that determ ine the extent to which labor is applied to 
exist ing capital assets to produce “current output.” Keynes worked with 
inter de pend ent markets, but the inter de pend ence stretched back and forth 
through time and the vari ables and markets that are relev ant to one set of 
time depend ent decisions are not the same as those that affect other sets. In 
these inter de pend ent markets the signals from current util iz a tion rates to 
invest ment demand can be apt, non-existent, weak, or perverse depend ing 
upon rela tions and insti tu tions that reflect the history of the economy.
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The main issue in the contro versy about what Keynes really meant is not 
the discov ery of the true meaning of the “Master’s” text. The main issue is 
how to construct a theory that enables us to under stand the beha vior of a 
capit al ist economy. Hopefully under stand ing how a capit al ist economy 
behaves will give us know ledge that will enable us to control and change it 
so that its most perverse char ac ter ist ics are either elim in ated or atten u ated. 
In this quest Keynes provides us with the “shoulders of a giant” on which 
we can stand as we do our little bit. Therefore an attempt to under stand 
Keynes is a valid scientific endeavor.

To under stand Keynes it is neces sary to recog nize that Keynes’ analysis 
was not solely given to explain ing unem ploy ment. True the massive and 
continu ing unem ploy ment of the 1930s was a “crit ical exper i ment” thrown 
up by history which forced a recon sid er a tion of the valid ity of the inher ited 
economic theory. However, Keynes, while allow ing for and explain ing  
the time to time appear ance of deep and persist ent unem ploy ment, did  
not hold that deep depres sions are the usual, normal, or ever last ing state  
of a capit al ist economy. The collapse of the world’s finan cial order over 
1929–1933 was another “crit ical exper i ment” that forced a recon sid er a tion 
of inher ited economic theory. Keynes’ special theory argued that in a partic-
u lar conjunc tion, where a finan cial crisis and a debt defla tion process had 
just occurred, endo gen ous market processes were both inef fi cient and quite 
likely perverse, in that they would tend to make matters worse with regard 
to elim in at ing unem ploy ment. This state of things would not last forever, 
but would last long enough to be polit ic ally and socially relev ant.

Keynes’ General Theory viewed the progress of the economy as a cyclical 
process; his theory allowed for trans it ory states of moder ate unem ploy ment 
and minor infla tions as well as serious infla tions and deep depres sions. 
Although cyclical beha vior is the rule for capit al ist econom ies, Keynes 
clearly differ en ti ated between normal and trau matic cycles. In a foot note 
Keynes noted that “it is in the trans ition that we actu ally have our being.”10 
This remark succinctly catches the inher ently dynamic char ac ter ist ics of the 
economy being studied.

Disequilibrium theor ists such as Malinvaud persist in forcing the analysis 
of inher ently dynamic prob lems into their static general equi lib rium frame-
work. In this frame work constraints and rigid it ies are intro duced to 
determ ine the char ac ter ist ics of the “equi lib rium.” In doing this Malinvaud 
hides the inter est ing and relev ant econom ics in the market and social 
processes that determ ine the constraints. The disequi lib rium theor ists may 
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construct logic ally sound models that enable them to demon strate some 
degree of theor et ical virtu os ity, but at the price of making their econom ics 
trivial.

Keynes’ novelty and relat ively quick accept ance as a guide to policy were 
not due to his advocacy of debt financed public expendit ures and easy 
money as apt policies to reverse the down ward move ment and speed 
recov ery during a depres sion. Such programs were strongly advoc ated by 
various econom ists through out the world. Part of Keynes’ exas per a tion with 
his colleagues and contem por ar ies was that the policies they advoc ated did 
not follow from their theory. In the United States econom ists such as 
Professor Paul Douglas, Henry Simon, and even Jacob Viner, all of whom 
were at the University of Chicago, advoc ated what would now be called 
expan sion ary fiscal policies well before the General Theory appeared. Before 
Herbert Hoover was pres id ent of the United States he was Secretary of 
Commerce. As such he sponsored commis sions and reports which advo   -
cated a budget that was balanced over the busi ness cycle rather than annu-
ally, i.e., under his auspices contra-cyclical fiscal policies were advoc ated. 
However these econom ists and politi cians did not have and hold a theory of 
the beha vior of capit al ist econom ies which gave credence to their policies: 
their policy advice was divorced from their theory. Keynes’ contri bu tion can 
be inter preted as provid ing a theory that made activ ist expan sion ary policy 
a “logical infer ence from a tightly knit theory.”11

The concept of “effect ive” or aggreg ate demand and the market processes 
that determ ine each trans it ory equi lib rium of effect ive demand and supply 
are central to Keynesian theory and central to an under stand ing of the 
dynamic processes that determ ine the beha vior of the economy. Significant 
and serious market fail ures occur because market processes do not assure 
that effect ive demand will be suffi cient to achieve full employ ment. 
Furthermore when effect ive demand is suffi cient, so that full employ ment 
is first achieved and then sustained, market processes will take place which 
lead to a “spec u lat ive” invest ment and finan cial boom that cannot be 
sustained.

Effective or aggreg ate demand is the sum of two demands: consump tion 
demand and invest ment demand. (Government and the rest of the world are 
ignored for now.) Businesses offer employ ment and thus produce output on 
the basis of the profits they expect to earn by using labor and the exist ing 
capital assets to produce and distrib ute consump tion and invest ment output. 
In produc tion and distri bu tion demand for labor to use with exist ing capital 
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assets depends upon what Keynes iden ti fied as “short run expect a tions.” In 
determ in ing the price at which shoes will be offered to American and 
German distrib ut ors for the “next” season, Italian produ cers need to estim ate 
their labor and mater ial costs over this relat ively short horizon. The American 
and German whole sale and retail firms have to estim ate next summer’s 
market for shoes in their country—which mainly depends upon their 
expect a tions of income, employ ment, and price devel op ments. Similar short 
run consid er a tions center ing around invest ment projects under way, author-
iz a tions to spend on invest ment approved by busi ness, and finan cing 
arrange ments being made affect the employ ment and output decisions of 
the produ cers of goods used in invest ment. Employment offered in the 
construc tion industry, where projects are under taken on the basis of “orders 
in hand,” also relates to short run expect a tions. Thus it is short run expect a-
tions that lead to the produc tion of consumer and invest ment goods. 
Standard gross national product stat ist ics measure the result over a period of 
time of a set of short run expect a tions.

In addi tion to decid ing how to use exist ing capa city busi ness has to 
decide whether and how to expand capa city. Whereas the util iz a tion of 
exist ing capa city is determ ined by price, cost, and there fore profit expect a-
tions over a relat ively short run (six months, one or two years) the decision 
to expand capa city is determ ined by profit expect a tions over a much longer 
time horizon: ten, twenty, and even forty years. Thus uncer tainty, in the 
sense that there is a need to decide and act on the basis of conjec tures about 
future economic and polit ical situ ations which in no way can be encom-
passed by prob ab il ity calcu la tions, enters in an essen tial way into the 
determ in a tion of that part of today’s effect ive demand that is derived from 
invest ment beha vior.

Investment demand is financed in a differ ent manner than consump tion 
demand. It is true that in a world with consumer credit, banks and finan cial 
rela tions affect consump tion demand, but consumer demand mainly 
depends upon income plus the demand for capital assets, while invest ment 
truly depends upon the condi tions under which short and long term 
external finance are avail able. Thus the demand for invest ment output is 
affected by the long run expect a tions not only of busi ness men but also of 
the finan cial community. Finance and finan cial markets enter in an essen tial 
way in gener at ing the effect ive demand for invest ment output.

The distinc tion between the external finan cing of house hold demand—
consumer finan cing and the finan cing of home owner ship—and of  
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invest ment demand and capital-asset owner ship by busi ness centers around 
the time horizon of the credits and the expec ted source of the funds that 
will fulfill the debt oblig a tions. Aside from the finan cing of housing, 
consumer debt is typic ally short run. While the banking system does provide 
busi ness with short term finan cing, typic ally for activ ity based upon short 
run expect a tions, the finan cing of invest ment and of capital-asset owner ship 
involves longer term equity and debt instru ments.

The cash required to fulfill consumer debt and housing finance oblig a-
tions normally is received as wages and other house hold incomes. The cash 
required to fulfill oblig a tions on the instru ments used to finance busi ness 
debt will be gener ated by profits and the way in which longer run profit 
expect a tions are trans formed into asset prices. The role of debt finan cing 
and the consid er a tions bankers need take into account are differ ent for 
house hold and busi ness debts.

Investment demand determ ines whether the short run profit expect a tions 
of busi ness men who made decisions to utilize the exist ing produc tion capa-
city are or are not valid ated. If invest ment demand is at the appro pri ate level 
then the various outputs produced with exist ing product ive capa city will 
gener ate the profits that were expec ted. If such a result occurs then busi ness 
will be induced to offer the same employ ment to produce the same output, 
provided that the inter vals between the first and subsequent produc tion 
decisions are so small that the ongoing invest ments do not signi fic antly 
affect produc tion possib il it ies and the liab il it ies issued to finance invest ment 
do not signi fic antly affect cash payment commit ments.

Inasmuch as aggreg ate profits are gener ated by the way demand affects 
the util iz a tion of exist ing capa city, the valid a tion of short run profit expecta-
tions by real ized profits depends upon the level of invest ment activ ity. It is 
financed invest ment demand that forces aggreg ate effect ive demand, by 
means of the multi plier, to the level at which savings equals invest ment. If 
invest ment is stabil ized then the aggreg ate flow of profits is determ ined and, 
even tu ally, by a process of market adjust ments, employ ment will settle at the 
level that is determ ined by correctly anti cip at ing the volume of profits that 
follows from the hypo thet ic ally stabil ized invest ment. Thus to each state of 
long run expect a tions there corres ponds a level of invest ment, and if short 
run expect a tions adjust to the profits impli cit in that invest ment level then 
there will be a level of employ ment to which the economy will settle. This 
level of employ ment, which is consist ent with the state of long term expecta-
tions, is the “virtual” equi lib rium of the system that Keynes considered: it  
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is an impli cit rather than an achieved equi lib rium, for in truth the effects of 
invest ment and finan cing upon produc tion capa city and payment commit-
ments that were placed in the “ceteris paribus” bag will be taking place and 
these cumu lated effects will change the impli cit equi lib rium of the system. 
Furthermore, if the short run equi lib rium impli cit in the state of long run 
expect a tions is attained and then sustained a “stable” or a “tran quil” beha-
vior of the economy will result. Such a stable or tran quil state of the economy, 
if sustained for a while, will feed back and affect long term expect a tions 
about the perform ance of the economy. This will affect views of the uncer-
tain ties involved which, in turn, will affect asset values and permiss ible lia  -
b il ity struc tures.

For the economy to sustain a virtual equi lib rium of employ ment in which 
short run profit expect a tions are consist ent with financed invest ment, the 
profit flows must be suffi cient to valid ate debts, i.e., busi nesses will be able 
to fulfill their cash payment commit ments embod ied in their liab il ity struc-
ture. But such fulfill ment of debt commit ments will affect the will ing ness to 
debt finance by bankers and their custom ers: the value of the insur ance 
embod ied in money decreases as the economy func tions in a tran quil way. 
Stability—or tran quil ity—in a world with a cyclical past and capit al ist finan-
cial insti tu tions is destabil iz ing.

If a trans it ory equi lib rium defined by the exist ing short run expect a tions 
differs from full employ ment the ques tion arises as to whether labor, 
product, or finan cial market reac tions to the ruling situ ation will affect 
either short or long run expect a tions in such a way that a move ment toward 
full employ ment takes place. Keynes’ answer was that this depends upon 
how the market adjust ments affect the state of long run expect a tions that 
guide busi ness men and their bankers as they hold and finance posi tions in 
capital assets and as they plan and finance invest ment spend ing. In the years 
of the great contrac tion 1929–33 it seems clear that responses in labor, 
product, and finan cial markets to unem ploy ment, excess supply, and diffi-
culty in meeting finan cial commit ments made things worse, not better. 
Falling wages and product prices, by increas ing the burden of cash payment 
commit ments due to exist ing debts relat ive to profit flows which depend 
upon current prices, outputs, and wages, made the state of long run expec-
  t a tions of busi ness men and bankers less, not more, favor able to order ing 
invest ment output.

Thus there is a problem of effect ive demand fail ures in a capit al ist 
economy that is not due to wages, price or interest rate rigid it ies. To  
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recog nize that such a problem exists it is neces sary to specify that we are 
dealing with an invest ing capit al ist economy that has soph ist ic ated finan cial 
insti tu tions. In such an economy employ ment is offered on the basis of 
short run profit expect a tions whereas invest ment demand, which depends 
upon long run profit expect a tions, determ ines the profits that in fact are 
real ized. Only if market reac tions to unem ploy ment change long run 
expect a tions so that invest ment increases and if market reac tions to excess 
aggreg ate demand change long run expect a tions so that invest ment decreases 
can the system be considered as self-equilibrating with its “equi lib rium” in 
the neigh bor hood of full employ ment.

The finan cial instabil ity hypo thesis by emphas iz ing the way in which 
invest ment demand is gener ated by the combin a tion of the valu ation of the 
stock of assets, the finan cing avail able from internal funds and finan cial 
markets, and the supply price of invest ment output shows how a collapse of 
asset values, that occurs because of posi tion making prob lems of units 
engaged in spec u lat ive and Ponzi12 finance, leads to a collapse of invest ment. 
Such a collapse of invest ment will lead to a short fall in the profit flows 
gener ated by capital assets, which in turn makes the fulfill ment of busi ness 
finan cial commit ments more diffi cult if not impossible. Financial struc tures 
and finan cial inter re la tions are the phenom ena in a capit al ist economy that 
make the devel op ment of those long term expect a tions that lead to a collapse 
of invest ment an endo gen ous phenomenon in the partic u lar circum stances 
that in fact arise in the after math of a sustained expan sion.

IV. A RESTATE MENT OF THE FINAN CIAL INSTABIL ITY
HYPO THESIS

The finan cial instabil ity hypo thesis is rooted in the analysis of the two sets 
of prices that exist in capit al ism, those of current output, which reflect short 
run or current consid er a tions, and those of capital assets which reflect long 
run expect a tions.13 Thus it is a variant of Keynesian theory.

However the finan cial instabil ity hypo thesis goes beyond what is expli cit 
in the General Theory by integ rat ing the liab il ity struc ture and the cash payment 
commit ments they imply into the analysis of the determ in a tion of capital 
asset prices and the finan cing of invest ment. The view of the economy is 
from “Wall Street” or “The City.” Economic activ ity is seen as gener at ing 
busi ness cash flows. A part of these cash flows is applied to valid ate debt. 
Anticipated cash flows from busi ness oper a tions determ ine the demand for 
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and supply of “debts” to be used to finance posi tions in capital assets and 
the produc tion of new capital assets (invest ment output). Money is mainly 
created as banks finance busi ness and acquire other assets and money is 
destroyed as debts to banks are repaid or as banks sell assets.14

The “Wall Street” or “City” view looks upon the exchange of money 
today for money later as the key economic trans ac tion. The money today 
part may involve a finan cial instru ment, an exist ing capital asset, or invest-
ment output. The money tomor row part may be interest, dividends, repay-
ment of prin cipal, or the gross profits after taxes from the use of capital 
assets in produc tion. Acquiring capital assets in general and invest ment in 
partic u lar are money today-money tomor row trans ac tions. Debt financed 
posi tions in capital-assets and invest ments involve two sets of money today-
money tomor row trans ac tions: one set consists of the prom ises to pay on 
the debt instru ment, the other consists of the returns that will be earned as 
the capital-asset or completed invest ment good is used in produc tion.

An economy with a Wall Street cannot be static. Yesterday’s debts and 
capital asset acquis i tions have to be valid ated by today’s cash flows; today’s 
cash flows are largely determ ined by today’s invest ment; today’s invest ment 
will or will not be valid ated depend ing upon the cash flows that are gener-
ated tomor row. Therefore the economic theory that is relev ant for an 
economy with a Wall Street cannot be static; it cannot abstract from time.

The cash flows that valid ate debt and the prices that were paid, in the past, 
for capital assets are profits. These profits are capital’s share in gross national 
product, not the net profits of finan cial reports. The crit ical ques tion for an 
economy with a Wall Street is “what determ ines profits.”

The answer that neo-classical theory gives is that the tech nical marginal 
productiv ity of capital gener ates profits. This obvi ously won’t do in a world 
where output fluc tu ates and market power exists. Once the dynamic and 
cyclical char ac ter of the economy is accep ted, the produc tion func tion 
construct will not do as the basis for the theor et ical analysis of either output 
or of relat ive factor renu mer a tions.

The exist ing set of short-run cost curves, which reflect tech nical capab il-
it ies as embod ied in capital assets, is the appro pri ate start ing point for the 
analysis of profit flows. These cost curves state the in fact rela tion between 
out-of-pocket costs and output. When cost curves are combined with market 
condi tions, vari ations in demand curves (that reflect vari ations in aggreg ate 
demand) trans late into vari ations in gross profits. If gross profits are large 
enough, the debt struc ture and past invest ment decisions are valid ated.



THE FINANCIAL INSTABILITY HYPOTHESIS: A RESTATEMENT106

If, with Kalecki,15 we assume that workers spend all they earn on consump-
tion and profit receiv ers do not consume, we get

1.   I (profits equal invest ment).

This is nothing more than a restate ment of S  I (savings equals invest ment). 
However, I is a func tion of (PK, PI(I), E , Ext. Finance) where PK  price of 
capital assets, PI(I)  supply price of invest ment goods as func tions of invest-
ment price, E   expec ted profits and Ext. Finance  external finan cing 
condi tions. Thus

1. I . The caus a tion runs from invest ment to profits.

Investment calls the tune and finance affects invest ment. It can readily be 
shown that

2. 

when DF is the govern ment deficit and  is after-tax profits. Furthermore,

3. 

where BPDF is the deficit in the balance of payments. The Kalecki model can 
also allow for consump tion out of profits   and savings by workers SW 
which leads to:

4. 

5.  Profits rather than being

determ ined by tech no logy, as in the neo-classical synthesis where produc tion 
func tions rule the roost, are determ ined by the economic, polit ical, social, 
and psycho lo gical rela tions that determ ine I, DF, BPDF, W, SW, and 16

This view of profits as the result of the way the economy in fact func tions 
clearly iden ti fies profits as a cash flow. Viewing profits as a cash flow quite 
natur ally leads to an analysis of the differ ent roles played by profits in a 
capit al ist economy. Realized profits in a capit al ist economy are: (1) the cash 
flows that may (or may not) valid ate debts and the prices paid for capital 
assets: (2) the mark-up on labor costs that assures that what is produced by 
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part of the labor force is alloc ated to all of the labor force. (This alloc at ing 
of what is produced by a part to the whole is a device for gener at ing a 
surplus); and (3) the signals whether accu mu la tion should continue and 
where the surplus should be used.

Profits, espe cially profits relat ive to the cash payment commit ments on 
debts, affect the long run expect a tions of busi ness and bankers. Profits are 
the crit ical link to time in a capit al ist economy: they are determ ined by the 
exist ing size and struc ture of aggreg ate demand, they determ ine whether 
the past debts and prices paid for capital assets are valid ated, and they  
affect the long run expect a tions of busi ness men and bankers that enter  
into invest ment and finan cing decisions. We are dealing with a capit al ist 
economy with a past, a present, and a future. In such an economy the extent 
to which present profits valid ate decisions taken in the past affects long  
run expect a tions and thus present invest ment and finan cing decisions; 
present invest ment and finan cing activ ity in turn determ ine the “para-
met ers” within which future decisions will be made. By focus ing on profits 
a theory based upon Kalecki’s insights on how profit is gener ated clearly 
recog nizes that we need build our theory to be relev ant for an economy that 
exists in history.

A capit al ist economy only works well as an invest ing economy, for invest-
ment gener ates profits. Profit expect a tions make debt finan cing possible and 
help determ ine the demand for invest ment output. Investment takes place 
because it is expec ted that capital assets will yield profits in the future, but 
these future profits will be forth com ing only if future invest ment takes 
place. Profits are the carrot and the stick that make capit al ism work.

Profits result from an excess of prices over unit labor and purchased input 
costs. The price system for current output alloc ates profits to partic u lar 
outputs and thus to partic u lar in exist ence capital-assets. In the simple 
model where govern ment and foreign trade are not taken into account, 
prices and outputs adjust so that profits equal financed invest ment. Relative 
price forma tion, produc tion, and employ ment take place within aggreg ate 
economic condi tions that are determ ined by the need for profits to equal 
invest ment.

The iden ti fic a tion of profits as a flow determ ined by the income gener-
at ing process is but one ingredi ent in the finan cial instabil ity view. This 
ingredi ent leads to the propos i tion that current invest ment determ ines 
whether or not the finan cial commit ments on busi ness debts can be fulfilled. 
At a suffi ciently low level of invest ment, income, employ ment, and thus 
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profits, a signi fic ant propor tion of the contrac tual commit ments on busi ness 
debts cannot be fulfilled from the normal sources. Attempts by debtors to 
raise funds needed to meet commit ments by recourse to extraordin ary 
sources, such as the sale of assets, are part of the mech an ism by which an 
initial finan cial taut ness is trans formed into a finan cial crisis. Fluctuations in 
invest ment determ ine whether or not debts can be valid ated; the ques tion 
that now has to be addressed is “why does invest ment fluc tu ate?”

To answer this ques tion, we turn to the finan cial system and the debt 
struc ture.17 Any “position” (i.e., a set of owned assets) needs to be financed. 
The instruments used to finance positions set up cash flow commitments 
even as the assets “in position” yield cash flows. We can distinguish three 
types of financial postures:

1. Hedge finance: The cash flows from assets in posi tion are expec ted to
exceed the cash flow commit ments on liab il it ies for every period. As cash in 
exceeds cash out in every period the expec ted present value of a hedge 
finance unit is posit ive for every set of finite interest rates. The liab il ity struc-
ture of a hedge unit consists mainly of long term debts and equity although 
short term commer cial credits to finance work in progress are consist ent 
with hedge finan cing.

2. Speculative finance: The cash flows from assets in the near term fall
short of the near-term contrac ted payments, but the income portion of the 
near-term cash flows, meas ured by accep ted account ing conven tions, 
exceeds the interest cost of the debt, and the expec ted cash receipts in the 
longer term are expec ted to exceed cash payment commit ments that are 
outstand ing. A unit engaged in spec u lat ive finance needs to roll over or 
refin ance debt to meet its near-term finan cial commit ments. The present 
value of the net cash flows of a spec u lat ive finance unit will be posit ive for 
one set of (low) interest rates and negat ive for other higher interest rates. 
Banks are spec u lat ive finance units.

3. “Ponzi” finance: The cash flows from assets in the near-term fall short
of cash payment commit ments and the net income portion of the receipts 
falls short of the interest portion of the payments. A “Ponzi” finance unit 
must increase its outstand ing debt in order to meet its finan cial oblig a tions. 
Presumably, there is a “bonanza” in the future which makes the present 
value posit ive for low enough interest rates. Although “Ponzi” finance is 
often tinged with fraud, every invest ment project with a long gest a tion 
period and some what uncer tain returns has aspects of a “Ponzi” finance 
scheme. Many of the real estate invest ment trusts that came upon hard times 
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in 1974/75 in the United States were, quite unknow ing to the house hold 
investors who bought their equit ies, involved in “Ponzi” schemes. Many of 
these trusts were finan cing construc tion projects that had to be sold out 
quickly and at a favor able price if the debts to the trusts were to be paid. A 
tight en ing of mortage credit brought on slow ness of sales of finished 
construc tion, which led to a “present value reversal” (to be defined on page 
111) for these projects.

The mix of hedge, spec u lat ive, and Ponzi finance in exist ence at any time 
reflects the history of the economy and the effect of histor ical devel op ments 
upon the state of long term expect a tions. In partic u lar during a period of 
tran quil ity, in which the economy func tions at a reas on ably close approx i-
m a tion to full employ ment, there will be a decline in the value of the insur-
ance that the holding of money bestows. This will lead to both a rise in the 
price of capital assets and a shift of port fo lio pref er ence so that a larger 
admix ture of spec u lat ive and even Ponzi finance is essayed by busi ness and 
accep ted by bankers. In this way the finan cial system endo gen ously gener-
ates at least part of the finance needed by the increased invest ment demand 
that follows a rise in the price of capital assets.18

As the ratio of spec u lat ive and Ponzi finance units increases in the total 
finan cial struc ture of an economy, the economy becomes increas ingly sen -
sit ive to interest rate vari ations. In both spec u lat ive and Ponzi finance units 
the expec ted cash flows that make the finan cial struc ture viable come later 
in time than the payment commit ments on outstand ing debt. At high 
enough short term interest rates spec u lat ive units become Ponzi units and 
for Ponzi units the accu mu lated carry ing charges at high interest rates on 
their outstand ing short term debts can lead to cash flow require ments that 
exceed the cash flow expect a tions that made the initial posi tion viable—that 
is the initial short run cash flow deficit is trans formed into a perman ent cash 
flow deficit by high interest rates.

External finance and interest “rates” enter the invest ment process at two 
quite differ ent stages. The produc tion of invest ment takes time and the 
early-on costs are compoun ded at the short-term interest rate in deter  -
min ing the costs of invest ment output. This is beau ti fully illus trated in the 
way construc tion is financed in the United States. The finan cing of a 
construc tion project leads to the drawing down of funds made avail able by 
a bank; obvi ously the interest charges on such funds have to be recovered in 
the “delivered price” of the invest ment good. The delivered price of an 
invest ment good is a posit ive func tion of the (short term) interest rate.
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An invest ment good, once delivered and “at work” in a produc tion 
process, is a capital-asset. As a capital-asset, its value is the present value of 
the anti cip ated gross profits after taxes (quasi-rents) that are imputed to its 
parti cip a tion in economic activ ity. The present value of a capital asset is an 
inverse func tion of the (long term) interest rate.

A rising invest ment demand leads to an increase in invest ment in process. 
As invest ment in process increases, an inelastic compon ent of the demand 
curve for finan cing rises. If the supply curve of finance is infin itely elastic, 
then finance costs do not rise as invest ment increases. As more invest ment 
leads to greater profits, the prices of capital assets, at constant interest rates, 
increase. Such an increase is an incent ive for more invest ment: the run up of 
prices and profits that char ac ter izes a boom will result. However, the internal 
work ings of the banking mech an ism or Central Bank action to constrain 
infla tion will result in the supply of finance becom ing less than infin itely 
elastic—perhaps even approach zero elasti city. A rising inelastic demand 
curve for finance due to the invest ment in process combined with an 
inelastic supply curve of finance leads to a rapid increase in short-term 
interest rates.

Sharp increases in the short-term interest rate increase the supply price of 
invest ment output. Sharp increases in short-term interest rates lead to a rise 
in long-term interest rates. This leads to a fall in the present value of gross 
profits after taxes (quasi-rents) that capital assets are expec ted to earn.  
Rising interest rates shift the supply curve of invest ment upward even as 
they shift the demand curve for invest ment, which is derived from the price 
of capital assets, down ward. These shifts in the condi tions of invest ment 
supply and demand lead to a fall in invest ment, which lowers current and 
near-term expec ted profits. Lower profit expect a tions lower the price of 
capital-assets, and thus the price that busi ness is willing to pay for invest-
ment output.

The fall in profits means that the ability of busi ness to fulfill finan cial 
commit ments embod ied in debts deteri or ates. In partic u lar when profits fall 
some hedge units become spec u lat ive units and some spec u lat ive units 
become Ponzi units. The rise in long term interest rates and the decline  
in expec ted profits play partic u lar havoc with Ponzi units, for the present 
value of the hoped for future bonanza falls sharply. The prior Ponzi units find 
they must sell out posi tions in assets to meet payment commit ments only  
to discover that their assets cannot be sold at a price that even comes near to 
cover ing debts. Once the selling out of posi tions rather than refin an cing 
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becomes preval ent, asset prices can and do fall below their cost of produc-
tion as an invest ment good.

What has been sketched is the route to a finan cial crisis. Whether a full-
fledged finan cial crisis takes place depends upon the effic acy of central bank 
lender of last resort beha vior and whether gross profit flows are sustained by 
an increase in the govern ment deficit or changes in the balance of payments. 
However, even if a full-fledged finan cial crisis does not take place, the long 
run expect a tions of busi ness, bankers, and the ulti mate holders of finan cial 
assets will be affected by these devel op ments. The risk premi ums asso ci ated 
with invest ment projects will increase and busi ness men and bankers will 
move toward balance sheet struc tures that involve less spec u lat ive finance.

The recurs ive process between profits and the effect ive discount rate for 
busi ness assets can continue even onto a “present value reversal”; i.e., the 
supply curve of invest ment output can rise above the demand curve for 
invest ment output so that invest ment, and, with invest ment, profits collapse. 
Once profits collapse, the cash flows to valid ate even initially hedge finan-
cing arrange ments will not be forth com ing. (These rela tions are illus trated 
in Figures 1 and 2.)19

In Figure 1 the “normal” situ ation is illus trated. The demand and supply 
condi tions for invest ment, taking finan cial condi tions into account, might 
lead to invest ment shift ing back and forth between I1 and I2 as profits, risk 

Figure 1 
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premi ums, and costs of produc tion of invest ment output vary. In Figure 2 
the situ ation in which the reper cus sions of a “debt-deflation” have affected 
both profits and effect ive finan cing terms is sketched. In this case the fall of 
profits has lowered the demand price for capital-assets even as the rise in 
“lenders’ risk” has raised the supply price of invest ment output for any 
given level of money wages. What is sketched is the extreme case in which 
the supply curve “every where” lies above the demand curve.

In Figure 1 the shifts in the supply and demand curves for invest ment reflect 
changes in the viari ables that enter as prox im ate determ in ants of aggreg ate 
demand and supply even as the vari ables that enter into the determ in a tion of 
long run expect a tions are unaf fected. This in partic u lar means that even though 
there have been vari ations in earned profits and in the terms upon finan cing 
contracts, the current expect a tions of longer term profits, interest rates and 
accept able finan cial struc tures have not been changed. In Figure 1 a shift to the 
left of the supply and demand curves can be offset by minor changes in money 
market condi tions, the govern ment fiscal posture, and money wages rates.

In Figure 2 the posi tion of the supply and demand curves for invest ment 
output reflect changes in the long run expect a tion about profits and desir able 
finan cing struc ture. The shift from the situ ation illus trated in Figure 1 to that 
of Figure 2 reflects the type of unfa vor able exper i ence with inher ited liab il ity 
struc tures that we sketched in the discus sion of hedge, spec u lat ive, and Ponzi 
finance. In the situ ation in Figure 2, short term changes in prox im ate profits, 

Figure 2 
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market interest rates, money wages, and the govern ment fiscal posture might 
sustain income and employ ment but will not have a quick effect upon the 
supply and demand for invest ment output. In partic u lar in a regime of small 
govern ment, such as existed when Keynes wrote the General Theory, neither 
wage defla tion nor money market ease could quickly trans form what is 
sketched in Figure 2 into that of Figure 1. In fact because a key element in  
the emer gence and continu ation of the situ ation sketched in Figure 2 is the 
short fall of profits relat ive to the finan cial oblig a tions on inher ited debt a 
decline in money wages which leads to an expec ted decline in the “dollar” 
value of profits will make things worse.

That is, whereas vari ation in market vari ables that are determ ined by 
“supply and demand” condi tions in product, labor, and money markets are 
effect ive governors of the rate of invest ment when long run expect a tions are 
condu cive to invest ment, vari ations in these same vari ables are not effect ive 
governors of invest ment once the shift in long run expect a tions that occurs 
with and after a finan cial crisis has taken place.

Once a situ ation resem bling that sketched in Figure 2 exists, the economy 
is well on its way to or already in a deep depres sion. However, whether such 
a situ ation fully devel ops and if it does, how long it lasts, depends upon the 
govern ment’s involve ment in the economy; how promptly the govern ment 
inter venes and how effect ive the inter ven tion. In 1929/1933 govern ment 
inter ven tion was minute and late. In partic u lar in the United States the 
Federal Reserve virtu ally abdic ated its respons ib il it ies as a lender of last 
resort, which is to assure that those spec u lat ive and Ponzi finan cial posi-
tions, which would be valid ated by longer term cash flows at the current 
(pre-crisis) price level, at a reas on able approx im a tion to full employ ment 
income, and at interest rates short of the rates that rule at the peak of the 
invest ment boom, receive prompt refin an cing.

In 1974/1975 the emer ging threats of a finan cial debacle were met by 
extens ive lender of last resort inter ven tions by the Federal Reserve System 
and a virtual explo sion of the Federal Government deficit—which sustained 
aggreg ate busi ness profits. The U.S. economy—and with it the world 
economy—exhib ited more resi li ence in 1974/75 than in 1929/33 because 
the govern ment’s involve ment in the economy was much greater and more 
effect ive.

The essence of the finan cial instabil ity hypo thesis is that finan cial traumas, 
even onto debt defla tion inter ac tions, occur as a normal func tion ing result 
in a capit al ist economy. This does not mean that a capit al ist economy is 
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always totter ing on the brink of disaster. There are situ ations where the short 
term debt finan cing of busi ness and house holds is modest; this leads to 
robust finan cial markets which are not suscept ible to debt defla tion 
processes. There are also fragile finan cial struc tures which include a great 
deal of spec u lat ive and Ponzi finance of busi ness and house holds. The 
normal func tion ing of an economy with a robust finan cial situ ation is both 
tran quil and, on the whole, success ful. Tranquillity and success are not self-
sustaining states, they induce increases in capital asset prices relat ive to 
current output prices and a rise in (1) accept able debts for any prospect ive 
income flow, (2) invest ment, and (3) profits. These concur rent increases 
lead to a trans form a tion over time of an initially robust finan cial struc ture 
into a fragile struc ture. Once a finan cial struc ture includes a suffi ciently 
large weight of spec u lat ive and “quasi-Ponzi” finance (of the interim finan-
cing of long gest a tion period invest ments) a run-up of short-term interest 
rates, as the demand for short-term finan cing increases rapidly, can occur. 
This will lead to “present value reversals,” espe cially if it is accom pan ied by 
a rise in the value of liquid ity as some units fail to meet finan cial oblig a-
tions. As the cost of invest ment output becomes greater than the value of 
capital assets being produced, take-out finan cing will not be forth com ing. 
This leads to a “collapse” of asset values even further below the supply price 
of invest ment output, which further decreases invest ment. But decreases in 
invest ment by decreas ing profits makes things worse. The imme di ate market 
reac tions to a decline in income in the context of a finan cial struc ture that 
is heavily weighted by Ponzi and spec u lat ive finance make things worse; the 
set of inter re lated markets is unstable.

V. POLICY IMPLIC A TIONS

The finan cial instabil ity hypo thesis has serious implic a tions for policy. First 
of all, it points out that there are inher ent and ines cap able flaws in capi  -
tal ism. That capit al ism is flawed does not neces sar ily mean that one rejects 
capit al ism. The finan cial instabil ity hypo thesis emphas izes the import ance 
of insti tu tions and the ability of insti tu tions to modify the beha vior of the 
economy; thus, there are vari et ies of capit al ism. The ques tion may very well 
be which variety is better, not neces sar ily for all time, but for now.

In a capit al ist economy with a small govern ment,   I, so that a collapse 
in asset values, which lowers I, not only decreases income and employ ment 
but it also lowers profits. This not only means that the value of capital  
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assets falls, but it also means that outstand ing debt payment commit ments, 
espe cially by units that are “into” spec u lat ive and Ponzi finance, cannot be 
fulfilled.

On the other hand, in a capit al ist economy with a big govern ment, 
; after tax profits equals invest ment plus the deficit. If a decrease in 

I is offset by a rise in the deficit, then profit flows need not fall; in fact, if the 
increase in the deficit is large enough, profits will rise. This is what happened 
in 1975 in the United States. The enorm ous govern ment deficit in the first 
two quar ters of that year helped abort a serious debt defla tion process by 
sustain ing gross profits after taxes even as invest ment fell.

An implic a tion of the propos i tion that prices must be such as to gener ate 
profits equal to invest ment is that any increase in the ratio of the total wage 
bill in the produc tion of invest ment output to the total wage bill in the 
produc tion of consump tion goods is infla tion ary. Furthermore, any increase 
in spend ing on consump tion goods financed by trans fer payments or profit 
income is infla tion ary. As wages that are paid for over head labor and ancil lary 
busi ness services such as advert ising are best considered as alloc a tions of 
profit, a rise in spend ing on advert ising, exec ut ive suites, product research 
and devel op ment is infla tion ary. Thus, the emphasis upon growth through 
invest ment, the bias toward bigness in busi ness, busi ness styles that emphas ize 
advert ising and over heads, and the explo sion of trans fer payments are main 
causes of our current infla tion.

From the perspect ive of the finan cial instabil ity hypo thesis, infla tion is 
one way to ease payment commit ments due to debt. In the 1970s a big 
depres sion has been avoided by float ing off unten able debt struc tures 
through infla tion. Stagflation is a substi tute for a big depres sion. However, 
the float ing off of debt through infla tion is a “game” that can be played only 
a number of times; the propensity to expand into a boom will be atrophied 
as bankers become wary of Ponzi schemes. Alternatively, govern ment inter-
ven tion to sustain invest ment can become so over power ing that the “sharp 
pencils” needed to assure that invest ment yields real rather than nominal, 
social rather than private, bene fits become blunted.

Every busi ness man and banker knows that for every invest ment project 
worth under tak ing there are liter ally an infin ite number that are losers. Once 
the doctrine of salva tion through invest ment becomes deeply ingrained into 
our polit ical and economic system the constraints on foolish invest ment are 
relaxed. This is espe cially so if the govern ment stands ready to guar an tee 
partic u lar investors or invest ment projects against losses. A capit al ism with a 
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big govern ment that is dedic ated to full employ ment through ostens ibly 
private invest ment can approach the inef fi cien cies of a Stalinist economy 
that refuses to use present value calcu la tions.

In the aggreg ate the fool ish ness of bankers, busi ness men, and govern-
ment guar ant ors is floated off by massive govern ment defi cits that lead to 
profits which valid ate aggreg ate past invest ment and overall busi ness liab il-
it ies, albeit at a price in infla tion and increas ingly inef fi cient busi ness tech-
niques. The inef fi ciency of the chosen tech niques is reflec ted by the 
unem ploy ment that accom pan ies infla tion: stag fla tion is a symptom of an 
under ly ing inept set of capital-assets.

Given that instabil ity is due to the emphasis upon invest ment and that 
infla tion is due to the emphasis upon invest ment, trans fer payments, and the 
need to bail out the threatened finan cial struc ture, the finan cial instabil ity 
hypo thesis indic ates that an economy that is oriented toward the produc-
tion of consump tion goods by tech niques that are less capital intens ive than 
those now being induced by policy will be less suscept ible to finan cial 
instabil ity and infla tion. This suggests that the policy emphasis should shift 
from the encour age ment of growth through invest ment to the achieve ment 
of full employ ment through consump tion produc tion. The finan cial 
instabil ity hypo thesis suggests that a simpli fic a tion of finan cial struc tures is 
a way of achiev ing greater stabil ity, although being rooted in an analysis of 
the histor ical dynam ics of the finan cial struc ture, it also recog nizes that the 
enforce ment of simpli city in finan cial arrange ments will be diffi cult.

The finan cial instabil ity hypo thesis also suggests that while there are 
better ways of running our economy than the way it has been run in the 
recent past, there is no economic organ iz a tion or magic formula which, 
once achieved and set in motion, solves the problem of economic policy for 
all times. Economies evolve, and with the internal evol u tion of the economic 
mech an ism the apt struc ture of legis lated insti tu tions and policy oper a tions 
change: there is no way one gener a tion of econom ists can render their 
successors obsol ete. I am afraid econom ists can never become mere tech ni-
cians apply ing an agreed-upon theory that is fit for all seasons within an 
insti tu tional struc ture that does not and need not change.
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FINANCIAL INSTABILITY 

REVISITED: THE ECONOMICS  
OF DISASTER

I. INTRODUCTION

A strik ing char ac ter istic of economic exper i ence in the United States is  
the repeated occur rence of finan cial crises—crises that usher in deep  
depres sions and periods of low-level economic stag na tion. More than  
40 years have passed since the finan cial shock that initi ated the Great 
Depression of the 1930s, a much longer period of time than between the 
crises and deep depres sions of the previ ous century.1 Is the exper i ence since 
the Great Depression the result of funda mental changes in the economic 
system and of our know ledge so that crises and deep depres sions cannot 
happen, or are the funda mental rela tions unchanged and our know ledge 
and power still inad equate so that crises and deep depres sions are still 
possible?

The original draft of this paper was written in the fall of 1966 and it was revised in  
January 1970. I wish to thank Maurice I. Townsend, Lawrence H. Seltzer, and Bernard Shull 
for their comments and encour age ment. Needless to say, any errors of fact or fancy are my 
respons ib il ity.
 Abridged by the author for this volume. From Reappraisal of the Federal Reserve Discount Mechanism 
(Washington, D.C.: the Board of Governors of the Federal Reserve System, June 1972).
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This paper argues that the funda ment als are unchanged; sustained 
economic growth, busi ness cycle booms, and the accom pa ny ing finan cial 
devel op ments still gener ate condi tions condu cive to disaster for the entire 
economic system.

Every disaster, finan cial or other wise, is compoun ded out of initial 
displace ments or shocks, struc tural char ac ter ist ics of the system, and human 
error. The theory developed here argues that the struc tural char ac ter ist ics of 
the finan cial system change during periods of prolonged expan sion and 
economic boom and that these changes cumu late to decrease the domain of 
stabil ity of the system. Thus, after an expan sion has been in progress for 
some time, an event that is not of unusual size or dura tion can trigger a 
sharp finan cial reac tion.2

Displacements may be the result of system beha vior or human error. Once 
the sharp finan cial reac tion occurs, insti tu tional defi cien cies will be evident. 
Thus, after a crisis it will always be possible to construct plaus ible  
argu ments—by emphas iz ing the trig ger ing events or insti tu tional flaws—
that acci dents, mistakes, or easily correc ted short com ings were respons ible 
for the disaster.3

In previ ous work, I have used an accelerator-multiplier cum constrain ing 
ceil ings and floors model to repres ent the real economy. Within this model 
the peri odic falling away from the ceiling, which reflects para meter values 
and hence is an endo gen ous phenomenon, is not the unusual event that can 
trigger the “unstable” finan cial reac tion—if a “proper” finan cial envir on-
ment or struc ture exists. The finan cial reac tion in turn lowers the effect ive 
floor to income. Once the gap between floor and ceiling incomes is large 
enough, I assumed that the accel er ator coef fi cient falls to a value that leads 
to a stag nant beha vior for the economy. In this way a set of para meter values 
that leads to an explos ive income expan sion is replaced by a set that leads to 
a stag nant economy. I assumed that the gap between floor and ceiling 
income is a determ in ant of the accel er ator coef fi cient and that the imme-
di ate impact of finan cial instabil ity is to lower the floor income, because 
finan cial vari ables—includ ing the market value of common stocks—
determ ine the posi tion of a conven tional Keynesian consump tion func tion.4

This view neglects decision-making under uncer tainty as a determ in ant 
of system beha vior. A special type of uncer tainty is inher ent in an enter prise 
system with decent ral ized decisions and private owner ship of product ive 
resources due to the finan cial rela tions. The finan cial system of such an 
economy parti tions and distrib utes uncer tainty. A model that recog nizes the 
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prob lems involved in decision-making in the face of the intrins ic ally irra-
tional fact of uncer tainty is needed if finan cial instabil ity is to be under-
stood. A rein ter pret a tion of Keynesian econom ics as just such a model, and 
an exam in a tion of how monet ary constraint—whether due to policy or to 
beha vior of the economy—works, are needed before the stabil ity prop er ties 
of the finan cial system and thus of the economy can be examined. It turns 
out that the funda mental instabil ity of a capit al ist economy is a tend ency to 
explode—to enter into a boom or “euphoric” state.

This paper will not present any empir ical research. There is, never the less, 
need to: (1) examine updated inform a tion of the type analyzed in earlier 
studies, (2) explore addi tional bodies of data, and (3) gener ate new data. 
Only with this inform a tion can the problem be made precise and the 
propos i tions tested.

There is a special facet to empir ical work on the prob lems at issue. 
Financial crises, panics, and instabil ity are rare events with short dura tions.5 
We have not exper i enced anything more than unit or minor sectoral finan-
cial distress since the early 1930s. The insti tu tions and usages in finance, due 
to both legis la tion and the evol u tion of finan cial prac tices, are much differ ent 
today from what they were before the Great Depression. For example, it is 
neces sary to guess the power of deposit insur ance in order to estim ate the 
condi tions under which a crisis can develop from a set of initial events.6 The 
short dura tion of crises means that the smooth ing oper a tions that go into 
data gener a tion as well as econo met ric analysis will tend to minim ize the 
import ance of crises.

Because of such factors it might be that the most mean ing ful way to test 
propos i tions as to the cause and effect of finan cial instabil ity will be through 
simu la tion studies, where the simu la tion models are designed to reflect 
altern at ive ways that finan cial instabil ity can be induced.7

In this paper, Section II discusses differ ences between an economy that is 
simply growing stead ily and one that is booming. The char ac ter ist ics of a 
euphoric economy are iden ti fied. This section devel ops the propos i tion that, 
in a boom or euphoric economy, the will ing ness to invest and to emit liabil-
it ies is such that demand condi tions will lead to tight money markets—
defined in terms of the level and rate of change of interest rates and  
other finan cing terms—inde pend ently of the rate of growth of the money 
supply.

Section III focuses upon cash flows due to income produc tion, balance 
sheet rela tions, and trans ac tions in real and finan cial assets. The like li hood of 
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finan cial instabil ity occur ring is depend ent upon the rela tion ship between 
cash payment commit ments and the normal sources of cash, as well as upon 
the beha vior of markets that will be affected if unusual sources of cash need 
to be tapped.

Section IV devel ops the role of uncer tainty as a determ in ant of the demand 
for invest ment within a frame work of Keynesian econom ics.

Section V exam ines altern at ive modes of oper a tion of monet ary constraint. 
In a euphoric economy, tight money, when effect ive, does not operate by 
indu cing a smooth move ment along a stable invest ment sched ule; rather it 
oper ates by shift ing the liquid ity pref er ence func tion. Such shifts are typi   -
cally due to a liquid ity crisis of some sort.

Section VI explores the domains of stabil ity both of the finan cial system 
and of the economy. These domains are shown to be endo gen ous and to 
decrease during a prolonged boom. In addi tion, the finan cial changes that 
take place during a euphoric period tend also to decrease the domain of 
stabil ity and the feed backs from euphoria tend to induce sectoral finan cial 
diffi culties that can escal ate to a general finan cial panic. If such a panic 
occurs, it will usher in a deep depres sion; however, the central bank can 
abort a finan cial crisis. Nevertheless, the tensions and tremors that pass 
through the finan cial system during such a period of near crisis may lead to 
a recon sid er a tion of desired port fo lio compos i tion by both finan cial insti tu-
tions and other economic units. A rather severe reces sion may follow such a 
recon sid er a tion.

Sections VII and VIII, which are omitted in this reprint ing, deal with two 
special topics, bank exam in a tions and regional impacts. In Section VII it is 
argued that a bank exam in a tion proced ure center ing around cash flows as 
determ ined by balance sheet and contrac tual rela tions would be a valu able 
guide for Federal Reserve policy and an import ant instru ment for bank 
manage ment. Such an exam in a tion proced ure would force financial-unit 
managers and economic policy-makers to consider the impact upon finan cial 
units of the char ac ter ist ics of both the real economy and the finan cial system.

The discus sion of the regional impact of Section VIII centers around the 
possib il ity that there is a concen tra tion of finan cially vulner able units within 
one region. In these circum stances, the escal a tion of finan cial constraint to 
a finan cial crisis might occur though finan cially vulner able units, on a 
national basis, are too few to cause diffi culty.

Section IX sets forth some policy guidelines for the Federal Reserve System. 
It is argued that the discount window should be open to selec ted money 
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market posi tion takers (dealers) and that the Federal Reserve should move 
toward furnish ing a larger portion of the total reserves of banks by discount ing 
oper a tions. This policy strategy follows from the increased aware ness of the 
possib il ity of a finan cial crisis and of the need to have broad, deep, and resili-
  ent markets for a wide spec trum of finan cial instru ments once a finan cial 
crisis threatens so that the effects of such a crisis can be moder ated.

II. THE ECONOM ICS OF EUPHORIA

In the mid-1960s the U.S. economy exper i enced a change of state. Political 
leaders and offi cial econom ists announced that the economic system had 
entered upon a new era that was to be char ac ter ized by the end of the busi-
ness cycle as it had been known.8 Starting then, cycles, if any, were to be in 
the posit ive rate of growth of income. The doctrine of “fine tuning” went 
further and asser ted that even reces sions in the rate of growth of income 
could be avoided. Contemporary busi ness comments were consist ent with 
these offi cial views.

The substance of the change of state was an invest ment boom: in each 
year from 1963 through 1966 the rate of increase of invest ment by corpor ate 
busi ness rose.9 By the mid-1960s busi ness invest ment was guided by a 
belief that the future prom ised perpetual expan sion. An economy that is 
ruled by such expect a tions and that exhib its such invest ment beha vior can 
prop erly be labeled euphoric.

Consider the value of a going concern. Expected gross profits after taxes 
reflect the expec ted beha vior of the economy, as well as expec ted market and 
manage ment devel op ments. Two imme di ate consequences follow if the 
expect a tion of a normal busi ness cycle is replaced by the expect a tion of 
steady growth. First, those gross profits in the present-value calcu la tions that 
had reflec ted expec ted reces sions are replaced by those that reflect continu ing 
expan sion. Simultaneously there is less uncer tainty about the future beha-
vior of the economy. As the belief in the reality of a new era emerges, the 
decrease in the expec ted down or short time for plant and equip ment raises 
their present values. The confid ent expect a tion of a steady stream of 
prosper ity gross profits makes port fo lio plunging more appeal ing to firm 
decision-makers.

A sharp rise in expec ted returns from real capital makes the economy 
short of capital overnight. The will ing ness to assume liab il ity struc tures that 
are less defens ive and to take what would have been considered in earlier 
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times, undesir able chances in order to finance the acquis i tion of addi tional 
capital goods means that this short age of capital will be trans formed into 
demand for finan cial resources.

Those that supply finan cial resources live in the same expect a tional 
climate as those that demand them. In the several finan cial markets, once a 
change in expect a tions occurs, demanders, with liab il ity struc tures that 
previ ously would in the view of the suppli ers have made them ineligible for 
accom mod a tions, become quite accept able. Thus, the supply condi tions for 
finan cing the acquis i tions of real capital improve simul tan eously with an 
increase in the will ing ness to emit liab il it ies to finance such acquis i tions.

Such an expan sion ary new era is destabil iz ing in three senses. One is that 
it quite rapidly raises the value of exist ing capital. The second is an increase 
in the will ing ness to finance the acquis i tion of real capital by emit ting what, 
previ ously, would have been considered as high-cost liab il it ies, where the 
cost of liab il it ies includes risk or uncer tainty borne by the liab il ity emitter 
(borrower’s risk). The third is the accept ance by lenders of assets that earlier 
would have been considered low-yield—when the yield is adjus ted to allow 
for the risks borne by the asset acquirer (lender’s risk).10

These concepts can be made more precise. The present value of a set of 
capital goods collec ted in a firm reflects that firm’s expec ted gross profits 
after taxes. For all enter prises there is a pattern of how the busi ness cycles of 
history have affected their gross profits. Initially the present value reflects 
this past cyclical pattern. For example, with a short horizon

where Q1 is a prosper ity, Q2 is a reces sion, and Q3 is a recov ery gross profits 
after taxes, (Q2  Q3  Q1). With the new era expect a tions Q2  and Q3 , 
prosper ity returns replace the depres sion and recov ery returns. As a result 
we have: V (new era)  V (tradi tional). This rise in the value of extant capital 
assets as collec ted in firms increases the prices that firms are willing to pay 
for addi tions to their capital assets.

Generally, the will ing ness to emit liab il it ies is constrained by the need to 
hedge or to protect the organ iz a tion against the occur rence of unfa vor able 
condi tions. Let us call Q2  and Q3  the gross profits after taxes if a possible, 
but not really expec ted, deep and long reces sion occurs. As a risk averter the 
port fo lio rule might be that the balance sheet struc ture must be such that 
even if Q2  and Q3  do occur no serious consequences will follow; Q2  and 
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Q3 —though not likely—are signi fic ant determ in ants of desired balance 
sheet struc ture.11 As a result of the euphoric change in “state,” the view 
grows that Q2  and Q3  are so unlikely that there is no need to protect the 
organ iz a tion against them. A liab il ity struc ture that was expens ive in terms 
of risk now becomes cheap when there were signi fic ant chances of Q2  and 
Q3  occur ring. The cost of capital or of finance by way of such liab il ity struc-
tures decreases.

Financial insti tu tions are simul tan eously demanders in one and suppli ers 
in another set of finan cial markets. Once euphoria sets in, they accept lia   -
bil ity struc tures—their own and those of borrow ers—that, in a more sober 
expect a tional climate, they would have rejec ted. Money and Treasury bills 
become poor assets to hold with the decline in the uncer tainty discount on 
assets whose returns depend upon the perform ance of the economy. The 
shift to euphoria increases the will ing ness of finan cial insti tu tions to acquire 
assets by enga ging in liquidity-decreasing port fo lio trans form a tions.

A euphoric new era means that an invest ment boom is combined with 
pervas ive liquidity-decreasing port fo lio trans form a tions. Money market 
interest rates rise because the demand for invest ment is increas ing, and the 
elasti city of this demand decreases with respect to market interest rates and 
contrac tual terms. In a complex finan cial system, it is possible to finance 
invest ment by port fo lio trans form a tions. Thus when a euphoric trans for    ma-
tion of expect a tions takes place, in the short run the amount of invest ment 
financed can be inde pend ent of monet ary policy. The desire to expand and 
the will ing ness to finance expan sion by port fo lio changes can be so great 
that, unless there are serious side effects of feed backs, an infla tion ary explo-
sion becomes likely.

A euphoric boom economy is affected by the finan cial herit age of an 
earlier, more insec ure time. The world is not born anew each moment. Past 
port fo lio decisions and condi tions in finan cial markets are embod ied in the 
stock of finan cial instru ments. In partic u lar, a decrease in the market value 
of assets which embody protec tions against states of nature that are now 
considered unlikely to occur will take place, or altern at ively there is a rise in 
the interest rate that must be paid to induce port fo lios to hold newly created 
assets with these char ac ter ist ics. To the extent that such assets are long lived 
and held by deposit insti tu tions with short-term or demand liab il it ies, pres-
sures upon these deposit insti tu tions will accom pany the euphoric state of 
the economy. In addi tion the same change of state that led to the invest ment 
boom and to the increased will ing ness to emit debt affects the port fo lio 
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pref er ences of the holders of the liab il it ies of deposit insti tu tions. These 
insti tu tions must meet interest rate compet i tion at a time when the market 
value of the safety they sell has decreased; that is, their interest rates must 
rise by more than other rates.

The rising interest rate on safe assets during a euphoric boom puts strong 
pres sures on finan cial insti tu tions that offer protec tion and safety. The link-
ages between these deposit insti tu tions, conven tions as to finan cing arrange-
ments, and partic u lar real markets are such that sectoral depress ive pres sures 
are fed back from a boom to partic u lar markets; these depress ive pres sures 
are part of the mech an ism by which real resources are shifted.

The rise in interest rates places serious pres sures upon partic u lar finan cial 
inter me di ar ies. In the current (1966) era the savings and loan asso ci ations 
and the mutual savings banks, together with the closely related home-
build ing industry, seem to take a large part of the initial feed back pres sure. 
It may be that addi tional feed back pres sures are on life insur ance and 
consumer finance compan ies.

A little under stood facet of how finan cial and real values are linked centers 
around the effect of stock market values.12 The value of real capital rises 
when the expect a tion that a reces sion will occur dimin ishes and this rise 
will be reflec ted in equity prices. The increased ratio of debt finan cing can 
also raise expec ted returns on equit ies. Inasmuch as owners of wealth live in 
the same expect a tional climate as corpor ate officers, port fo lio pref er ences 
shift toward equit ies as the belief in the possib il ity of reces sion or depres-
sion dimin ishes. Thus, a stock market boom feeds upon and feeds an invest-
ment boom.

The finan cing needs of the invest ment boom raise interest rates. This rise 
lowers the market value of long-term debt and adversely affects some finan-
cial insti tu tions. Higher interest rates also increase the cost of credit used to 
finance posi tions in equit ies. Initially, the compet i tion for funds among 
various finan cial sectors facil it ates the rapid expan sion of the economy; then 
as interest rates rise it constrains the profits of invest ing units and makes the 
carry ing of equit ies more expens ive. This first tends to lessen the rate of 
increase of equity prices and then to lower equity prices.

All in all, the euphoric period has a short lifespan. Local and sectoral 
depres sions and the fall in equity prices initi ate doubts as to whether a new 
era really has been achieved. A hedging of port fo lios and a recon sid er a tion 
of invest ment programs takes place. However, the port fo lio commit ments of 
the short euphoric era are fixed in liab il ity struc tures. The recon sid er a tion of 
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invest ment programs, the lagged effects upon other sectors from the 
resource-shifting pres sures, and the inelasti city of aggreg at ive supply that 
leads to increases in costs combine to yield a short fall of the income of 
invest ing units below the more optim istic of the euphoric expect a tions.

The result is a combin a tion of cash flow commit ments inher ited from the 
burst of euphoria and of cash flow receipts based upon lower-than-expected 
income. Whether the now less-desirable finan cial posi tions will be unwound 
without gener at ing signi fic ant shocks or whether a series of finan cial shocks 
will occur is not known. In either case, invest ment demand decreases from 
its euphoric levels. If the boom is unwound with little trouble, it becomes 
quite easy for the economy once again to enter a “new era”; on the other 
hand, if the unwind ing involves finan cial instabil ity, then there are prospects 
of deep depres sions and stag na tion.

The pertin ent aspects of a euphoric period can be char ac ter ized as follows:
1. The tight money of the euphoric period is due more to runaway

demand than to constraint upon supply. Thus, those who weigh money 
supply heavily in estim at ing money market condi tions will be misled.

2. The run-up of short- and long-term interest rates places pres sure on
deposit savings inter me di ar ies and disrupts indus tries whose finan cial chan-
nels run through these inter me di ar ies. There is a feed back from euphoria to 
a constrained real demand in some sectors.

3. An essen tial aspect of a euphoric economy is the construc tion of lia  -
bil ity struc tures which imply payments that are closely artic u lated directly, or 
indir ectly via layer ings, to cash flows due to income produc tion. If the impact 
of the disrup tion of finan cing chan nels occurs after a signi fic ant build-up of 
tight finan cial posi tions, a further depress ive factor becomes effect ive.

III. CASH FLOWS

Financial crises take place because units need or desire more cash than is 
avail able from their usual sources and so they resort to unusual ways to raise 
cash. Various types of cash flows are iden ti fied in this section, and the rela-
tions among them as well as between cash flows and other char ac ter ist ics of 
the economy are examined.

The varying reli ab il ity of sources of cash is a well-known phenomenon in 
banking theory. For a unit, a source of cash may be reli able as long as there 
is no net market demand for cash upon it, and unre li able whenever there is 
such net demand upon the source. Under pres sure various finan cial and 
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nonfin an cial units may with draw, either by neces sity or because of a 
defens ive finan cial policy, from some finan cial markets. Such with draw als 
not only affect the poten tial vari ab il ity of prices in the market but also may 
disrupt busi ness connec tions. Both the ordin ary way of doing busi ness and 
standby and defens ive sources of cash can be affected.

Withdrawals on the supply side of finan cial markets may force demand ing 
units that were under no special strain and were not directly affected by 
finan cial strin gen cies to look for new finan cing connec tions. An initial 
disturb ance can cumu late through such third-party or innocent-bystander 
impacts. Financial market events that disrupt well-established finan cing 
chan nels affect the present value and cash flows of units not directly 
affected.13

For most consumers and nonfin an cial (ordin ary) busi ness firms the 
largest source of cash is from their current income. Wages and salar ies are 
the major source of cash to most consumers and sales of output are the 
major source for busi ness firms. For finan cial inter me di ar ies other than 
dealers, the ordin ary cash flow to the unit can be derived from its finan cial 
assets. For example, short-term busi ness debts in a commer cial bank’s port-
fo lio state the reserve money that borrow ers are commit ted to make avail-
able to the bank at the contract dates. A mort gage in a savings and loan 
asso ci ation’s port fo lio states the contrac tual “cash flow to” for various dates. 
For finan cial market dealers cash receipts usually result from the selling out 
of their posi tion, rather than from the commit ments as stated in their 
invent ory of assets. Under ordin ary circum stances dealers as going concerns 
do not expect to sell out their posi tions; as they sell one set of assets they 
proceed to acquire a new set.

The ordin ary sources of cash for various classes of economic units will be 
called cash flow from oper a tions. All three types of cash flow from the oper-
a tions described—income, finan cial contracts, and turnover of invent ory—
can be considered as func tions of national income. The ability to meet 
payment commit ments depends upon the normal func tion ing of the income 
produc tion system.

In addi tion to cash flow from the sale of assets, dealers—and other finan-
cial and non-financial units—can meet cash drains due to the need to make 
payments on liab il it ies by emit ting new liab il it ies. This second source of 
cash is called the refin an cing of posi tions.

Furthermore, liquid at ing, or running off, a posi tion is the third possible 
way for some units to obtain cash. This is what retail ers and whole salers do 
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when they sell invent or ies (seasonal retail ers actu ally do liquid ate by selling 
out their posi tion).

The finan cial assets and liab il it ies of an economic unit can be trans formed 
into time series of contrac tual cash receipts and payments. The various items 
in these contrac tual receipts and payments depend upon national income: 
the fulfill ment of the terms of mort gage contracts depends upon consumer 
dispos able income and so forth.14 Estimates of the direct and indir ect impact 
of vari ations in national income upon the ability of units in the various 
sectors to meet their finan cial commit ments can be derived.15

Each economic unit has its reserve, or emer gency, sources of cash. For 
many units the emer gency source consists of posi tions in some market able 
or redeem able assets. Savings bonds and time depos its are typical standby 
sources of cash for consumers. A corpor a tion may keep a reserve in Treasury 
bills or other money market instru ments to meet either unusual needs for 
cash or an unex pec ted short fall in cash receipts. Hoards of idle cash serve 
this purpose for all units. Cash has the special virtue that its avail ab il ity does 
not depend upon the normal func tion ing of any market.

In prin ciple the normal and second ary sources of cash for all units can be 
iden ti fied and their ratio to finan cial commit ments can be estim ated. By far 
the largest number of units use their income receipts to meet their finan cial 
commit ments. Mortgage and consumer install ment payments for consumers 
and interest and sinking fund payments for busi nesses would be financed 
normally by income cash flows.

The substi tu tion of a deposit by customer B for a deposit from customer 
A in a bank liab il ity struc ture may be viewed as the refin an cing of a posi tion. 
The typical finan cial unit acquires cash to meet its payment commit ments, 
as stated in its liab il it ies, not from any cash flow from its assets or by selling 
assets but rather by emit ting substi tute liab il it ies. (The only finan cial organ-
iz a tions that seem to use cash flows from assets to meet cash flow commit-
ments are the closed-end invest ment trusts, both levered and un-levered.)

When a unit that normally meets its finan cial commit ments by drawing 
upon an income cash flow finds it neces sary, or desir able, to refin ance its 
posi tion, addi tional pres sures may be placed upon finan cial insti tu tions.

Some finan cial rela tions are based upon the peri odic liquid a tion of  
posi tions—for example, the seasonal invent ory in retail ing. Capital market 
dealers or under writers liquid ate posi tions in one set of assets in order to 
acquire new assets. However, if organ iz a tions that normally finance their 
payments by using cash from either income or refin an cing of posi tions 
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should instead attempt to sell their posi tions, it may turn out that the market 
for the assets in posi tion is thin: as a result a sharp fall in the price of the 
asset occurs with a small increase in supply. In the market for single-family 
homes a sale is usually not a forced sale, and to a large extent sellers of  
one house are buyers or renters of another. If homeown ers as a class tried to 
sell out their houses, the market would not be able to handle this without 
signi fic ant price conces sions. But signi fic ant price conces sions mean a 
decline in net worth—not only for the selling unit but for all units holding 
this asset. More partic u larly, a fall in price may mean that the offer ing units 
may be unable to raise the required or expec ted cash by dealing in the 
affected asset.

As an empir ical gener al iz a tion, almost all finan cial commit ments are met 
from two normal sources of cash: income flows and refin an cing of posi-
tions. For most units—espe cially those that have real capital goods as their 
asset—the selling out of their posi tion is not feas ible (no market exists for 
a quick sale); for others, aside from marginal adjust ments by way of special 
money markets, it is an unusual source of cash.

A further empir ical gener al iz a tion is that asset prices—prices of the 
stock—can fall much more rapidly than income prices—prices of the flow.16 
Any need or desire to acquire cash that leads to attempts to sell out posi tions 
in repro du cible assets will result not only in large-scale decreases in net 
worth but also in market prices for repro du cible assets that are far below 
their current cost of produc tion.

Even in the face of a wide spread need or desire to acquire cash by selling 
assets, not all assets are allowed to fall in price. The price of some assets will 
be stabil ized by central bank purchases or loans (refin an cing posi tions); 
such assets can be called protec ted assets.

Financial instabil ity occurs whenever a large number of units resort to 
extraordin ary sources for cash. The condi tions under which extraordin ary 
sources of cash have to be tapped—which for finan cial units means mainly 
the condi tions in which posi tions have to be liquid ated (run off or sold 
out)—are the condi tions that can trigger finan cial instabil ity. The adequacy of 
cash flows from income relat ive to debt, the adequacy of refin an cing possib il it ies relat ive to posi-
tion, and the ratio of unpro tec ted to protec ted finan cial assets are determ in ants of the stabil ity of 
the finan cial system. The trend or evol u tion of the like li hood of finan cial 
instabil ity depends upon the trend or evol u tion of the determ in ants of 
finan cial stabil ity.



FINANCIAL INSTABILITY REVISITED: THE ECONOMICS OF DISASTER132

IV. FINANCIAL INSTABIL ITY AND INCOME DETERM IN A TION

The essen tial differ ence between Keynesian and both clas sical and neoclas-
sical econom ics is the import ance attached to uncer tainty.17 Basic propos i-
tions in clas sical and neoclas sical econom ics are derived by abstract ing from 
uncer tainty; the most that uncer tainty does is to add some minor qual i fic a-
tions to the propos i tions of the theory. The special Keynesian propos i tions 
with respect to money, invest ment, and under em ploy ment equi lib rium, as 
well as the treat ment of consump tion, can be under stood only as state ments 
about system beha vior in a world with uncer tainty. One defense against 
some possible highly undesir able consequences of some possible states of 
the world is to make appro pri ate defens ive port fo lio choices.18

In an attempt to make precise his view of the nature of uncer tainty and what 
his “General Theory” was all about, Keynes asser ted that in a world without 
uncer tainty, no one, outside a lunatic asylum, would use money as a store of 
wealth.19 In the world as it is, money and Treasury bills are held as assets. 
Portfolios reflect the choices that sane men make as they attempt to behave in 
a rational manner in an inher ently irra tional (unpre dict able) universe. This 
means that a signi fic ant propor tion of wealth holders try to arrange their port-
fo lios so that they are reas on ably well protec ted irre spect ive of which one of a 
number of altern at ive possible states of the economy actu ally occurs.

In making port fo lio choices, economic units do not accept any one thing 
as a proven guide to the future state of the economy. Unless there are strong 
reasons for doing other wise, they often are guided by extra pol a tion of the 
current situ ation or trend, even though they may have doubts about its reli-
ab il ity.20 Because of this under ly ing lack of confid ence, expect a tions and 
hence present values of future incomes are inher ently unstable; thus a not 
unusual event, such as a “salad oil scandal” or a modest decline in income, 
if it occurs in a favor able envir on ment, can lead to a sharp revalu ation of 
expect a tions and thus of asset values. It may lead not only to a sharp change 
in what some partic u lar rational man expects but also to a marked change 
in the consensus as to the future of the economy.

Conceptually the process of setting a value upon a partic u lar long-term 
asset or a collec tion of such assets can be separ ated into two stages. In the 
first the subject ive beliefs about the like li hood of altern at ive states of the 
economy in success ive time periods are assumed to be held with confi    d ence. 
A second stage assesses the degree of “belief” in the stated like li hoods 
attached to the various altern at ives.
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When beliefs about the actual occur rence of various altern at ive states of 
the economy are held with perfect confid ence, the stand ard prob ab il ity 
expec ted value calcu la tion makes sense. The present value of a long-term 
asset reflects its (subject ive) expec ted yield at each state-date of the economy 
and the assumed like li hood of these state-dates occur ring. Under stable 
condi tions, the expec ted gross profit after taxes (cash flow) of the ith asset at 
the tth date, Qit, will equal  pstQsi where Qsi is the gross profit after taxes of the 
ith asset if the sth state of nature occurs (assumed inde pend ent of date, could 
be modi fied to Qsit, the sth state of nature at the tth date) and pst is the (subject ive) 
prob ab il ity that the sth state will occur at the tth date. The s states are so defined 
that for each t,  pst  1. These Qit, discoun ted at a rate appro pri ate to the 
assumed perfect certainty with which the expect a tions are held, yield the 
present value of the ith assets, Vi.

21

Assume that S is a set of mutu ally exclus ive and exhaust ive states of nature. 
At date t, one of the S, sj will occur; the  psj  1. However, the prob ab il it ies, 
psj, which must be attached to the altern at ive outcomes in order to compute 
the expec ted gross profit and the cash flow for date t, can be accep ted with 
varying degrees of rational belief. The value of the ith asset will vary, not only 
with the expec ted payoffs at various state-dates of nature and the prob ab il-
it ies attached to these payoffs, but also with the confid ence placed in the 
prob ab il it ies attached to the occur rence of these various state-dates of 
nature. That is, Qit  0/ (  pstQsi) where 0 � 0/ � 1 and 0/ reflects the confi  -
dence with which the partic u lar weights are attached to the like li hood of 
various states of nature occur ring.

In other words, there are at least two conjec tural elements in determ in ing 
the expec ted payoffs, Qit and hence Vit: one is that the Qsi are conjec tures; the 
other that the prob ab il ity distri bu tion of possible states of nature, as reflec ted 
in the ps, is not known with certainty. Obviously, events that affect the confi   -
dence placed in any assumed prob ab il ity distri bu tion of the possible altern at ive 
states may also affect the confid ence placed in the assumed expec ted payoff if 
state s occurs, Qsi. A computed present value of any asset Vi may be accep ted 
with a wide range of confid ence—from near certainty to a most tenuous 
conjec ture. This degree of accept ance affects the market price of the asset.

The relev ant port fo lio decisions for consumers, firms, and finan cial 
concerns are not made with respect to indi vidual assets; rather, they are 
made with respect to bundles of assets. The problem of choos ing a port fo lio 
is to combine assets whose payoffs will vary quite inde pend ently as the 
states of nature vary in order to achieve the unit’s object ive; which for a risk 
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averter might be a minimal satis fact ory state in any circum stance. This might 
be stated as follows: a port fo lio is chosen so as to maxim ize V given a 
specified valu ation proced ure subject to the constraint that Vs  Vmin for every 
likely state of nature.22

The assets avail able are both inside and outside assets: the outside assets 
consist of money and Government debt.23 The nominal value of a monet ary 
asset (money plus Government debt) is inde pend ent of the state of the economy. 
Government debt can exhibit vari ab il ity in its nominal value due to interest 
rate vari ations, but in condi tions where busi ness cycles occur, its nominal value 
is not highly correl ated with the expec ted nominal value of inside assets.

We assume that two types of periods can be distin guished: one in which 
beliefs are held with confid ence concern ing the like li hood of altern at ive 
states of nature occur ring within some horizon period and the second in 
which such beliefs are most insec ure. In the second situ ation bets are placed 
under duress. During these second periods—when what can be called higher-
order uncer tainty rules—markedly lower relat ive values are attached to assets 
whose nominal value depends upon the economy’s perform ance. Periods of 
higher-order uncer tainty will see port fo lios shift toward assets that offer 
protec tion against large declines in nominal values. Even though flex ib il ity is 
almost always a virtue, the premium on assets that permit flex ib il ity will be 
larger in such periods of higher-order uncer tainty. For many ques tions a 
rational man has the option of saying “I don’t know” and of post pon ing a 
decision. As a wealth owner he must assess the worth of various assets even 
when condi tions are so fluid that he would rather not make a decision.

Keynesian liquid ity pref er ence encom passes both confid ence condi tions. 
Expectations as to the like li hood of differ ent states of nature may be held 
with varying degrees of confid ence. During periods of stable expect a tions, 
port fo lios are managed so that the outcome will be toler able regard less 
which state of nature rules. Most units tend to weigh heavily the avoid ance 
of disasters, such as a liquid ity crisis for the unit. Assets that offer protec tion 
against a liquid ity crisis or tempor ar ily disor gan ized asset markets would be 
part of a rational port fo lio under all circum stances. In addi tion a preferred 
market may exist for assets that obviate against capital losses. Thus liquid ity 
pref er ence is defined as a rational person’s demand for money as an asset; 
this leads to a determ in ate demand func tion for money for any value of 
higher-order uncer tainty.24

In addi tion to periods when the like li hood of various states of nature appears 
stable, there are troubled periods when the subject ive estim ates as to the like-
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li hood of various states of nature are held with much less confid ence. The 
risk-averter reac tion to a decline in confid ence is to attempt to increase the 
weight of assets that yield flex ib il ity in port fo lio choices, in other words, to 
increase the value not only of money but also of all assets that have broad, 
deep, and resi li ent markets. Any increase in uncer tainty shifts the liquid ity 
pref er ence func tion, and this shift can be quite marked and sudden.

Obviously, the reverse—a decrease in uncer tainty—can occur. If risk-
averters are domin ant, then an increase in uncer tainty is likely to be a rapid 
phenomenon, whereas a decrease will require a slow accre tion of confi   -
dence. There is no need for a loss in confid ence to proceed at the same pace 
as a gain in confid ence.

Rapid changes in desired port fo lios may be confron ted with short-period 
inelastic supplies of primary assets (real capital and govern ment liab il it ies). As 
a result, the relat ive prices of differ ent assets change. An increase in uncer tainty 
will see the price of inside assets—real capital and equit ies—fall relat ive to the 
price of outside assets—govern ment debt—and money; a decrease in uncer-
tainty will see the price of inside assets rise relat ive to that of outside assets.

The nominal money supply in our frac tional reserve banking system can 
be almost infin itely elastic. Any events that increase uncer tainty on the part 
of owners of real wealth will also increase uncer tainty of commer cial 
bankers. Unless prices of inside assets are pegged by the central bank, a 
sharp increase in uncer tainty will result in the price of inside assets falling 
relat ive to both money and the price of default-free or protec ted assets.

In a decent ral ized private-enterprise economy with private commer cial 
banks, we cannot expect the money supply to increase suffi ciently to offset 
the effects of a sharp increase in uncer tainty upon inside asset prices. 
Conversely, we cannot expect the money supply to fall suffi ciently to offset 
the effects of a sharp decrease in uncer tainty. We should expect the private, 
profit-maximizing, risk-averting commer cial banks to behave perversely, in 
that with a decrease in uncer tainty they are willing and eager to increase the 
money supply and with an increase in uncer tainty they act to contract the 
money supply.25

Portfolios must hold the exist ing stocks of private real assets, Treasury 
debt, and money. Even during an invest ment boom the annual incre ment to 
the stock of real capital is small relat ive to the total stock. However, in time 
the stock of repro du cible capital is infin itely elastic at the price of newly 
produced capital goods. Thus there is a ceiling to the price of a unit of the 
stock of real capital in the current market. This ceiling price allows for an 
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expec ted decline in the price of the stock to the price of the flow of newly 
produced units.

The current return on real capital collec ted in firms reflects the current 
func tion ing of the economy, whether prosper ity or depres sion rules. During 
an invest ment boom current returns are high. Because a ceiling on the price 
of units in the stock of capital is imposed by the cost of invest ment, a shift 
in the desired compos i tion of port fo lios toward a greater propor tion of real 
capital cannot lower very far the short-run yield on real capital valued at 
market price; in fact because of prosper ity and greater capa city util iz a tion 
this yield may increase. As the outside assets—Treasury debt and so forth—
are now less desir able than in other more uncer tain circum stances, their 
yield must rise toward equal ity with the yield on inside or real assets. To 
para phrase Keynes “… in a world without uncer tainty no one outside of a 
lunatic asylum …” will hold Treasury bills as a store of wealth unless their 
yield is the same as that on real assets.

As the impli cit yield on money is primar ily the value of the implied insur-
ance policy it embod ies, a decrease in uncer tainty lowers this impli cit yield 
and thus lowers the amount desired in port fo lios. As all money must be held, 
as bankers are eager to increase its supply, and as its nominal value cannot 
decline, the money price of other assets, in partic u lar real assets, must increase.

In a euphoric economy it is widely thought that past doubts about the 
future of the economy were based upon error. The beha vior of money  
and capital market interest rates during such a period is consist ent with a 
rapid conver gence of the yield upon default-free and default-possible assets. 
This conver gence takes place by a decline in the price of—the rise in the 
interest rate on—default-free assets relat ive to the price of—yield on—the 
economy’s under ly ing real capital.

In addi tion to default-free—govern ment debt plus gold—and default-
possible—real capital, private debts, equit ies—assets, there are protec ted 
assets. Protected assets in varying degrees and from various sources carry 
some protec tion against consequences that would follow from unfa vor able 
events. Typical examples of such assets are bonds and savings depos its.

The finan cial inter me di ar ies—includ ing banks as they emit money—
gener ate assets that are at least partially protec ted. A rise in inter me di ation 
and partic u larly a rise in bank money, even if the asset acquired by the bank 
carries default possib il it ies, may unbal ance port fo lios in favor of default-free 
assets. The ability of banking, through the creation of money, to stim u late an 
economy rests upon the belief that banks and the monet ary author it ies are 
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able to give such protec tion to their liab il it ies. The liab il it ies of other finan-
cial inter me di ar ies are protec ted, but not so much as bank money; thus their 
stim u lat ive effect, while not negli gible, is smaller. In a euphoric economy 
the value of such protec tion decreases, and these instru ments also fall in 
price relat ive to real assets or equit ies.26

To summar ize, the relat ive prices of assets are affected by port fo lio imbal-
ance that follows from chan ging views as to uncer tainty concern ing future 
states of the economy. A decrease in the uncer tainty will raise the price of 
units in the stock of real inside assets for any given supply of money, other 
outside assets, and assets that are in all or in part protec ted against the 
adverse beha vior of the economy; an increase in uncer tainty will lower these 
prices. For a given state of uncer tainty and stock of real capital assets, the 
greater the quant ity of money, other outside assets, and protec ted assets, the 
greater the price of units in the stock of real capital. Investment consists of 
produ cing substi tutes for items in the stock of real capital; the price of the 
units in the stock is the demand price for units to be produced. To the extent 
that the supply of invest ment responds posit ively to its demand price, the 
pace of invest ment flows from port fo lio imbal ance.

The invest ment process can be detailed as (1) the port fo lio balance rela-
tion that states the market price for capital assets as a func tion of the money 
supply (Figure 1), and (2) the invest ment supply func tion that states how 
much invest ment output will be produced at each market price for capital 
assets (Figure 2). It is assumed that the market price for capital assets is the 
demand price for invest ment output. The supply curve of invest ment output 
is posit ively sloped. At some posit ive price the output of invest ment goods 
becomes zero. The market price of capital assets as determ ined by port fo lio 
pref er ences is sens it ive to the state of expect a tions or to the degree of uncer-
tainty with respect to the future.27

In Figure 1, I have chosen to keep the stock of capital constant. Thus V  
PkK̄  M, where V is wealth, Pk is price level of capital, K̄ the fixed stock of 
capital, and M is outside money. As M increases, V increases because of both 
the rise in M and a rise in Pk. If M increases as manna from heaven, it would 
be appro pri ate for the consump tion func tion to include a W/Py vari able 
(Py is the price level of current output). This would, by today’s conven tions, 
add an upward drift ing consump tion func tion to the mech an ism by which 
a rise in M affects output.28

If C  f(Y) and Y  C  I, then the diagram determ ines income as a func tion 
of M.29
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It is impossible in this view to gener ate an invest ment func tion I  f(r) 
that is inde pend ent of the port fo lio adjust ments of the liquid ity pref er ence 
doctrine; invest ment is a spec u lat ive activ ity in a capit al ist economy that is 
only peri pher ally related to productiv ity.

Two phenom ena can be distin guished. If M remains fixed as capital is 
accu mu lated, a slow down ward drift of the Q(M, K̄ ) func tion (Figure 1) will 
take place. A rise in M is needed to main tain real asset prices in the face of 
the rise in the stock of real capital.30 Alternatively, if port fo lio pref er ences 

1 STOCK

2 FLOW

Figure 1 
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change, perhaps because of a change in uncer tainty, then, inde pend ently  
of the impact of real accu mu la tion, the Q(M, K̄ ) func tion will shift. It is 
the second type of shift that occu pies center stage in the Keynesian view  
of the world. This has been neglected in both monet ary and invest ment 
analysis.

At all times invest ment demand has to take into account the returns 
received during various expec ted states of the economy. As the result of a 
shock, the weight attached to depres sion returns may increase. As the dust 
settles there is gradual easing of the views on the like li hood of unfa vor able 
states of nature. The weight attached to liquid ity is decreased and a gradual 
increase of invest ment will take place.

Hopefully we know enough to supple ment invest ment by honor ary 
invest ments (Government spend ing) so that the expec ted returns from 
capital will not again reflect large-scale excess capa city. Nevertheless, if a 
shock takes place, some time elapses before its effects wear off. In these 
circum stances honor ary invest ment may have to carry the burden of main-
tain ing full employ ment for an exten ded period.

The essence of the argu ment is that invest ment activ ity may be viewed as 
an offshoot of port fo lio pref er ences, and that port fo lio pref er ences reflect 
the attempt by rational men to do well in a world with uncer tainty. Any 
shock to port fo lio pref er ences that leads to a sharp drop in invest ment 
results from exper i ences with port fo lios that have gone sour. On a large 
scale, port fo lios go sour in the after math of a finan cial crisis.

APPENDIX TO SECTION IV: A MODEL

The model can be written as follows:

(1) Y  C  I

(2) C  C(Y)

(3) I  I(PIS, 
–W)

(4) PK  L(M, K̄ )

(5) PI . D  PK



FINANCIAL INSTABILITY REVISITED: THE ECONOMICS OF DISASTER140

(6) PIS  PI  D

(7) MD  Ms

Ms (Money), K̄ (capital stock), and  –W (wages) are all exogen ous, PM 1.
Symbols have their usual meaning: we add PIS as the supply price of a unit 

of invest ment, PK as the market price of a unit of exist ing real or inside 
capital, and PI · D is the demand price of a unit of invest ment.

(3) 

(4) 

Equation 4 is unstable with respect to views as to uncer tainty; it shifts 
“down” whenever uncer tainty increases. This port fo lio balance equa tion 
(the liquid ity pref er ence func tion) yields a market price for the units in the 
stock of real capital for each quant ity of money.

Given W, I adjusts so that PIS  PK (equa tions 3, 5, and 6). Once I is given 
C and Y are then determ ined (equa tions 1 and 2). Nowhere in this model 
does either the interest rate or the productiv ity of capital appear. “Liquidity 
pref er ence” (equa tion 4) determ ines the market price of the stock of real 
assets. A shift in liquid ity pref er ence means a shift in equa tion 4, not a 
move ment along the func tion.

In the model, the tune is called by the market price of the stock of real 
capital. Given a cost curve for invest ment that has a posit ive price for zero 
output, it is possible for the demand price to fall below the price at which 
there will be an appre ciable produc tion of capital goods. Thus, the complete 
collapse of invest ment is possible.

Of course, productiv ity in the sense of the expec ted quasi-rents is almost 
always an element in the determ in a tion of the market price of a real asset or 
a collec tion of assets. However, this formu la tion minim izes the impact of 
productiv ity as it emphas izes that the liquid ity attrib ute of assets may at 
times be of greater signi fic ance in determ in ing their market price than their 
productiv ity. The perspect ive in this formu la tion is that of busi ness cycles, 
not of a full-employment steady state.

Productivity of capital takes the form of expec ted future earn ings (gross 
profits after taxes) of a collec tion of capital goods within a produ cing unit. 
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In any real world decision, the earn ings on specific items or collec tions of 
capital must be estim ated, and the hetero gen eity of the capital stock must be 
taken into account.

Once earn ings are estim ated, then given the current market price, a 
discount rate can be computed. That is, we have

(7) 

which states the arith metic rela tion that the value of the capital stock is of 
neces sity equal to the discoun ted value of some known stream of returns, 
Qi. If the current market determ ines Pk · K and if a set of Qi is estim ated, an 
interest rate can be computed. If it is wished, equa tion 4 can be suppressed 
by using equa tion 7, that is,

(4 ) 

If a trans ac tion demand for money is added, if the Qi are inter preted as a 
func tion of Y, if all ri are assumed equal, and if K is suppressed as being fixed 
in the short run then

(4 ) 

may be derived.
For the invest ment decision, we may assume that the future return of the 

incre ment to capital is the same as to the stock of capital. With the Qi known 
and assumed inde pend ent of the short-run pace of invest ment, then

(3 ) 

Thus given the fact that the supply price of invest ment rises with invest ment 
(constant W), greater invest ment is asso ci ated with a lower interest rate. 
That is,

(3 ) 

Both equa tions 4  and 3  are arith metic trans form a tions of 4 and 3. 
Equations 4 and 3 repres ent market phenom ena, whereas 4  and 3  are 
computed trans form a tions of market condi tions.
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For finan cial contracts such as bonds the Qi are stated in the contract. Even 
so the yield to matur ity is a computed number—the market number is the 
price of the bond.

When the interest rate is not computed, the invest ment decision and its 
rela tion to liquid ity pref er ence are viewed in a more natural way. Of course, 
for real capital the Qi reflects the productiv ity in the form of cash flows, 
current and expec ted. But the productiv ity of capital and invest ment affect 
present perform ance only after they are filtered through an eval u ation of the 
state of the irra tional, uncer tain world that is the posi tion ing vari able in the 
liquid ity pref er ence func tion. Productivity and thrift exist, but in a capit al ist 
economy their impact is always filtered by uncer tainty.

V. HOW DOES TIGHT MONEY WORK?

Tight money, defined as rising nominal interest rates asso ci ated with stricter 
other terms on contracts, may work to restrain demand in two ways.31 In the 
conven tional view tight money oper ates through ration ing demand by 
means of rising interest rates. Typically this has been repres en ted by move-
ments along a stable negat ively sloped demand curve for invest ment (and 
some forms of consump tion) that is drawn as a func tion of the interest rate. 
An altern at ive view that follows from the argu ment in Section IV envis ages 
tight money as indu cing a change in expect a tions, in the perceived uncer-
tainty, due to an episode such as a finan cial crisis or a period of finan cial 
strin gency. This within Figures 1 and 2 can be repres en ted by a down ward 
shift in the infin itely elastic demand curve for invest ment.

The way in which tight money oper ates depends upon the state of the 
economy. In a non-euphoric expand ing economy, where liab il ity struc tures 
are considered satis fact ory, monet ary restraint will likely operate by way of 
ration ing along a stable invest ment demand curve. In a booming euphoric 
economy, where high and rising prices of capital are asso ci ated with a will ing-
ness on the part of firms to “extend” their liab il ity struc tures and of finan cial 
inter me di ar ies to exper i ment with both their assets and their liab il it ies, tight 
money will be effect ive only if it brings such port fo lio, or finan cial struc ture, 
exper i ment a tion to a halt. A recon sid er a tion of the desirab il ity of finan cial 
exper i ment a tion will not take place without a trig ger ing event, and the reac-
tion can be both quick and disastrous. A euphoric boom is char ac ter ized by a 
stretch ing, or thin ning out, of liquid ity; the end of a boom occurs when 
desired liquid ity quickly becomes signi fic antly greater than actual liquid ity.



143FINANCIAL INSTABILITY REVISITED: THE ECONOMICS OF DISASTER

In a euphoric economy, with ever-increasing confid ence, there is an 
increase in the weights attached to the occur rence of states of nature favor-
able to the owning of larger stocks of real capital. Thus, an upward drift in 
the price of the real capital-money supply func tion occurs (Figure 1, p. 138).

This shift means that for all units both the expec ted flows of cash from 
oper a tions and the confid ence in these expect a tions are rising. Given these 
expect a tions, an enter prise assumes that with safety it can under take (1) to 
emit liab il it ies whose cash needs will be met by these now-confidently-
expected cash flows and (2) to under take projects with the expect a tion that 
the cash flows from oper a tions will be one of the sources of finance. In a 
euphoric economy the weight attached to the neces sity for cash reserves to 
ease strains due to unex pec ted short falls in cash flows is ever decreas ing.

In a lagless world—where all invest ment decisions are taken with a clean 
slate, so to speak—current invest ment spend ing is related to current expec-
t a tions and finan cial or money market condi tions. In world when today’s 
invest ment spend ing reflects past decisions, the needs for finan cing today 
can often be quite inelastic with respect to today’s finan cing condi tions: and 
today’s finan cing condi tions may have their major effect upon invest ment 
spend ing in the future. Thus, there exists a pattern of lags between money 
and capital market condi tions and invest ment spend ing condi tions. This  
lag pattern is not inde pend ent of economic events. A dramatic finan cial 
market event, in partic u lar a finan cial crisis or wide spread distress, can have 
a quick effect.

For units with outstand ing debts, tight money means that cash payment 
commit ments rise as posi tions are refin anced. This is true not only because 
interest rates are higher but also because other terms of the units’ borrow ing 
contracts are affected. In addi tion, if projects are under taken with the expec-
t a tion that they would be financed in part by cash gener ated by ongoing 
oper a tions, and if the avail able cash flows fall short of expect a tions—due 
perhaps to the increased cost of the refin anced inher ited debt—then a larger 
amount will need to be financed by debt or by the sale of finan cial assets. 
This means that the result ant balance sheet can be inferior to and the cash 
flow commit ments larger than the target envis aged when the project was 
under taken. Conversely, if gross profits rise faster than costs, so that a smaller-
than-expected portion of invest ment is financed by debt, the result ant 
balance sheet will be super ior to that expec ted when projec tions were made. 
In this way, invest ment may be retarded or accel er ated by cash flow and 
balance sheet consid er a tions.32
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Deposit finan cial insti tu tions are espe cially vulner able to tight money if 
their assets are of signi fic antly longer term than their debts; they are virtu-
ally refin an cing their posi tion daily by offer ing terms that are attract ive to 
their depos it ors. A rapid rise in their required cash flows due to interest 
costs may take place, which can lead to a sharp reduc tion in their net income.

Thus, during a euphoric expan sion the effects of tight money are more 
than offset for units holding real capital, whereas for other units, such as 
savings banks, tight money means a signi fic ant deteri or a tion in their finan-
cial posi tion whether meas ured by liquid ity or net worth.

In a euphoric economy the will ing ness to hold money or near money 
decreases. The observed tight ness of money—the rise in interest rates on 
near monies and other debts—is not neces sar ily caused by any undue 
constraint upon the rate of increase of the money supply; rather it reflects 
the rapid increase in the demand for finan cing. An attempt by the author it ies 
to sate the demand for finance by creat ing bank credit will lead to rapidly 
rising prices: infla tion ary expect a tions will add to the euphoria. Euphoric 
expect a tions will not be ended by a fall in income, as the strong invest ment 
demand that is calling the tune is insens it ive to the rise in finan cing terms.

In a euphoric economy char ac ter ized by an invest ment boom, cash 
payments become ever more closely artic u lated to cash receipts; the spec u-
lat ive stock of money and near monies is depleted. Two phenom ena follow 
from this closer artic u la tion. The size decreases of both the short fall in cash 
receipts and of the overrun in cash payments due to normal oper a tions, that 
will result in insuf fi cient cash on hand to meet payments decreases. The 
frequency with which refin an cing or asset sales are neces sary to meet 
payment commit ments increases. Units become more depend ent upon the 
normal func tion ing of various finan cial markets.

Under these emer ging circum stances there is a decrease in the size of the 
dislo ca tion that can cause serious finan cial diffi culties to a unit, and an 
increase in the like li hood that a unit in diffi culty will set other units in diffi-
culty. Also, even local or sectoral finan cial distress or market disrup tions may 
induce wide spread attempts to gain liquid ity by running off or selling out 
posi tions in real or finan cial assets (invent ory liquid a tion). This action in 
turn may depress incomes and market prices of real and finan cial assets. We 
may expect finan cial insti tu tions to react to such devel op ments by trying to 
clean up their balance sheets and to reverse the port fo lio changes entered 
into during the recent euphoric period. The simul tan eous attempt by finan-
cial insti tu tions, consumers, and firms to improve their balance sheets may 
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lead to a rupture of what had been normal as well as standby finan cing rela-
tions. As a result losses occur, and these, combined with the market disrup-
tions, induce a more conser vat ive view as to the desired liab il ity struc ture.

The view that, in condi tions of euphoria, tight money oper ates by causing 
a re-evaluation of the uncer tain ties carried by economic units is in marked 
contrast to the text book analysis of tight money seen as oper at ing by 
constrain ing expendit ures along a stable invest ment func tion. If an expan-
sion is taking place in the absence of a trans form a tion—by way of euphoric 
expect a tions—of preferred port fo lios and liab il ity struc tures then the 
system can operate by ration ing along a stable invest ment rela tion. Then 
tight money may lead to a decline in invest ment and a relax a tion of monet ary 
constraint may reverse this decline: conven tional monet ary policy can serve 
as an economic steer ing wheel.

But once the expan sion is asso ci ated with the trans form a tion of asset and 
liab il ity struc tures that have been iden ti fied as char ac ter istic of a euphoric 
economy, tight money will constrain demand only if it induces a shift either 
in the demand func tion for money or in the price func tion for capital goods. 
For this to happen the expan sion must continue long enough for balance 
sheets to be substan tially changed. Then some trig ger ing event that induces 
a recon sid er a tion of desired balance sheets must occur. A finan cial crisis or 
at least some signi fic ant amount of finan cial distress is needed to dampen 
the euphoria. The fear of finan cial failure must be cred ible in order to over-
come expect a tions built on a long record of success.

During an emer ging euphoric boom, the improve ment in expect a tions 
may over whelm rising interest rates. As a result of the revi sion of port fo lio 
stand ards, the supply of finance seems to be almost infin itely elastic at step-
wise rising rates. Typically, this “infin itely” elastic supply is asso ci ated with 
the emer gence of new finan cial instru ments and insti tu tions,33 such as the 
use of Federal funds to make posi tion, the explos ive growth of nego ti able 
CD’s, and the devel op ment of a second banking system. Under these circum-
stances, a central bank will see its restric tion of the rate of growth of the 
money supply or the reserve base over whelmed by the will ing ness of 
consumers, busi ness firms, and finan cial insti tu tions to decrease cash 
balances: increases in velo city over come restric tions in quant ity. The frus-
trated central bank can try to compensate for its lack of success in constrain ing 
expan sion by further decreas ing the rate of growth of the money supply, 
thus forcing a more rapid devel op ment of a tightly artic u lated cash posi tion. 
Such a further tight en ing will occur within a finan cial envir on ment that is 
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increas ingly vulner able to disrup tion. The trans ition will not be from 
too-rapid economic expan sion to stabil ity by way of a slow decel er a tion, 
but a rapid decline will follow a sharp braking of the expan sion.

With some form of a finan cial crisis likely to occur after a euphoric boom, 
it becomes diffi cult to prescribe the correct policy for a central bank. 
However, the central bank must be aware of this possib il ity and it must 
stand ready to act as a lender of last resort to the finan cial system as a whole 
if and when a break takes place. With the path of the economy inde pend ent 
in its gross terms of the rate of increase of the money supply and of the 
relat ive import ance of bank finan cing, the central bank might as well resist 
the tempta tion to further tighten its constraints if the initial extent of 
constraint does not work quickly. The central bank should sustain the rate of 
growth of the reserve base and the money supply at a rate consist ent with 
the long-term growth of the economy. This course should be adopted in the 
hope, however slight, that the rise in velo city—deteri or a tion of balance 
sheet phenom ena described earlier—will converge, by a slow decel er a tion 
of the euphoric expect a tions, to a sustain able steady state.

In partic u lar during a euphoric expan sion the central bank should resist 
the tempta tion to intro duce constrain ing direct controls on that part of the 
finan cial system most completely under its control—the commer cial banks. 
The central bank should recog nize that a euphoric expan sion will be a 
period of innov a tion and exper i ment a tion by both bank and nonbank finan-
cial insti tu tions. From the perspect ive of picking up the pieces, restor ing 
confid ence, and sustain ing the economy, the portion of the finan cial system 
that the central bank most clearly protects should be as large as possible. 
Instead of constrain ing commer cial banks by direct controls, the central 
bank should aim at sustain ing the relat ive import ance of commer cial banks 
even during a period of euphoric expan sion; in partic u lar, the commer cial 
banks should not be unduly constrained from enga ging in rate compet i tion 
for resources.

VI. THE THEORY OF FINAN CIAL STABIL ITY

In Section IV it was concluded that normal func tion ing requires that the 
price level, perhaps impli cit, of the stock of real capital assets be consist ent 
with the supply price of invest ment goods at the going-wage level. The 
euphoric boom occurs when port fo lio pref er ences change so that the price 
level of the stock rises relat ive to the wage level, causing an increase in the 
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output of invest ment goods. A sharp fall in the price level of the stock of real 
assets will lead to a marked decline in invest ment and thus in income: a deep 
depres sion can occur only if such a change in relat ive prices takes place.

Attributes of stabil ity

In the discus sion of uncer tainty, we iden ti fied one element that could lead 
to a sharp lower ing of the price level of the exist ing stock of capital. A sharp 
change in the desired compos i tion of assets in port fo lios—due to an evap-
or a tion of confid ence in views held previ ously as to the like li hood of various 
altern at ive possible state-dates of the economy—will lower the value of real 
assets relat ive to both the price level of current output and money. Such a 
revalu ation of the confid ence with which a set of expect a tions is held does 
not just happen.

The event that marks the change in port fo lio pref er ences is a period of 
finan cial crisis, distress, or strin gency (used as descript ive terms for differ ent 
degrees of finan cial diffi culty). However, a finan cial crisis—used as a generic 
term—is not an acci dental event, and not all finan cial struc tures are equally 
prone to finan cial instabil ity. Our interest now is in those attrib utes of the 
finan cial system that determ ine its stabil ity.

We are discuss ing a system that is not glob ally stable. The economy is best 
analyzed by assum ing that there exist more than one stable equi lib rium for 
the system. We are inter ested in the determ in ants of the domain of stabil ity 
around the various stable equi lib ria. Our ques tions are of the form : “What 
is the maximum displace ment that can take place and still have the system 
return to a partic u lar initial equi lib rium point?” and “Upon what does this 
‘maximum displace ment’ depend?”

The maximum shock that the finan cial system may absorb and still have 
the economy return to its initial equi lib rium depends upon the finan cial 
struc ture and the link ages between the finan cial struc ture and real income. 
Two types of shocks that can trigger large depress ive move ments of finan cial 
vari ables can be iden ti fied: one is a short fall of cash flows due to an overall 
drop in income, and the second is the distress of a unit due to “error” of 
manage ment. But not all reces sions trigger finan cial instabil ity and not every 
finan cial failure, even of large finan cial units, trig gers a finan cial panic or 
crisis. For not unusual events to trigger the unusual, the finan cial envir on-
ment within which the poten tial trig ger ing event occurs must have a suffi-
ciently small domain of stabil ity.
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The conten tion in this paper is that the domain of stabil ity of the finan cial 
system is mainly an endo gen ous phenomenon that depends upon liab il ity 
struc tures and insti tu tional arrange ments. The exogen ous elements in 
determ in ing the domain of finan cial stabil ity are the govern ment and central 
banking arrange ments: after mid-1966 it is clear that the exogen ous policy 
instru ment of deposit insur ance is a power ful offset to events with the 
poten tial for setting off a finan cial crisis.

There are two basic attrib utes of the finan cial system that determ ine the 
domain of stabil ity of the finan cial system: (1) the extent to which a close 
artic u la tion exists between the contrac tual and custom ary cash flows from a 
unit and its various cash receipts and (2) the weight in port fo lios of those 
assets that in almost all circum stances can be sold or pledged at well nigh 
their book or face value. A third element, not quite so basic, that determ ines 
vulner ab il ity to a finan cial crisis is the extent to which expect a tions of 
growth and of rising asset prices have affected current asset prices and the 
values at which such assets enter the finan cial system.34 The domain of 
stabil ity of the finan cial system is smaller the closer the artic u la tion of 
payments, the smaller the weight of protec ted assets, and the larger the 
extent to which asset prices reflect both growth expect a tions and real ized 
past appre ci ations. The evol u tion of these attrib utes of the finan cial struc ture 
over time will affect the size of the domain of stabil ity of the finan cial 
system. An hypo thesis of this, as well as the earlier present a tions of these 
ideas, is that when full employ ment is being sustained by private demand, 
the domain of stabil ity of the finan cial system decreases.

In addi tion to the impact of such full employ ment a euphoric economy 
with its demand-pull tight money will be accom pan ied by a rapid increase in 
the layer ing of finan cial oblig a tions, which also tends to decrease the domain 
of stabil ity. For as layer ing increases, the close ness with which payments are 
artic u lated to receipts increases and layer ing increases the ratio of inside 
assets to those assets whose nominal or book value will not be affected by 
system beha vior.35 A euphoric economy will typic ally be asso ci ated with a 
stock market boom and an increase in the propor tion of the value of finan cial 
assets that is sens it ive to a sharp revalu ation of expect a tions.

Even though a prolonged expan sion, domin ated by private demand, will 
bring about a trans form a tion of port fo lios and changes in asset struc tures 
condu cive to finan cial crises, the trans form a tions in port fo lios that take 
place under euphoric condi tions sharply accen tu ate such trends. It may be 
conjec tured that euphoria is a neces sary prelude to a finan cial crisis and that 
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euphoria is almost an inev it able result of the success ful func tion ing of an 
enter prise economy.

Thus, the theory of finan cial stabil ity takes into account two aspects of the 
beha vior of a capit al ist economy. The first is the evol u tion of the finan cial 
struc ture over a prolonged expan sion, which affects the nature of the 
primary assets, the extent of finan cial layer ing, and the evol u tion of finan cial 
insti tu tions and usages. The second consists of the finan cial impacts over a 
short period due to the exist ence of a highly optim istic, euphoric economy; 
the euphoric economy is a natural consequence of the economy doing well 
over a prolonged period. Over both the prolonged boom and the euphoric 
period port fo lio trans form a tions occur that decrease the domain of stabil ity 
of the finan cial system.

Financial instabil ity as a system char ac ter istic is compoun ded of two 
elements. How are units placed in finan cial distress and how does unit 
distress escal ate into a system wide crisis?

The “banking theory” for all units

It is desir able to analyze all economic units as if they were a bank—or at 
least a finan cial inter me di ary. The essen tial char ac ter istic of such a finan cial 
unit is that it finances a posi tion by emit ting liab il it ies. A finan cial insti tu tion 
does not expect to meet the commit ments stated in its liab il it ies by selling 
out its posi tion, or allow ing its port fo lio to run off. Rather, it expects to 
refin ance its posi tion by emit ting new debt. On the other hand every unit, 
includ ing banks and other finan cial units, has a normal func tion ing cash 
flow from oper a tions. The rela tion between the normal func tion ing cash 
flow and the refin an cing oppor tun it ies on the one hand and the commit-
ments embod ied in the liab il it ies on the other determ ine the condi tions 
under which the organ iz a tion can be placed in finan cial distress.

It is import ant for our purpose to look at all organ iz a tions from the  
defens ive view point: “What would it take to put the organ iz a tion in finan cial 
distress?”

Solvency and liquid ity constraints. All economic units have a balance sheet. 
Given the valu ation of assets and liab il it ies one may derive a net worth or 
owner’s equity for the unit. The condi tional maxim iz a tion of owner’s equity 
may be the prox im ate goal of busi ness manage ment—the condi tion 
reflect ing the need to protect some minimum owner’s equity under the 
most adverse contin gency as to the state of the economy.
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A unit is solvent—given a set of valu ation proced ures—when its net 
worth is posit ive.36 A unit is liquid when it can meet its payment commit-
ments. Solvency and liquid ity are two condi tions that all private economic 
organ iz a tions must always satisfy. Failure to satisfy either condi tion, or even 
coming close to failing, can lead to actions by others that affect profoundly 
the status of the organ iz a tion.

Even though text books may consider solvency and liquid ity as inde pend ent 
attrib utes, the two are inter re lated. First of all, the will ing ness to hold the 
debt of any organ iz a tion depends in part upon the protec tion to the debt 
holder embod ied in the unit’s net worth. A decline in net worth—perhaps 
the result of revalu ation of assets—can lead to a decreased will ing ness to hold 
debts of a unit and hence to diffi culties when it needs to refin ance a posi tion. 
A lack of liquid ity may result from what was initially a solvency problem.

Similarly, a net drain or outflow of cash from an organ iz a tion may lead to 
a need to do the unusual—to acquire cash by selling assets. If, because of the 
thin ness of the market, a sharp fall in the asset price occurs when such sales 
are essayed, then a sharp drop in net worth takes place, espe cially if the 
organ iz a tion is highly levered.

We can identify, there fore, three sources of a decline in the price level of 
the stock (capital), relat ive, of course, to the flow (income and invest ment). 
One is a rise in the weight attached to those possible states of the society 
that make it disad vant age ous to hold real assets and finan cial assets whose 
value is closely tied to that of real assets. The second is the fall in asset values 
due to a rise in the discount caused by uncer tainty. The third is a decline in 
asset values as the condi tions change under which a posi tion in these assets 
may be financed. In partic u lar, whenever the need to meet the cash payment 
commit ments stated by liab il it ies requires the selling out of a posi tion, there 
is the possib il ity of a sharp fall in the price of the posi tioned asset. Such a 
fall in asset prices trig gers a serious impact of finan cial markets upon 
demand for current output.

The need for cash for payments. Cash is needed for payments, which are related 
to finan cial as well as income trans ac tions. The layer ing of finan cial inter re-
la tions affects the total payments that must be made. To the extent that 
layer ing increases at a faster rate than income, over a prolonged boom, or in 
response to rising interest rates, or during a euphoric period, the payments/
income ratio will rise. The closer the artic u la tion by consumers and busi ness 
firms of income receipts with payments due to finan cial contracts, the 
greater the poten tial for finan cial crisis.
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Each money payment is a money receipt. As layer ing increases, the impor-
t ance of the unin ter rup ted flow of receipts increases. The inab il ity of one 
unit to meet its payment commit ments affects the ability of the would-be 
recip i ent unit to meet its payment commit ments.

Three payment types can be distin guished: income, balance sheet, and 
port fo lio, each of which can in turn be broken down into subclasses.37 
These payment types reflect the fact that economic units have incomes and 
manage port fo lios.

The liab il it ies in a port fo lio state the payment commit ments. These 
contrac tual payment commit ments can be separ ated into dated, demand, 
and contin gent commit ments. To each liab il ity some penalty is attached for 
not meeting the commit ment: and the payment commit ments quite natur-
ally fall into classes accord ing to the seri ous ness of the default penalty. In 
partic u lar, the payment commit ments that involve the pledging of collat eral 
are import ant—for they provide a direct and quick link between a decline 
in market value of assets and the need to make cash payments. That is, they 
are a type of contin gent payment commit ment that involves the supply of 
addi tional collat eral or cash whenever a market price falls below some 
thresh hold. This margin or collat eral main ten ance payment commit ment 
can be a source of consid er able disor gan iz a tion and can lead to sharp 
declines in asset prices.

Another aspect of balance sheet payment commit ments is the source of 
the cash that will be used to make the payments. Three sources can be distin-
guished: the flow due to the gener a tion of income; the flow due to the 
assets held in a port fo lio; and the flow due to trans ac tions in assets, either 
the emis sion of new liab il it ies or the sale of assets.

For each unit, or class of units, the trend in payment commit ments relat ive 
to actual or poten tial sources of cash gener ates the chan ging struc ture of 
finan cial inter re la tions. The basic empir ical hypo thesis is that over a 
prolonged expan sion—and in partic u lar during a euphoric period—the 
balance sheet commit ments to make payments increase faster than income 
receipts for private units (layer ing increases faster than income) and so total 
finan cial commit ments rise relat ive to income. In addi tion, during euphoric 
periods, port fo lio payments (trans ac tions in assets) increase relat ive to both 
income and finan cial trans ac tions. The meas ured rise in income velo city 
during an expan sion under es tim ates the increase in the payment load being 
carried by the money supply.38
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Modes of system beha vior

Three modes of system beha vior can be distin guished depend ing upon how  
ex post savings are in fact offset by ex post invest ment. The offsets to saving that 
we will consider are invest ment in real private capital and Government defi cits. 
For conveni ence, we will call real private capital inside assets and the accu mu-
lated total of Government defi cits outside assets. Thus, the consol i    dated change 
in net worth in an economy over a time period equals the change in the value 
of inside assets plus the change in the value of outside assets.

At any moment in time the total private net worth of the system equals 
the consol id ated value of outside plus inside assets. Assuming the value of 
outside assets is almost inde pend ent of system beha vior, the ratio of the 
value of outside to the value of total or inside assets in the consol id ated 
accounts is one gross measure of the finan cial struc ture.

The savings of any period are offset by outside and inside assets. The ratio 
of outside to inside assets in the current offset to savings as compared to the 
initial ratio of outside to inside assets will determ ine the finan cial bias of 
current income. If the Government deficit is a larger portion of the current 
offset to savings than it is of the initial wealth struc ture, then the period is 
biased toward outside assets; if it is smaller, the period is biased toward 
inside assets; if it is the same, then the period is neutral.

Over a protrac ted expan sion the bias in finan cial devel op ment is toward 
inside assets. This bias is compoun ded out of three elements: (1) Current 
savings are alloc ated to private invest ment rather than to Government defi-
cits; (2) capital gains raise the market price of the stock of inside assets; and 
(3) increases in interest rates lower the nominal value of outside, income-
earnings assets. Thus, the vulner ab il ity of port fo lios to declines in the market 
price of the constitu ent assets increases.39

In the long run, port fo lio balance has been main tained by cycles in the 
relat ive weights of primary assets accu mu lated: histor ic ally the port fo lio 
cycle centered around busi ness cycles of deep depres sions. However, to 
judge what is happen ing over time it is neces sary to eval u ate the signi fi  -
cance of changes in finan cial usages. The exist ence of effect ive deposit insur-
ance makes the inside assets owned by the banking system at least a bit 
outside. The same is true for all other Government under writ ings and 
endorse ments of private debt. Thus, with the growth of Government and 
Government agency contin gent liab il it ies even growth that is appar ently 
biased toward the emis sion of private liab il it ies may in fact be biased toward 
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outside assets. An attempt to enumer ate—and then eval u ate—the various 
Government endorse ments and under writ ings of various asset and finan cial 
markets in these terms is neces sary when estim at ing the poten tial of an 
economy for finan cial instabil ity.

Secondary markets

The domain of stabil ity of the system depends upon the ratio of the value of 
those assets whose market value is inde pend ent of system beha vior to the 
value of those assets whose market value reflects expec ted system beha vior. 
The value of a partic u lar asset can be inde pend ent of system beha vior either 
because its market is pegged or because the flow of payments that will be 
made does not depend upon system perform ance and its capital value is 
largely inde pend ent of finan cial market condi tions.

For second ary markets to be an effect ive determ in ant of system stabil ity, 
they must trans form an asset into a reli able source of cash for a unit whenever 
needed. This means that the second ary market must be a dealer market; in 
other words, there needs to be a set of posi tion takers who will buy sig   -
nific ant amounts for their own account and who sell out of their own stock 
of assets. Such posi tion takers must be financed. Presumably under normal 
func tion ing the posi tion taker is financed by borrow ing from banks, finan-
cial inter me di ar ies, and other private cash sources. However, a venture some, 
reli able posi tion taker must have adequate standby or emer gency finan cing 
sources. The earlier argu ment about refin an cing a posi tion applies with 
special force to any money market or finan cial market dealer.

The only source of refin an cing that can be truly inde pend ent of any 
epidem ics of confid ence or lack of confid ence in finan cial markets is the 
central bank. Thus if the set of protec ted assets is to be exten ded by the 
organ iz a tion of second ary markets, the stabil ity of the finan cial system will 
be best increased if the dealers in these second ary markets have guar an teed 
access to the central bank.

It might be highly desir able to have the normal func tion ing of the system 
encom pass dealer inter me di ar ies who finance a portion of their posi tion 
directly at the Federal Reserve discount window.

If a Federal Reserve peg existed in the market for some class of private 
liab il it ies, these liab il it ies would become guar an teed sources of cash at guar-
an teed prices. Such assets are at least in part outside, and they would increase 
the domain of stabil ity of the system for any struc ture of other liab il it ies.
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The exten sion of second ary markets to new classes of assets and the asso-
ci ated opening of the discount window to new finan cial inter me di ar ies may 
compensate at least in part—or may even more than compensate—for the 
changes in finan cial struc ture due to the domin ance of private invest ment 
in the offsets to saving during a prolonged boom.

Unit and system instabil ity

Financial vulner ab il ity exists when the toler ance of the finan cial system to 
shocks has been decreased due to three phenom ena that cumu late over a 
prolonged boom: (1) the growth of finan cial—balance sheet and port fo lio—
payments relat ive to income payments; (2) the decrease in the relat ive weight 
of outside and guar an teed assets in the total ity of finan cial asset values; and 
(3) the build ing into the finan cial struc ture of asset prices that reflect boom 
or euphoric expect a tions. The trig ger ing device in finan cial instabil ity may be 
the finan cial distress of a partic u lar unit.

In such a case, the initi at ing unit, after the event, will be adjudged guilty 
of poor manage ment. However, the poor manage ment of this unit, or even 
of many units, may not be the cause of system instabil ity. System instabil ity 
occurs when the finan cial struc ture is such that the impact of the initi at ing 
units upon other units will lead to other units being placed in diffi culty or 
becom ing tightly pressed.

One general system wide contrib ut ing factor to the devel op ment of a 
crisis will be a decline in income. A high finan cial commitment-income 
ratio seems to be a neces sary condi tion for finan cial instabil ity; a decline in 
national income would raise this ratio and would tend to put units in diffi-
culty. Attempts by units with shrunken income to meet their commit ments 
by selling assets adversely affects other initially quite liquid or solvent organ-
iz a tions and has a destabil iz ing impact upon finan cial markets. Thus, an 
explos ive process that involves declin ing asset prices and income flows may 
be set in motion.

The liab il it ies of banks and nonbank finan cial inter me di ar ies are 
considered by other units (1) as their reser voirs of cash for possible delays 
in income and finan cial receipts and (2) as an asset that will never depre-
ci ate in nominal value. Bank and finan cial inter me di ary failure has an impact 
upon many units—more units hold liab il it ies of these insti tu tions than hold 
liab il it ies of other private-sector organ iz a tions. In addi tion such fail ures, by 
calling into ques tion the sound ness of the asset struc ture of all units, tend to 
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modify all desired port fo lios. A key element in the escal a tion of finan cial 
distress to system wide instabil ity and crisis is the appear ance of finan cial 
distress among finan cial insti tu tions. Without the wide spread losses and 
changes in desired port fo lios that follow a disrup tion of the finan cial system, 
it is diffi cult for a finan cial crisis to occur. The devel op ment of effect ive 
central banking, which makes less likely a pass-through to other units of 
losses due to the failure of finan cial insti tu tions should decrease the like li-
hood of the occur rence of sweep ing finan cial instabil ity that has char ac ter-
ized history.

From this analysis of uncer tainty it appears that, even if effect ive action by 
the central bank aborts a full-scale finan cial crisis by sustain ing other wise 
insolv ent or illi quid organ iz a tions, the situ ation that made such abort ive 
activ ity neces sary will cause private liab il ity emit ters, finan cial inter me di-
ar ies, and the ulti mate holders of assets now to desire more conser vat ive 
balance sheet struc tures. The move ment toward more conser vat ive balance 
sheets will lead to a period of relat ive stag na tion.

The follow ing propos i tions seem to follow from the preced ing analysis:
1. The domain of stabil ity of the finan cial system is endo gen ous and 

decreases during a prolonged boom.
2. A neces sary condi tion for a deep depres sion is a prior finan cial crisis.
3. The central bank does have the power to abort a finan cial crisis.
4. Even if a finan cial crisis is aborted by central bank action, the tremor 

that goes through the system during the abor tion can lead to a reces sion 
that, while more severe than the mild reces sions that occur with finan cial 
stabil ity, can be expec ted never the less to be milder and signi fic antly shorter 
than the great depres sions that have been exper i enced in the past.40

IX. CENTRAL BANKING

The modern central bank has at least two facets: a part of the stabil iz a tion 
and growth-inducing appar atus of Government and the lender of last resort 
to all or part of the finan cial system. These two func tions can conflict.

For the United States, central bank func tions are decent ral ized among the 
Federal Reserve System, the various deposit insur ance and savings inter me-
di ary regu lat ory bodies, and the Treasury. The decent ral iz a tion of central 
banking func tions and respons ib il it ies makes it possible for “buck passing” 
to occur. One result of this decent ral iz a tion, along with the fact of usage and 
market evol u tion, is that there exists a peren nial problem of defin ing the 



FINANCIAL INSTABILITY REVISITED: THE ECONOMICS OF DISASTER156

scope and func tions of the various arms of the central bank. The beha vior of 
the various agen cies in mid-1966 indic ates that ad hoc arrange ments among 
the various agen cies can serve as the de facto central bank. However, even 
though central banking func tions are distrib uted among a number of organ-
iz a tions, the fact that the Federal Reserve System appears first among them 
should not be obscured. The Federal Reserve may have to make markets in 
the assets or liab il it ies of the other insti tu tions if they are to be able to carry 
out their assigned subroutines.

The Federal Reserve System under took, when the peg was removed from 
the Government bond market, to main tain orderly condi tions in this market. 
Maintaining orderly condi tions in a key asset market is an exten sion of the 
lender-of-last-resort func tions in that it is a prevent ive lender of last resort. 
“If we allow the now disorderly condi tions to persist, we will in fact have to 
be a lender of last resort” is the under ly ing ration al iz a tion behind such 
action. Maintaining orderly condi tions in some markets serves to protect 
posi tion takers in the instru ment traded in these markets. This protec tion of 
posi tion takers may be a neces sary ingredi ent for the devel op ment of effi-
cient finan cial markets.

The stabil izer and lender-of-last-resort func tions are most directly in 
conflict as a result of such efforts to main tain orderly condi tions. If 
constrain ing action, under taken to stabil ize income, threatens the solvency 
of finan cial insti tu tions, the central bank will be forced to back away from 
the policy of constraint.

If a finan cial crisis occurs, the central bank must abandon any policy of 
constraint. Presumably the central bank should inter vene before a collapse 
of market asset values that will lead to a serious depres sion. However, if it 
acts too soon and is too effect ive, there will be no appre ciable pause in the 
expan sion that made the policy of constraint neces sary.

I have already discussed one way in which tight money can cause finan-
cial instabil ity; that is, asset holders that are locked into assets bearing terms 
born in times of greater ease are forced into risky port fo lio decisions. In 
addi tion the very rise in interest rates, which meas ures tight money, induces 
substi tu tions in port fo lios that make finan cial instabil ity more likely. Thus, 
inter ven tion on grounds of lender of last resort and respons ib il it ies for 
main ten ance of orderly condi tions become more likely during such periods.

In exuber ant economic condi tions central banking has to determ ine, 
once distress appears, just how disorderly markets can become before the 
lender-of-last-resort func tions take over and domin ate its actions. Perhaps 
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the optimal way to handle a euphoric economy is to allow a crisis to 
develop—so that the port fo lios accept able under euphoric condi tions are 
found to be danger ous—but to act before any severe losses in market values, 
such as are asso ci ated with an actual crisis, take place. If monet ary condi-
tions are eased too soon, then no substan tial unlay er ing of balance sheets 
will be induced, and the total effect of monet ary actions might very well be 
to rein force the euphoric expan sion. If condi tions are eased after a crisis 
actu ally occurs—so that desired port fo lios have been revised to allow for 
more protec tion—but the effect ive exer cise of the lender-of-last-resort 
func tion prevents too great a fall in asset prices, then the euphoria will be 
termin ated and a more sustain able rela tion, in terms of invest ment demand, 
between the capital stock and desired capital will be estab lished.

If the lender-of-last-resort func tions are exer cised too late and too little, 
then the decline in asset prices will lead to a stag na tion of invest ment and a 
deeper and more protrac ted reces sion. Given that the error of easing too 
soon only delays the problem of constrain ing a euphoric situ ation, it may be 
that the best choice for monet ary policy really involves prevent ing those 
more severe losses in asset prices that lead to deep depres sions, rather than 
prevent ing any disorderly or near-crisis condi tions. If capit al ism reacts to 
past success by trying to explode, it may be that the only effect ive way to 
stabil ize the system, short of direct invest ment controls, is to allow minor 
finan cial crises to occur from time to time.

Note that the preced ing is inde pend ent of the policies mix. If, as seems 
evident, the tight money of 1965–66 was due more to a rapid rise in the 
demand for money than to a decline in the rate of growth of the supply of 
money, a greater monet ary ease combined with fiscal constraint would not 
have done the job. If we accept that a major expan sion ary element over this 
period was the invest ment boom and that the expendit ures attrib ut able to 
Vietnam only affected the degree, not the kind, of devel op ment, then an 
increased avail ab il ity of finance would have resul ted in increased invest ment 
and nominal income. A changed policy mix would have consti tuted further 
evid ence of a new era. Of course, the fiscal constraint could have been severe 
enough to cause such a large decline in private incomes that exist ing 
commit ments to make payments could not be met. A finan cial crisis or a 
close equi val ent may be induced by too severe an applic a tion of fiscal 
constraint as well as by undue monet ary constraint.

Within the Federal Reserve System, from the perspect ive of the main ten-
ance of finan cial stabil ity or at least the minim iz a tion of the impact upon 
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income and employ ment of instabil ity, a reversal may be in order of the 
trend that has led to the atten u ation of the discount window. If second ary 
markets are to grow as a way of gener at ing both liquid ity while the system 
is func tion ing normally and protec tion while the system is in diffi culty, 
then the dealers in these markets will need access to guar an teed refin an cing. 
The only truly believ able guar anty is that of the central bank.

However, a central bank’s promise to inter vene to main tain orderly condi-
tions in some market will be cred ible only if the central bank is already 
oper at ing in that market. If the central bank is not oper at ing in the market, 
then it will not have working rela tions with market parti cipants and it will 
not be receiv ing first-hand and continu ous inform a tion as to condi tions in 
the market; no regular chan nels that feed inform a tion about market condi-
tions will exist as now exist for the Government bond market. Thus, the 
Federal Reserve will need to be a normal func tion ing supplier of funds to 
the second ary markets it desires to promote.

At present, only a small portion of the total reserve base of banks is due 
to discount ing at the Federal Reserve System. Discounting can serve three 
func tions—a tempor ary offset to money market pres sures, a steady source 
of reserves, and the route for emer gency stabil iz a tion of prices. In order to 
set the ground for the Federal Reserve System to func tion effect ively in the 
event of a crisis that requires a lender of last resort, the Federal Reserve 
normally should be “dealing” or “discount ing” in a wide variety of asset 
markets. One way to do this is to encour age the emer gence of dealer 
second ary markets in various assets and to have the Federal Reserve supply 
some of the regular finan cing of the dealers. It might be that a much higher 
percent age of the bank’s cash assets than at present should result from 
discount ing, but the discount ing should be by market organ iz a tions rather 
than by banks.

Monetary and fiscal constraint may not be enough once the Keynesian 
lessons have been learned. The monetary-fiscal steer ing wheel had  
assumed a mech an istic determ in a tion of decisions that center around  
uncer tainty; the system’s doing well may so affect uncer tainty that an  
arsenal of stabil iz a tion weapons includ ing larger ration ing elements may  
be neces sary.

Let us assume the present arsenal of policy weapons and object ives. The 
policy object ives will be taken to mean that the high-level stag na tion of the 
1952–60 period does not consti tute an accept able perform ance. Under 
these condi tions, the lender-of-last-resort oblig a tions of the Federal Reserve, 
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redefined as allow ing local or minor finan cial crises to occur while sustain ing 
overall asset prices against large declines, become the most import ant 
dimen sion of Federal Reserve policy. The lender-of-last-resort respons ib il-
it ies become also the arena where human error may play a signi fic ant role 
in determ in ing the actual outcome of economic situ ations.

It is only in a taut, euphoric, and poten tially explos ive economy that there 
is much scope for error by the central bank. The import ance attached to 
human error under these circum stances is due to a system char ac ter istic—
the tend ency to explode—rather than to the fail ings of the Board of 
Governors.
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NOTES

1 For the chro no logy of mild and deep depres sion cycles see M. Friedman 
and A. J. Schwartz, “Money and Business Cycles.”

In that chro no logy all clearly deep depres sion cycles were asso ci ated with a 
finan cial crisis and all clearly mild depres sion cycles were not. Friedman and 
Schwartz choose to ignore this phenomenon, prefer ring a mono lithic explan a tion 
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for both 1929–33 and 1960–61. It seems better to posit that mild and deep depres-
sions are quite differ ent types of beasts and the differ ences in length and depth 
are due to the absence or occur rence of a finan cial panic. See H. P. Minsky, 
“Comment on Friedman and Schwartz’s ‘Money and Business Cycles.’”

 2 I. Fisher, “The Debt-Deflation Theory of Great Depressions.”
 3 See M. Friedman and A. J. Schwartz, A Monetary History of the United States 

1867–1960, pp. 309 and 310, foot note 9, for a rather start ling example of 
such reas on ing.

 4 H. P. Minsky, “Financial Crisis, Financial Systems, and the Performance of 
the Economy,” and “A Linear Model of Cyclical Growth.”

 5 The large and long contrac tion of 1929–33 can be inter preted as a succes-
sion of crises compound ing an initial disturb ance.

 6 Perhaps the finan cial history of 1966 can be inter preted as a test of the 
power of deposit insur ance to offset the destabil iz ing aspects of finan cial 
constraint.

 7 H. P. Minsky, “Financial Crisis, Financial Systems, and the Performance of 
the Economy,” pp. 326–70, where a number of “prim it ive” simu la tions are 
presen ted.

 8 J. Tobin, The Intellectual Revolution in U.S. Economic Policy Making.
 9 Investment by nonfarm, nonfin an cial corpor a tions, 1962–66:
 

Purchase of phys ical assets

Year Billions of dollars Growth rate (percent)

1962 44.7 –
1963 76.7  4.5
1964 53.5 14.6
1965 64.9 21.3
1966 79.8 21.6*

Source: Economic Report of the President, 1969, Table B73.

*The “crunch” of 1966 occurred in late August/early September; it put a damper on 
invest ment and the purchase of phys ical assets declined to $74.1 billion in 1967.

10 M. Kalecki, “The Principle of Increasing Risk.”
11 W. Fellner, “Average-Cost Pricing and the Theory of Uncertainty,” and 

“Monetary Policies and Hoarding in Periods of Stagnation,” and S. A. 
Ozga, Expectations in Economic Theory.

12 R. Turvey, “Does the Rate of Interest Rule the Roost?” J. M. Keynes, The 
General Theory of Employment, Interest and Money, Chapter 12.

13 Thus the disrup tion of the south ern California savings and loan mort gage 
markets in mid-1966 affected all present values and cash flow expect a tions 
in the economy.
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14 This becomes the rationale for a cash flow bank exam in a tion. The devi-
ation of actual from contrac tual cash flows depends upon the beha vior of 
the economy.

15 The Minsky-Bonen exper i ments in H. P. Minsky, “Financial Crisis, Financial 
Systems, and the Performance of the Economy,” were prim it ive attempts 
to do this.

16 This is the content of the alleged wage rigid ity assump tion of Keynesian 
theory. See H. G. Johnson, “The ‘General Theory’ after Twenty-five Years.”

17 I include the conven tional inter pret a tion of Keynes under the rubric of 
neoclas sical econom ics. This stand ard inter pret a tion, which “took off” 
from J. R. Hicks’ famous article—“Mr. Keynes and the ‘Classics,’ A 
Suggested Interpretation,” and which since has been entombed in stand ard 
works like G. Ackley, Macroeconomic Theory—is incon sist ent with Keynes’ 
own succinct and clear state ment of the content of the general theory in his 
rebut tal to Viner’s famous review (“Mr. Keynes on the Causes of 
Unemployment”). Keynes’ rebut tal appeared with the title “The General 
Theory of Employment” and emphas ized the domin ance of uncer tainty in 
the determ in a tion of port fo lios, the pricing of capital, and the pace of 
invest ment.

18 J. K. Galbraith in The Affluent Society and K. J. Arrow in “Uncertainty and the 
Welfare Economics of Medical Care” take the view that various labor and 
product market devi ations from compet it ive condi tions reflect the need to 
constrain the like li hood that undesir able “states” of the world will occur. 
This Galbraith-Arrow view of the optimal beha vior of firms and house holds 
seems to comple ment the view in Keynes’ rebut tal to Viner. See also K. J. 
Arrow, Aspects of the Theory of Risk Bearing, Lecture 2: “The Theory of Risk 
Aversion,” and Lecture 3: “Insurance, Risk and Resource Allocation.”

19 J. M. Keynes, “The General Theory of Employment,” pp. 209–23. The exact 
quota tion, in full, is: “Money, it is well known, serves two prin cipal 
purposes. By acting as a money of account it facil it ates exchange without it 
being neces sary that it should ever come into the picture as a substant ive 
object. In this respect it is a conveni ence which is devoid of signi fic ance or 
real influ ence. In the second place it is a store of wealth. So we are told 
without a smile on the face. But in the world of the clas sical economy, what 
an insane use to which to put it! For it is a recog nized char ac ter istic of 
money as a store of wealth that it is barren: whereas prac tic ally every other 
form of storing wealth yields some interest or profit. Why should anyone 
outside a lunatic asylum wish to use money as a store of wealth?” p. 215.

20 The doubts can take the form of uncer tainty as to what “inertia” should be 
attached: should it be attached to the level, the rate of change (velo city), or 
the rate of change of the rate of change (accel er a tion)?

21 If it is wished, to each outcome Qit a utility U(Qit) can be attached. The 
prob ab il ity and present value compu ta tion can be under taken with respect 
to util it ies. The risk-aversion char ac ter of a decision unit is repres en ted by 
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the curvature of the utility func tion. A change in confid ence can be depic ted 
by a change in curvature, decreased confid ence being indic ated by an 
increase in curvature. If pref er ence systems can be assumed to reflect 
exper i ence, then a long period without a deep depres sion will decrease the 
curvature and the occur rence of a finan cial crisis will increase the curvature 
of the pref er ence system. The psycho logy of uncer tainty and the social 
psycho logy of waves of optim ism and pess im ism are two points at which 
econom ists need guid ance from the relev ant sister social sciences. 
Throughout any discus sion of uncer tainty and of economic policy in the 
frame work of uncer tainty psycho lo gical assump tions must be made. At 
times the conclu sions depend in a crit ical manner upon the psycho lo gical 
assump tions.

22 Alternatively, the desired port fo lio object ive can be stated in terms of cash 
flows; this less conven tional view is examined in Section VI.

23 J. G. Gurley and E. Shaw, Money in a Theory of Finance.
24 See J. Tobin, “Liquidity Preference as Behavior Toward Risk,” pp. 65–68.
25 The stag nant state that follows a deep depres sion has been char ac ter ized 

by very low yields—high prices—on default-free assets. One inter pret a tion 
of the liquid ity trap is that it reflects the inab il ity to achieve a mean ing ful 
differ ence between the yields on real assets and on default-free assets by 
further lower ing of the yield on default-free assets. An equi val ent but more 
enlight en ing view of the liquid ity trap is that circum stances occur in which 
it is not possible by increas ing the stock of money to raise the price of the 
units in the stock of exist ing capital so as to induce invest ment. In these 
condi tions expan sion ary fiscal policy, espe cially govern ment spend ing, will 
increase the cash flows that units in the stock of real capital gener ate. In 
other wise stag nant condi tions this real ized improve ment in earn ings will 
tend to increase the relat ive price of inside capital, and thus help induce 
invest ment.

26 Incidentally, the phenomenon by which a decrease in the value of some 
protec tion affects observ able market prices also exists in the labor market. 
Civil servants and teach ers accept low money incomes relat ive to others 
with the same initial job oppor tun ity spec trum in exchange for secur ity; 
civil servants value secur ity more than others. In a euphoric, full employ-
ment economy the value of such civil servant secur ity dimin ishes. Hence 
in order to attract workers, their relat ive meas ured market wage will need 
to rise.

27 The invest ment argu ment builds upon R. W. Clower, “An Investigation into 
the Dynamics of Investment,” and J. G. Witte, Jr., “The Microfoundations  
of the Social Investment Function.” Both Clower and Witte emphas ize the 
determ in a tion of the price per unit of the stock as a func tion of exogen ously 
given interest rates: they are wedded to a productiv ity basis for the demand 
for real capital assets. The argu ment here emphas izes the port fo lio balance or 
spec u lat ive aspects of the demand for real capital assets. Thus, interest rates 
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are computed from the rela tion between expec ted flows and market prices, 
that is, the price of capital as a func tion of the money supply rela tion is the 
liquid ity pref er ence func tion.

28 Alternatively, the value of wealth can be kept constant; thus –V  PkK  M.
An increase in M is initially an “open market oper a tion” M  PkK. However, 
as port fo lios now hold more money and less capital goods, the price per 
unit of capital goods rises. Capital is expro pri ated so that W remains fixed. 
This is a pure port fo lio balance rela tion.

If, start ing from an initial posi tion, V0  Pk0 K0  M0, M is increased, then the 
Pk of the second variant would lie above that of the first variant. If M is 
decreased, the Pk of the second variant will lie below that of the first. The 
constant wealth variant cuts the constant private capital stock variant from 
below. I have assumed constant capital stock K in drawing Figure 1.

29 If we assume that the future expec ted returns from capital are known, then 
the equa tion Pk  Q(M, K̄ ) can be trans formed into r  Q(M, K̄ ). With every 
quant ity of M a differ ent price will be paid for the same future income stream; 
a larger quant ity of money will be asso ci ated with a higher market price of 
exist ing capital and thus a lower rate of return on the market value of capital. 
In a similar way, the invest ment rela tion can be turned into an I  I(r) rela tion-
ship. This requires the same inform a tion on expec ted returns as is used in 
trans form ing the port fo lio rela tion. In turn the I  I(r) and the r  Q(M) can 
be trans formed into I  Q(M). Because K̄ and not Y is an argu ment in the 
equa tion Pk  Q(M, K̄ ), the IS – LM construc tion is not obtained.

30 Underlying pref er ences need not be such that for Pk to remain constant 

; it may be that  or even . See Arrow, “Aspects of 

the Theory of Risk Bearing.” Friedman’s well-known result is that . 

See M. Friedman, “The Demand for Money: Some Theoretical and Empirical 
Results,” pp. 327–51.

31 “Tightness” of money refers to costs (includ ing contract terms) for finan-
cing activ ity by way of debt. High and rising interest rates plus more 
restrict ive other terms on contracts are evid ence of tight money. Tightness 
has nothing directly to do with the rate of change of the money supply or 
the money base or what you will. Only as these money supply phenom ena 
affect contract terms do they affect tight ness.

Nonprice ration ing by suppli ers of finance means that the other terms in 
finan cing contracts for some demanders increase markedly. The tight ness of 
money is not meas ured correctly when only one term in a contract, the interest 
rate, is considered.

32 For a more detailed analysis of how finan cial actu al it ies may relate to project 
decisions, see H. P. Minsky, “Financial Intermediation in the Money and 
Capital Markets.” See also E. Greenberg, “A Stock-Adjustment Investment 
Model.”
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33 H. P. Minsky, “Central Banking and Money Market Changes.”
34 Assets enter the finan cial system when they are used as collat eral for 

borrow ing. A newly built house enters the finan cial system through its 
mort gage, which is based upon its current produc tion costs. If the expec  -
ta tion takes over that house prices will rise hence forth at say 10 percent a 
year, the market value of exist ing houses will rise to reflect the expec ted 
capital gains. If mort gages are based upon purchase prices, once such a 
house turns over, the values in the port fo lios of finan cial insti tu tions reflect 
growth expect a tions. This happens with takeovers, mergers, conglom er-
ates, and so on. It is no acci dent that such corpor ate devel op ments are 
most frequent during euphoric periods.

35 The relev ant assets struc ture concept is outside assets as a ratio to the 
combined assets (or liab il it ies) of all private units, not the consol id ated  
assets.

36 The common valu ation proced ures take book or market value. For purposes 
of both manage ment and central bank decisions it would be better if valu-
ation proced ures were condi tional, that is, of the form: if the economy 
behaves as follows, then these assets would be worth as follows.

37 Income payments are those payments directly related to the produc tion of 
current income. Even though some labor costs are inde pend ent of current 
output, the data are such that all wage payments are in the income payments 
class. All of the “Leontief ” payments for purchased inputs are such income 
payments.

Balance sheet payments during a period are those payments that reflect past 
finan cial commit ments. Lease, interest, and repay ment of prin cipal are among 
balance sheet payments. For a finan cial inter me di ary either with draw als by 
depos it ors or loans to poli cy hold ers are balance sheet payments.

Portfolio payments are due to trans ac tions in real and finan cial assets.
Any payment may be of a differ ent class when viewed by the payor or the 

payee. To the produ cer of invest ment goods the receipts from the sale of the 
good is an income receipt; to the purchaser it is a port fo lio payment.

In addi tion to types, payments may be clas si fied by “from whom” and “to 
whom.”

If money consisted solely of depos it ors subject to check, then total payments 
would be the total debits to accounts and total receipts would be credits to 
accounts. Hence, it is the implic a tion for system stabil ity of total clear ings, 
where the finan cial foot ings are integ rated with the income foot ings, that is 
being examined.

38 In various places, I have tried to estim ate by proxies some of these  
rela tions. Empirical invest ig a tion of stabil ity could begin with a more  
thor ough and also an up-to-date exam in a tion of these payment rela tions. 
The rela tions mentioned in this section are discussed in detail in my  
paper, “Financial Crisis, Financial Systems, and the Performance of the 
Economy.”



FINANCIAL INSTABILITY REVISITED: THE ECONOMICS OF DISASTER166

39 This is, of course, an asser tion as to the facts, and the truth of these state-
ments can be tested. Perhaps with a govern ment sector that is 10 percent 
of GNP, such state ments are less true than with one that is 1 percent of 
GNP.

40 The above was written in the fall of 1966. If the crunch of 1966 is iden ti fied 
as an aborted finan cial crisis, then the events of 1966–67 can be inter-
preted as a partic u larly apt use of central bank and fiscal policy to first abort 
a finan cial crisis and then offset the subsequent decline in income. It is 
also evident from the exper i ence since 1966 that if a crisis and serious 
reces sion are aborted, the euphoria, now combined with infla tion ary 
expect a tions, may quickly take over again. It may be that, for the boom and 
infla tion ary expect a tions evident in 1969 to be broken, the possib il ity of a 
serious depres sion taking place again must become a cred ible threat. 
Given the exper i ence of the 1960s, it may also be true that the only way 
such a threat may be made cred ible is to have a serious depres sion.



7
CENTRAL BANKING AND MONEY 

MARKET CHANGES

I. INTRODUCTION

The ability of a central bank to achieve its object ives depends upon how its 
oper a tions affect the various elements that make up the money market. 
Hence, the effic acy of any partic u lar tech nique of monet ary policy depends 
upon the finan cial insti tu tions and usages that exist. If finan cial insti tu tions 
do not change signi fic antly, then, once the effic acy of the various central 
bank oper a tions is estab lished, finan cial insti tu tions can be ignored in discus-
sions of monet ary policy. However, if a period of rapid changes in the struc-
ture or in the mode of func tion ing of finan cial markets occurs, then the 
effic acy of central bank actions has to be re-examined.

Changes in finan cial insti tu tions and money-market usages are the result 
of either legis la tion or evol u tion. Legislated changes typic ally are the result 
of some real or imagined malfunc tion ing of the monetary-financial system 

The obser va tions upon which Part II of this paper is based were made while I was in New 
York City on a fellow ship sponsored by the Joint Committee on Education of the American 
Securities busi ness. I wish to thank J. Margolis, R. Miller, and R. Roosa for helpful comments 
and sugges tions.
 Reprinted from The Quarterly Journal of Economics, Vol. LXXI, No. 2, May 1957, by arrange ment 
with the publisher.



CENTRAL BANKING AND MONEY MARKET CHANGES168

and hence they usually are accom pan ied by discus sions of their impact. 
Evolutionary changes occur typic ally in response to some profit possib il it ies 
which exist in the money market. As the evolved changes often center around 
some tech nical detail of money-market beha vior and as they usually start on 
a small scale, their signi fic ance for monet ary policy is gener ally ignored at 
the time they first occur. Only if, at a later date, some malfunc tion ing of the 
finan cial system is imputed to such an evolved money-market insti tu tion 
will it be discussed, and then the discus sion usually occurs as a prelude  
to “correct ive” legis la tion. Awareness of the condi tions which induce insti-
tu tional changes in the money market and know ledge of the typical effects 
of such insti tu tional changes should enable the Federal Reserve or the  
legis lat ing author it ies either to take prevent ive meas ures or to be ready to 
minim ize the effects of a “crisis” when one occurs.

As evol u tion ary changes in finan cial insti tu tions and usages are the result 
of profit-seeking activ it ies, the expect a tion is that such finan cial changes 
will occur most frequently during periods of high or rising interest rates. 
Such rates are evid ence of a vigor ous demand for finan cing relat ive to the 
avail able supply. They act as a signal to money-market profes sion als to seek 
ways of using the avail able lending ability more effi ciently.1

Essentially, the rela tions upon which the monet ary author it ies base their 
oper a tions are predic ated upon the assump tion that a given set of insti tu-
tions and usages exists. If the oper a tions of the author it ies have side effects 
in that they induce changes in finan cial insti tu tions and usages, then the 
rela tions “shift.” As a result, the effects of monet ary oper a tions can be quite 
differ ent from those desired. To the extent that insti tu tional evol u tion is 
induced by high or rising interest rates, this would be partic u larly sig   -
nific ant when the central bank is enfor cing monet ary constraint in an effort 
to halt infla tion ary pres sures.2

In the recent past (1954 to date) short-term interest rates in the United 
States have been relat ively high and rising. During this period at least  
two changes in the American money market have occurred: the devel op-
ment and growth of the federal funds market; and the increase in the 
import ance of nonfin an cial corpor a tions in finan cing govern ment bond 
houses. In Section II these two evolved devel op ments are described and 
examined, in Section III the implic a tions of these partic u lar changes for 
Federal Reserve policy are taken up, and in Section IV the implic a tions for 
monet ary policy of the expect a tion that money-market insti tu tions will 
change are invest ig ated.
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II. TWO RECENT INSTI TU TIONAL CHANGES

A. The federal funds market

There is no single trading center where the full scope of the federal funds 
market can be observed. One broker age house in New York has for many 
years, however, played an import ant role in the market.3 The best possible 
view of the market, from any single vantage point, is prob ably that obtained 
by observing this firm’s oper a tions.

At the end of June, 1956, Garvin, Bantel and Company had some 79 
commer cial banks and 14 other finan cial insti tu tions as clients for trans-
actions in federal funds. Not all sales or loans of federal funds are cleared 
through the broker age facil it ies of this firm. A substan tial volume of trans ac-
tions occurs, for example, through the network of corres pond ent rela tions 
among banks, at times in the form of direct loans between banks. However, 
for the trans ac tions which do not pass through the work sheet of Garvin, 
Bantel and Company the rate is thought to be typic ally the same as that which 
emerges from the offer ings and bids brought together through their office.4

Reserves at the Federal Reserve Banks are the commod ity in which the 
federal funds market deals. The trans ac tion is an unse cured overnight loan 
between banks.5 Among New York City banks this is accom plished by an 
exchange of checks, the lending bank gives the borrow ing bank a draft on 
the Federal Reserve Bank, and the borrow ing bank gives the lending bank a 
check drawn on itself. As it takes one day for a check to clear, the borrow ing 
bank’s overnight balance at the Federal Reserve Bank is increased by this 
trans ac tion.6 For non-New York City banks, a tele graphic trans fer of reserve 
balances in one direc tion today is offset by a tele graphic trans fer of reserve 
balances in the oppos ite direc tion at the opening of the next busi ness day. 
These reserve balances can be and are freely trans ferred between Federal 
Reserve districts.7

Obviously a loan of federal funds decreases the reserve balance of the 
lending bank and increases the reserve balance of the borrow ing bank. 
During a period of negat ive free reserves,8 a bank which actively parti ci  -
pates in this market aims at not having excess reserves, over the aver aging 
period, greater than the unit of trans ac tions. Also a bank active in this market 
might not borrow from its Federal Reserve Bank unless there are no federal 
funds avail able. The benefit to the lending bank is obvious: it earns interest 
on what would have been an idle balance. The borrow ing bank bene fits in 
not having to borrow at its reserve bank. In contrast, for a bank not in the 
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federal funds market, a reserve defi ciency results in its either selling assets 
or borrow ing at the reserve bank, and any short-run excess of reserves 
remains on its books.

The interest rate on federal funds is never greater than the discount rate. 
During periods when there are size able negat ive free reserves, the federal 
funds rate usually is equal to the discount rate. Most banks average their 
reserves over the assigned period by build ing an excess reserve posi tion at 
the begin ning of the aver aging period and then allow ing reserve defi cits to 
accu mu late during the latter part of the period so that, as a result of the 
domin ance of the weekly report ing member banks in the federal funds 
market, a rate pattern has developed. During periods of size able negat ive 
free reserves, the federal funds rate is equal to the discount rate except, 
perhaps, on Wednesday when it often is lower than the discount rate. There 
is some evid ence that by midyear 1956 some banks were begin ning to play 
this interest rate pattern.

Of the 79 commer cial banks which actively parti cip ate in the federal 
funds market by using the facil it ies of Garvin, Bantel and Company for all or 
part of their federal funds trans ac tions, 24 are Central Reserve City Banks, 
39 are Reserve City Banks and 16 are Country Banks. Of course, the largest 
and most active group of banks using Garvin, Bantel and Company’s facil-
it ies are the 25 New York and Chicago banks.9 The large number of Reserve 
City and Country banks parti cip at ing is evid ence that the market is national.

The effect ive limit ing factor determ in ing whether or not a bank will take 
part in the federal funds market is the size of the bank. It does cost some-
thing to take part: the time of an officer, phone calls, etc. The broker charges 
1/16 of 1 percent “each way” to banks outside of New York City which do 
not use his facil it ies for stock and bond busi ness. As the loan is an overnight 
loan, the interest at 2¾ percent on one million dollars for one day is $76.389 
and the broker’s commis sion on a one million dollar loan (1/16 of 1 percent 
each way) is $3.472. As a result of such consid er a tions the unit of trading in 
midyear 1956 was around one-half million dollars, and each parti cip at ing 
bank was expec ted to deal in several units. Since the maximum allow able 
loan to any one borrower (exclud ing the federal govern ment) by a National 
Bank is 10 percent of the bank’s capital and surplus, no National Bank with 
less than five million dollars of capital accounts can parti cip ate. An exam in a-
tion of the balance sheets of banks shows this to be the case.10

In addi tion to the capital limit a tion, the broker expects each bank either 
to borrow or lend, with some regu lar ity, several such half-million dollar 
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units. Thus a parti cip at ing bank must often have a one or two million dollar 
excess or deficit reserve posi tion. Of the 79 banks listed by Garvin, Bantel 
and Company only 4 had less than $100 millions in depos its and another 
14 had depos its of between $100 and $200 millions. Six of these 18 smaller 
banks were in the New York metro pol itan area and 4 were in Chicago.

The exist ence of the federal funds market makes a given volume of 
reserves more effi cient in support ing depos its. If each bank deals with the 
Federal Reserve Bank on the basis of its own needs, then the excess reserves 
of some banks are not avail able to support depos its at deficit banks, which 
are forced either to borrow at the Federal Reserve Bank or to sell secur it ies. 
If a perfectly func tion ing federal funds market existed, no borrow ing from 
the Federal Reserve System would take place while there were excess reserves 
in any bank, and no bank would have excess reserves while some other bank 
was borrow ing.

As a result of the devel op ment of the federal funds market a basic change 
has taken place in the oper a tions of a part of the banking system. For a 
partici         pating bank it is not its own reserve posi tion which determ ines 
whether or not it will borrow at the Federal Reserve Bank, and no longer 
does borrow ing by a partic u lar bank imply that excess reserves are being 
gener ated in the system. To illus trate the argu ment, assume a 20 percent 
reserve require ment and Bank A to have a $10 million clear ing loss to Bank 
B, so that Bank A has a deficit and Bank B an excess of $8 millions in reserves. 
Without parti cip a tion by these banks in the federal funds market, Bank A 
would borrow $8 millions from its reserve bank and Bank B would make  
$8 millions of loans or invest ments: hence total demand depos its increase. 
However, if both Bank A and B parti cip ate in the federal funds market, then 
Bank A will borrow and Bank B will lend $8 millions through the market. If 
the market is tight, some resid ual deficit bank will end up borrow ing at the 
Federal Reserve: but it is the market situ ation rather than the beha vior of a 
partic u lar bank which leads to this borrow ing.11

B. The finan cing of govern ment bond houses: Sale and repur chase 
agree ments with nonfin an cial corpor a tions

In midyear 1956 sale and repur chase agree ments with nonfin an cial corpor a-
tions were a major source of funds for govern ment bond houses. Although the 
contract between the bond house and the nonfin an cial corpor a tion is ostens ibly 
a sale of govern ment debt instru ments with a tied repur chase agree ment,  
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in truth the trans ac tion is a collat eral loan callable both ways. The lending 
corpor a tion does not earn the interest accru als on the “purchased” debt instru-
ments, rather the corpor a tion earns a stated contrac tual interest rate.

In addi tion to these sales and repur chase agree ments with non-financial 
corpor a tions, govern ment bond houses can finance their invent ory (posi-
tion) by their own resources, by sales and repur chase agree ments with the 
Federal Reserve System (presum ably at the initi at ive of the open market 
commit tee), and by borrow ing at commer cial banks. The bond houses’ own 
resources can finance only a small portion of their invent or ies; there fore the 
beha vior of the bond houses and hence of the govern ment bond market 
depends upon the char ac ter ist ics of these differ ent sources of funds.

A call loan to a govern ment bond house, secured by govern ment debt, is 
in many ways a super ior asset to a Treasury bill. Hence, one would expect 
that the interest rate on sale and repur chase agree ments between govern-
ment bond houses and nonfin an cial corpor a tions would be lower than the 
rate on Treasury bills. This expect a tion is not borne out by the facts: the rate 
at which govern ment bond houses borrow from nonfin an cial corpor a tions 
is greater than the bill rate, although it is lower than the rate at which 
govern ment bond houses borrow from commer cial banks.12 Apparently, the 
rate charged by nonfin an cial corpor a tions is low enough so that the govern-
ment bond houses do not lose on carry ing issues with a higher yield than 
Treasury bills.

Sale and repur chase agree ments between govern ment bond houses and 
the Federal Reserve are almost always at the discount rate.13 As the initi at ive 
is with the Federal Reserve, such accom mod a tions are a priv ilege rather than 
a right of the govern ment bond houses.14 Hence, to the bond houses, such 
funds are unre li able and they will not make commit ments in the expect a tion 
that they will be accom mod ated at the Reserve Banks.15

The bond houses always have lines of credit open at the large commer cial 
banks: in fact these banks are the bond house’s “lender of last resort.” In 
midyear 1956 the interest rate charged bond houses by these commer cial 
banks ranged from 3¼ percent to 3½ percent. This was a “penal” rate as it 
was approx im ately 1 percent greater than the yield on Treasury bills and  
½ percent greater than the yield on other govern ment debt. In this situ ation, 
when govern ment bond houses financed their posi tion by borrow ing from 
banks, they would lose money on the carry. Hence by midyear 1956, govern-
ment bond houses did not finance their posi tion by borrow ing at commer-
cial banks unless they were forced to do so by the unavail ab il ity of other 
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funds. In contrast, during the easy money days, govern ment bond houses 
financed their posi tion by borrow ing at the giant commer cial banks, and 
the interest rate struc ture was such that they made money on the carry.

In midyear 1956, the interest rate pattern relev ant to the oper a tions of 
govern ment bond houses was (in order, begin ning with the lowest interest 
rates):

(1) Treasury bills
(2) sales and repur chase agree ments with nonfin an cial corpor a tions
(3) discount rate
(4) longer-term govern ment debt
(5) bank loans to govern ment bond houses (the lowest bank interest rate).

As the yield on Treasury bills was much lower than the interest rate charged 
bond houses by commer cial banks, there was consid er able pres sure for 
bond houses to use and develop altern at ive sources of funds.

Due to the inter mit tent pattern of tax, dividend, and interest payments, 
giant nonfin an cial corpor a tions have peri odic needs for large amounts of 
cash which they satisfy by accu mu lat ing “liquid ity” out of earn ings. Among 
the forms in which “liquid ity” can be held are:

(1) demand depos its
(2) Treasury bills
(3) sale and repur chase agree ments with govern ment bond dealers
(4) loans to sales finance compan ies.

As commer cial banks are forbid den to pay interest on demand depos its, 
such hold ings yield no income. Given the very easy money posi tion and the 
asso ci ated low short-term interest rates which ruled from 1935 to the early 
1950s, the holding of demand depos its did not mean any substan tial loss of 
income. The devel op ing higher interest rate pattern of the 1950s means that 
increas ingly the substan tial cash balances of nonfin an cial corpor a tions have 
been inves ted in short-term liquid assets. As a result of the ability and will-
ing ness of nonfin an cial corpor a tions to hold Treasury bills, the hold ings of 
Treasury bills by commer cial banks have decreased from $7.0 billions in 
1952 to $2.2 billions in 1956, as shown in Table 1.

On the other hand the hold ings of other investors (which include the 
nonfin an cial corpor a tions) have increased from $12.5 billions in 1952 to 
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$17.1 billions in 1956. The same trend is evident in the owner ship of 
market able secur it ies matur ing within one year (Table 2).

The nonfin an cial corpor a tions can also hold liquid ity in the form of sales 
and repur chase agree ments with govern ment bond houses and the paper of 
sales finance compan ies. The paper of sales finance compan ies earns a higher 
yield and can be tailor-made to suit the needs of the lender, but it is neither 
so liquid nor so respect able an asset for a nonfin an cial corpor a tion to hold 
as Treasury bills. Sales and repur chase agree ments between nonfin an cial 
corpor a tions and bond houses are very liquid and can be tailor-made. The 
agree ment does seem to be super ior to an outright purchase of Treasury 
bills by the corpor a tions, and it certainly is super ior to their outright 
purchase of longer term issues. As was stated earlier, by midyear 1956 such 
corpor a tion funds were, as far as could be judged, the major finan cing 
source for the govern ment bond houses.

Table 1 Ownership of Treasury Bills, 1952–19561 (in billions of dollars)

Date Total 
outstand ing

Held by

Commercial 
banks

Other investors (includes 
nonfin an cial corpor a tions)

Dec. 31, 1952 21.7 7.0 12.5
Dec. 31, 1953 19.5 4.4 11.4
Dec. 31, 1954 19.5 4.4 12.1
Dec. 31, 1955 22.3 3.6 16.0
June 30, 1956 20.8 2.2 17.1

1 Federal Reserve Bulletin: Table titled “Ownership of United States Government Marketable and 
Convertible Securities” (various issues).

Table 2 Ownership of Marketable Issues Maturing Within One Year, 1952–19561 (in billions 
of dollars)

Date Total 
outstand ing

Held by

Commercial 
banks

Other investors (includes 
nonfin an cial corpor a tions)

Dec. 31, 1952 57.0 17.0 23.5
Dec. 31, 1953 73.2 25.1 29.0
Dec. 31, 1954 62.8 15.7 26.3
Dec. 31, 1955 60.6 7.7 30.8
June 30, 1956 58.7 7.4 29.2

1 Federal Reserve Bulletin (various issues).
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Both devel op ments, the shift of short-term govern ment debt and of the 
finan cing of govern ment bond houses from commer cial banks to nonfin an-
cial corpor a tions, have freed bank resources to finance other activ it ies. As far 
as the ability of the banking system to finance expan sion is concerned, these 
devel op ments are equi val ent to an increase in bank reserves.

Expansion of the bond houses’ nonfin an cial corpor a tion sales and repur-
chase agree ments seems likely to occur. If nonfin an cial corpor a tions should 
find loans to bond houses prefer able to owner ship of Treasury bills, then the 
rates on Treasury bills would increase and the rate on sales and repur chase 
agree ments would decrease relat ive to other rates. The “fully developed” 
market would be in equi lib rium when the rate on sales and repur chase 
agree ments was frac tion ally lower than or equal to the bill rate. The discount 
rate would remain higher than the bill rate. In this event, the bond houses 
would be dealers.

What are the implic a tions of the market struc ture detailed above? Any 
with drawal of corpor a tion money will force the govern ment bond houses 
to borrow from commer cial banks. With the present interest rate pattern, 
this contin gency makes it risky for bond houses to take a posi tion. In addi-
tion if corpor ate funds are with drawn from bond houses because of 
economic condi tions, this will be asso ci ated with the sale or the running 
down of corpor a tion hold ings of Treasury bills. As govern ment bond houses 
are only guar an teed expens ive commer cial bank finan cing, they hesit ate to 
take a posi tion in a falling market. Hence, unless the Federal Reserve acts 
promptly to carry the bond houses or to buy Treasury bills, interest rates 
will rise rapidly. As the sale and running down of Treasury bills by nonfi     nan-
cial corpor a tions indic ates that they desire increased liquid ity (which could 
be asso ci ated with a down ward shift in the invest ment sched ule) such a rise 
in interest rates would occur at the “wrong” time. To coun ter act this, a 
money market which is based upon short-term lending by nonfin an cial 
insti tu tions requires a device which auto mat ic ally feeds reserves into the 
system when the lenders desire increased liquid ity, e.g., a mech an ism is 
needed which auto mat ic ally increases the quant ity of money to compensate 
for a decrease in the velo city of money; and vice versa.

There are other consid er able dangers in nonfin an cial corpor a tions finan-
cing the bond houses. Almost all govern ment bond houses deal in other types 
of paper as well. Once nonfin an cial corpor a tions are habitu ated to making 
“loans” with govern ment debt as collat eral, the possib il ity exists that collat er-
al ized loans using nongov ern ment paper will develop.16 Such a devel op ment 
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would entail greater possib il it ies of capital losses in a liquid ity crisis which, in 
turn, would affect the stabil ity of the nonfin an cial corpor a tions.

A seem ingly simple solu tion to the prob lems raised by nonfin an cial 
corpor a tions finan cing finan cial insti tu tions with their idle balances is to 
allow commer cial banks to pay interest on demand depos its. To elim in ate 
the “dangers” of banks compet ing for depos its, the rate could be tied to  
the discount rate. A rate struc ture in which large demand depos its pay  
about 1 percent less than the redis count rate (and there are a number of 
rates between the deposit and the redis count rate) seems to be more condu-
cive to finan cial stabil ity than the exist ing rate struc ture. However, such  
a rate struc ture requires either a much higher Treasury bill rate or a  
special source of finan cing for govern ment bond houses to replace the  
sale and repur chase agree ments with nonfin an cial corpor a tions. As the 
devel op ment of a special finan cing setup for bond houses could entail insti-
tu tional changes,17 the seem ingly simple solu tion to the prob lems raised 
by nonfin an cial corpor a tions finan cing bond houses has quite complex 
implic a tions.

III. IMPLICATIONS OF THESE CHANGES FOR MONET ARY POLICY

Two conclu sions stand out as a result of the insti tu tional changes described 
in the preced ing sections:

(1) a given volume of reserves now supports more depos its;
(2) a given volume of demand depos its now supports more bank loans to 

busi ness.

These changes which have increased the volume of busi ness activ ity that the 
banking system can finance have not resul ted from legis la tion or Federal 
Reserve policy. Rather they have been the result of reac tions to oppor tun it ies 
for profit in the money market.

Central bank constraint upon commer cial bank reserves during a period 
diagnosed as infla tion ary is due to a belief that any increase of bank loans 
would feed infla tion. Since at present rates the demand for loans is greater 
than the supply, these central bank constraints result in higher interest rates. 
The higher interest rates, in turn, induce insti tu tional changes in the money 
market which have the effect of increas ing lending ability. These insti tu-
tional changes may or may not lead to a suffi cient increase in finan cing 
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ability to effect the same increase in finan cing as would have occurred if 
there had been no central bank constraint.

Within a stable insti tu tional frame work, a rise in interest rates tends to 
make house holds and busi ness firms conserve their cash balances. As an 
increase in velo city increases loanable funds, it will at least in part offset  
the effects of a tight money policy; but, unless the economy is in a state of 
excess money supply of a liquid ity trap type, this offset will not be complete. 
This can be repres en ted as a posit ively sloped curve between velo city and 
the interest rate, and an increase in velo city repres ents a “perman ent” 
increase in lending ability. Hence, if the insti tu tional frame work is stable, a 
tight money policy will be effect ive and the interest rate will rise to whatever 
extent is neces sary in order to restrict the demand for finan cing to the essen-
tially inelastic supply.

However, the rise in interest rates feeds back upon the insti tu tional  
frame work. With rising interest rates the incent ives to find new ways  
to finance oper a tions and new substi tutes for cash assets increase. The  
money market is highly compet it ive and, as large returns are almost always 
avail able from some new way to play differ en tial interest rates, new ideas 
tend to get a hearing. Hence there is a favor able envir on ment for insti tu-
tional innov a tions. Since the signi fic ant insti tu tional innov a tions during  
a period of monet ary constraint will be those which tend to increase velo-
city, they can be repres en ted as shift ing the velocity-interest rate rela tion to 
the right.

The result ant velocity-interest rate rela tion is the sum of the effect of a 
change in interest rates within unchan ging insti tu tional arrange ments and 
the effects of changes in insti tu tions. While an insti tu tional innov a tion in 
the money market is working its way through the economy, the net effect is 
as if the velo city curve were infin itely elastic. The result ant velocity-interest 
rate rela tion is a step func tion, as in Figure 1. If I is the original velocity-
interest rate rela tion, a rise in the interest rate from the liquid ity trap rate r0 
to r1 will induce insti tu tional innov a tion I  which, in time, shifts the velocity-
interest rate rela tion to II. As a result at a constant interest rate, the amount 
of addi tional lending asso ci ated with a rise in velo city from a to b will be 
effected during the time that it takes the insti tu tional innov a tion to work its 
way through the economy. Of course, during this time, there may be 
short-run increases in the interest rate above r1, if the short-run demand for 
finan cing increases by more than the increase in finan cing impli cit in the 
rate at which the insti tu tional frame work is chan ging.18
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Whenever such an insti tu tional change in the money market is working 
its way through the economy, restrict ive monet ary policy, to be effect ive, 
must offset the rise in velo city by decreas ing the quant ity of reserves. Purely 
passive constraint which oper ates by not allow ing the quant ity of money to 
increase will not be effect ive in prevent ing infla tion. Therefore, unless the 
central bank acts strongly to decrease the money supply, monet ary policy 
has only a very limited domain of effect ive ness in controlling infla tion ary 
pres sures. The asser ted asym metry of monet ary policy (that it is effect ive in 
constrain ing an infla tion and inef fect ive in constrain ing a depres sion) is not 
true; monet ary policy is of very limited effect ive ness both in constrain ing 
an infla tion and in coun ter act ing a depres sion.

The reverse side of the coin to the increase in velo city is that every insti-
tu tional innov a tion which results in both new ways to finance busi ness and 
new substi tutes for cash assets decreases the liquid ity of the economy. That 
is, even though the amount of money does not change, the liquid ity of the 
community decreases when govern ment debt is replaced by private debt in 
the port fo lios of commer cial banks. Also, when nonfin an cial corpor a tions 
replace cash with govern ment bonds and then govern ment bonds with 

Figure 1 Institutional Changes and Velocity
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debts of bond houses, liquid ity decreases. Such a pyramiding of liquid assets 
implies that the risks to the economy increase, for insolv ency or even 
tempor ary illi quid ity of a key nonbank organ iz a tion can have a chain reac-
tion and affect the solvency or liquid ity of many organ iz a tions.

If, during a long prosper ity, monet ary policy is used to restrain infla tion, 
a number of such velocity-increasing and liquidity-decreasing money-
market innov a tions will take place.19 As a result, the decrease in liquid ity is 
compoun ded. In time, these compoun ded changes will result in an inher-
ently unstable money market so that a slight reversal of prosper ity can trigger 
a finan cial crisis.

IV. IMPLICATIONS OF THE EXPECT A TION THAT INSTI TU TIONS
WILL CHANGE

The argu ment thus far has shown that money-market insti tu tions do evolve, 
espe cially under condi tions asso ci ated with tight money, and that such 
devel op ments in the money market tend to coun ter act a tight money policy. 
As a result during a strong boom, interest rates will not rise very much for 
the supply of finan cing is, in fact, very elastic. Associated with the ability of 
the money market to finance an infla tion ary expan sion is a decline in the 
liquid ity of house holds and firms. To the extent that either the most liquid 
assets leave the banking system for the port fo lios of other finan cial insti tu-
tions or the debts of the newly grown and developed finan cial insti tu tions 
enter the port fo lios of banks, the liquid ity of the banking system declines.

Declining liquid ity of banks, house holds, and busi ness firms has two 
attrib utes. One is that the debt-net worth ratio rises. The other is that the 
vulner ab il ity of money-market assets to a fall in value increases. The two 
attrib utes of declin ing liquid ity rein force each other so that the chances of 
insolv ency and illi quid ity increase simul tan eously.

A major limit ing factor to the decline in the value of any asset is the  
terms or the price at which it will be monet ized by the central bank. However, 
the evol u tion ary changes in the money market result in both new kinds  
of assets and new kinds of finan cial insti tu tions. One view of the central 
banks’ money-market respons ib il it ies limits them to the main ten ance of the 
liquid ity of the banking system and orderly condi tions in the govern ment 
bond market. A central bank with such a view of its money-market respon    -
sib il it ies would not stabil ize the new assets either by purchas ing or 
discount ing them.20
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On a priori grounds neither the oper at ors in the money market nor the 
central bank author it ies know the limit a tions of new insti tu tions and paper. 
And, unfor tu nately, in a boom they are not partic u larly concerned with the 
possib il ity of a finan cial crisis. Hence the newly found profit oppor tun it ies 
will be exploited to such an extent that the money market becomes unstable. 
In an unstable market a slight devi ation from equi lib rium has wide spread 
reper cus sions. Hence, once the money market evolves into such an unstable 
situ ation, a finan cial crisis can be expec ted. The collapse of a portion of the 
finan cial market results in both a loss of net worth and of liquid ity by house-
holds, busi ness firms, and other finan cial insti tu tions. Even if the finan cial 
crisis is not gener al ized, economic units will revise their view and desire 
more liquid ity. A tend ency to use savings to liquid ate debt and hence to 
increase the ratio of net worth to debt will arise; this has a depress ing effect 
upon income. Thus the “shock” from the finan cial sector can create a situ-
ation which leads to a deep depres sion. The finan cing of an expan sion by 
increas ing velo city tends to create a situ ation in which both a finan cial crisis 
and a deep depres sion are possible.

The atti tudes of both central bankers and other members of the money 
market during a boom can be char ac ter ized as a version of the Maginot line 
mental ity. The defense against the imper fec tions of the finan cial mech an ism 
that was revealed in previ ous depres sions is now perfect, the money market 
is now working well, hence there is no need to worry.21 However, the insti-
tu tions of the money market are constantly chan ging and as a result of these 
insti tu tional innov a tions, the next finan cial crisis will never be just like  
the last one. What is required to coun ter act the effects of such evol u tion ary 
devel op ments is a broadened view of central bank respons ib il it ies and a 
clear recog ni tion that, in spite of correct ive steps, the money market will 
always stretch liquid ity to the break ing point during a boom.

To date the Federal Reserve System is a lender of last resort to a commer-
cial bank in distress. It is not a lender of last resort to the money market. In 
contrast, the clas sical Bank of England posi tion was as a lender of last resort 
to a finan cial inter me di ary, the discount houses, which, in terms of the 
paper avail able, deeply penet rated the British money market. A broad view 
of a central bank’s respons ib il it ies includes the main ten ance of the stabil ity 
of, and acting as a lender of last resort to, a broad segment of the finan cial 
market. Hence as new finan cial insti tu tions develop and as new types of 
paper appear on the money market, such insti tu tions and paper would not 
neces sar ily be ineligible for central bank aid in time of crisis. Hence the 
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central bank would prevent the wide spread loss of liquid ity result ing from 
a crisis in one segment of the market.22

A policy of monet ary constraint would still induce insti tu tional innov a-
tions which would result in stretch ing liquid ity. However even after the 
money market becomes unstable, the central bank, by monet iz ing the vulner-
able asset, can prevent wide spread reper cus sions from occur ring. After stabi   -
l iz a tion, if a money-market insti tu tion or usage is considered undesir able 
because it inev it ably leads to instabil ity, then it could be got rid of by legis-
lat ive or admin is trat ive meas ures.

That the effort by the central bank to control infla tion abets the devel op-
ment of unstable condi tions in the money market may seem to be a dismal 
conclu sion. Actually, it is too much to expect that a trivial set of oper a tions 
such as those labeled monet ary policy or fiscal policy will always succeed  
in main tain ing stabil ity in a dynamic economy. Institutional innov a tion is 
one aspect of a dynamic economy and money-market innov a tions occur in 
response to the needs of a growing economy. That these changes will tend 
to under mine the effect ive ness of stabil iz a tion policies is a byproduct of 
growth.

However, the role of the central bank is not really dimin ished by the 
recog ni tion of its inef fect ive ness in prevent ing infla tion as well as in stem-
ming defla tion. The central bank’s func tion is to act as a lender of last resort 
and there fore to limit the losses due to the finan cial crisis which follows 
from the instabil ity induced by the innov a tions during the boom. A combi-
n a tion of rapid central bank action to stabil ize finan cial markets and rapid 
fiscal policy action to increase community liquid ity will minim ize the 
reper cus sions of the crisis upon consump tion and invest ment expendit ures. 
Thus a deep depres sion can be avoided. The func tion of central banks there-
fore is not to stabil ize the economy so much as to act as a lender of last 
resort. This they are able to do.23

NOTES

1 “The basic func tion ing of finan cial insti tu tions is the mobil iz a tion of the 
finan cial resources of the economy in support of economic activ ity, and I 
suggest that when credit condi tions are tightened and the creation of new 
money through the banking system is restric ted, the finan cial machinery of 
the country auto mat ic ally begins to work in such a way as to mobil ize the 
exist ing supply of money more effect ively, thus permit ting it to do most of 
the work that would have been done by newly created money had credit 
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condi tions been easier” (Warren L. Smith, “On the Effectiveness of 
Monetary Policy,” American Economic Review XLVI [September 1956] : 601). 
Smith’s point that the more effect ive util iz a tion of a given monet ary supply 
coun ter acts, at least in part, tight credit condi tions is well taken. However, 
the asser tions that it auto mat ic ally begins to operate and that it occurs 
within an unchan ging insti tu tional frame work are, I believe, incor rect.

2 “Moreover, any rise in interest rates brought about perhaps by a combin a-
tion of restrict ive monet ary policy and accu mu lat ing debt creates the oppor-
tun it ies for non-bank inter me di ar ies to offer more expens ive attrac tions to 
cred it ors and hence to compete more actively with banks” (John G. Gurley 
and E. S. Shaw, “Financial Aspects of Economic Development,” American 
Economic Review XLV [September 1955]: 532). Gurley and Shaw deal with the 
evol u tion of finan cial insti tu tions in a growth context and hence they tend to 
take for granted the induce ments to, and the facts of, insti tu tional change.

3 I wish to thank George Garvin and Ralph de Paola of Garvin, Bantel and 
Company for their kind ness in explain ing their oper a tions to an academ i cian. 
The follow ing analysis of the char ac ter ist ics of their clients is based upon their 
work sheet. I wish to emphas ize that only the segment of the national market 
which relies upon the broker age facil it ies of that firm is described here. I alone 
am respons ible for the report ing and the inter pret a tion which follows.

For a good intro duc tion to the mech an ics of the federal funds market see 
Nadler, Heller, and Shipman, The Money Market and Its Institutions (New York: 
The Ronald Press, 1955).

4 A more compre hens ive survey of the entire market was reportedly under-
taken by a special commit tee of the Federal Reserve System some time in 
1956. Pending the comple tion of that study, which has been kept on a 
confid en tial basis up to the time of this writing, it is diffi cult to gener al ize 
with any certainty about the market as a whole.

5 At times, govern ment bond houses, as the result of a sale of bonds to the 
Federal Reserve System, will lend (sell) federal funds.

6 In comput ing reserve require ments, the depos its are taken as of the begin-
ning of a busi ness day whereas the reserves are calcu lated as of the close 
of the day.

7 When the discount rate is not the same in all districts, some banks will not 
lend reserves from low to high discount rate districts. Also some New York 
banks will not allow their federal funds to be loaned outside the New York 
district.

8 Free reserves are excess reserves minus borrow ings at the Federal Reserve 
Banks.

9 Because of the pecu liar Illinois unit banking law, some of the smal lest 
banks (ranked by depos its) which parti cip ate in the federal funds market 
are in Chicago.

10 Information about the banks listed on Garvin, Bantel and Company’s  
work sheet was obtained from Moody’s Bank and Financial Manual, 1956, 
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espe cially the table “The Three Hundred Largest Banks in the United 
States,” pp. a 22–23.

All of the data cited about partic u lar banks are as of December 31, 1955.
11 There are obvious simil ar it ies between the federal funds market and the 

clas sical London discount market and in partic u lar in the part played by 
Garvin, Bantel and Company and by Gurneys. See W. T. C. King, The History 
of the London Discount Market (London, 1936).

12 My own explan a tion is that the premium rate on sales and repur chase 
agree ments reflects both the newness of these agree ments and the risk 
due to the lack of a guar an tee that the bond houses can replace such call 
loans by tapping the Federal Reserve.

13 The author iz a tion, as of August 2, 1955, by the Open Market Committee for 
sales and repur chase agree ments between govern ment bond houses and 
the Federal Reserve System provides that: “In no event shall [they] be at a 
rate below whichever is the lower of (1) the discount rate of the Federal 
Reserve Bank on eligible commer cial paper, or (2) the average issuing rate 
on the most recent issue of three month Treasury bills, . . . ” However, this 
is with the “under stand ing that the author ity would be used spar ingly in 
enter ing into repur chase agree ments at rates below the discount rate” 
(Forty-Second Annual Report of the Board of Governors of the Federal Reserve 
System, pp. 102–3).

14 In July 1955, the Open Market Committee rejec ted a proposal to “. . . estab-
lish at the Federal Reserve Banks an open window for use in finan cing 
dealers at rates prefer ably above, but not lower than, the discount rate” 
(ibid., pp. 100–1).

15 Around the end of June 1956, the Federal Reserve “opened the window” by 
letting it be known that it was willing to enter in sale and repur chase agree-
ments with the govern ment bond houses. My inter pret a tion of this event is 
that at this time nonfin an cial corpor a tion funds were being with drawn 
from the govern ment bond houses due to tax needs, and, because June 
30th is a published balance sheet date for commer cial banks, the giant 
commer cial banks did not want to be forced into borrow ing from the 
Federal Reserve to finance the bond houses. This poten tially unstable 
market situ ation forced a shift in the initi at ive for repur chase agree ments 
from the Federal Reserve to the govern ment bond houses.

16 Sales finance corpor a tions do tap corpor ate cash balances. At present (late 
1956) the largest poten tial source of funds is such corpor ate balances, and 
if tight money contin ues I believe that new type finan cial insti tu tions will 
develop which would use these cash balances.

17 For example, the right to redis count could be with drawn from the giant 
commer cial banks, and, simul tan eously, the govern ment bond houses 
could be given the right to sale and repur chase agree ments. Such a British 
system would lead to a rate struc ture compat ible with commer cial banks 
paying interest on demand depos its.
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18 Actually a fall in the interest rate below r1 will usually not result in the end 
of the insti tu tion whose intro duc tion shifted the velo city rela tion; so that 
the effect ive velocity-interest rela tion is not infin itely elastic with respect to 
a fall in interest rates; the move ment from a to b is irre vers ible. Also the 
interest rate which induces the innov a tion may be higher than the rate 
neces sary to sustain the insti tu tional change so that the line a b  may be 
negat ively sloped rather than hori zontal. The rela tions among velo city 
curves are analog ous to the rela tions among an industry’s short-run and 
long-run supply curves, except ing that the price which will induce invest-
ment seems firmer than the price which will induce innov a tion.

Gurley and Shaw (op. cit.) in discuss ing nonbank ing sources of finan cing 
state that “Because money becomes a smaller share of total finan cial assets, 
velo city becomes a less reli able index of interest rates” (p. 533). They fail to 
distin guish between the velocity-interest rate rela tion with constant insti tu tions 
and the effect of high interest rates in indu cing money-market innov a tions.

19 “In the 1920s nonbank inter me di ar ies gained on banks at an espe cially 
rapid rate. The ratio of their assets to assets of banks rose from .77 in 1922 
to 1.14 in 1929” (Gurley and Shaw, op. cit., p. 533, note 19).

20 The asset (govern ment bonds) and the insti tu tion (commer cial banks) 
involved in the two money-market changes taken up in Section II will be 
stabil ized by the central bank. Hence no real finan cial instabil ity can result 
from these changes. However other, perhaps still poten tial, changes (for 
example, the devel op ment of tech niques by which “small” cash balances of 
corpor tions can be used to finance busi ness or, altern at ively, the finan cing 
of sales finance compan ies by corpor a tion funds) are not protec ted by the 
Federal Reserve.

21 In this connec tion note that if the great depres sion of the 1930s is imputed 
to the stock market boom of the 1920s which, in turn, is imputed to wide-
spread margin trading, the Federal Reserve today has control over margin 
trading. On the other hand, if stock market collat eral is very import ant in 
the finan cial struc ture, should not the central bank’s respons ib il ity include 
the main ten ance of its value?

22 Gurley and Shaw (op. cit., pp. 536–38) write Financial Control as an altern-
at ive (or adjunct) to Monetary Control. Essentially our perspect ives are the 
same except that Gurley and Shaw seem to hold hopes that finan cial 
control can aid in achiev ing stable growth; whereas I main tain that finan-
cial instabil ity in boom times is inev it able but that a prop erly designed and 
oper ated central bank can ameli or ate its effects. Essentially the differ ence 
is one of prob lems and intu itions.

23 This perspect ive on central bank abil it ies is not unlike that of L. W. Mints, 
Monetary Policy for a Competitive Society (New York, 1950) and H. Simons, 
“Rules Versus Authorities in Monetary Policy,” Journal of Political Economy 
XLIV (1936): 1–30.
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THE NEW USES OF  

MONETARY POWERS

INTRODUCTION

Over the past several years United States finan cial markets have exper i enced 
their most serious stresses and strains since the great depres sion of the 
1930s. These stresses and strains have been due to both domestic and inter-
na tional devel op ments. As a result market instru ments, insti tu tions, and 
usages have under gone marked changes, and the Federal Reserve System, as 
well as the other agen cies of the pecu li arly decent ral ized central bank of  
the United States, have respon ded by adjust ing their oper a tions: monet ary 
powers have been used in new ways.

Some of these new uses of monet ary powers will be discussed under two 
head ings:1 the guid ance of the evol u tion of finan cial markets and the 
manip u la tion of uncer tainty. As a result of these new uses, the domain of 
respons ib il ity of the Federal Reserve and the rela tion between it and other 
regu lat ory agen cies need to be reex amined.

Central banking has always been a major determ in ant of what is known 
with certainty, what is prob able, and what is purely conjec tural in finan cial 

Reprinted from the Nebraska Journal of Economics and Business, Vol. 8, No. 2, Spring 1969, by 
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markets. The evol u tion and devel op ment of central banking has not been 
solely a reac tion to an independently-evolving finan cial struc ture, but has 
been also a determ in ant of this evol u tion. A soph ist ic ated central bank has 
always cast a “wider net” than any narrow legis lated or contrac tural respon-
  s ib il it ies. Thus it can be claimed that these new uses are not really new. The 
context, however, is new: monet ary policy oper a tions are now being under-
taken in a world where active monet ary and fiscal policy is used to “fine 
tune” the economy and where there is a wide accept ance of the view that 
this can be accom plished. As a result monet ary policy is being carried out 
without the constraints upon finan cial posi tions and exper i ment a tion with 
new finan cial market usages that might result from prospects of serious 
busi ness depres sions. That is, fear of the prover bial income and employ ment 
“rainy day” is atten u ated, and with this atten u ation the emphasis on assets 
to protect against rainy days has decreased.2

Whenever central banks under take to main tain orderly condi tions in finan-
cial markets or to be the lenders of last resort, they act upon “confid ence” and 
thus uncer tainty; they try to dimin ish this uncer tainty by assur ing that partic-
u lar adverse market condi tions cannot happen. The new use of central bank 
powers as they affect uncer tainty is a form of finan cial brinks man ship. The 
central bank acts so that the range of “possible” market condi tions increases: 
in partic u lar, market condi tions which both gener ate losses and disrupt 
finan cial chan nels are permit ted to develop. That is, instead of acting as an 
insurer (substi tut ing certainty for uncer tainty) central banking has taken on 
some aspects of a casino (substi tut ing uncer tainty for certainty).3

In this paper refer ence is made to the credit crunch of 1966.4 The “crunch” 
was a mini ature finan cial panic. Effective action by the Federal Reserve and the 
other finan cial author it ies preven ted the escal a tion of the crunch into a full-
fledged money market panic. Nevertheless, the crunch did bring a pause to a 
runaway invest ment boom and it did induce some (perhaps trans it ory) 
conser vat ism into port fo lios. In retro spect, the crunch was the result of the 
way in which monet ary policy func tioned during the expan sion of 1960–66. 
Whether “crunches” should be part of the arsenal of the Federal Reserve, to 
be induced in appro pri ate condi tions, is a ques tion that needs exam in a tion.

THE GUID ANCE OF THE EVOL U TION OF FINAN CIAL MARKETS

Two aspects of the evol u tion of the finan cial system during the continu ing 
expan sion of the 1960s will be discussed. First, the role of certi fic ates of 
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deposit in putting pres sure on depos it ory savings inter me di ar ies (savings 
and loan asso ci ations and mutual savings banks) and in constrain ing the 
Federal Reserve System, espe cially in the period leading up to the crunch of 
1966, will be examined. Then the rapid growth in the volume of commer-
cial paper outstanding since midyear 1966 and the asso ci ated changes in 
bank and bank customer rela tions will be considered. These devel op ments 
pose a threat to the “gimmick” used to help ease the pres sures on savings 
inter me di ar ies in 1966 and may require some modi fic a tions in Federal 
Reserve tech nique.

The major thrust of the argu ment that follows is that the Federal Reserve 
should use its monet ary powers to guide the evol u tion of finan cial markets 
in direc tions that are compat ible with finan cial stabil ity in the longer run 
rather than impro vise controls that put out fires but which allow the under-
ly ing market situ ation to remain unchanged.

During the crunch of 1966 inter re la tions among various elements in the 
finan cial system became constraints upon policy. The rise in interest rates on 
certi fic ates of deposit, combined with the emer gence of retail certi fic ates of 
deposit, posed a threat to the viab il ity of savings and loan asso ci ations and 
mutual savings banks. The mort gage made stand ard by the reform legis la-
tion of the 1930s was an effect ive constraint upon the use of high interest 
rates to ration finance for invest ment.

The finan cial system is a complex set of link ages. Feedbacks from one 
market to another are numer ous. The market for certi fic ates of deposit, since 
its emer gence in the early 1960s, has always threatened to trigger a run of 
depos it ors from savings insti tu tions. The inad equate second ary market and 
the paucity of price supports for mort gages mean that savings and loan asso-
ci ations and mutual savings banks are always in danger of capital losses 
when they collect ively need to sell out a part of their posi tion. The only 
mean ing ful protec tion for such insti tu tions is to prevent a run-off of their 
deposit liab il it ies, i.e., to refin ance rather than sell out their posi tion. To do 
this, however, they must meet market compet i tion day by day; the threat of 
a run, now called “discrim in a tion,” is always present. Thus, one effect ive 
constraint upon Federal Reserve policies is the need to main tain interest 
rates on secure assets avail able to house holds in the neigh bor hood of the 
rates which savings and loan asso ci ations and mutual savings banks can 
afford to pay.

These savings organ iz a tions are heavily inves ted in long-term mortg ages 
which reflect historic interest rates. Even though the expec ted life of a  
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mort gage is shorter than its contrac tual life, the assets of savings organ iz a-
tions reflect the relat ively distant past of the system to a far greater extent 
than those of commer cial banks. Thus, as long as the fully amort ized fixed-
interest-rate mort gage is the stand ard, an effect ive constraint upon the use 
of interest rate increases to restrain invest ment demand is the need to keep 
current interest rates in touch with historic interest rates.

Of course, we do not revalue the assets (of savings and loan asso ci ations, 
mutual savings banks, and insur ance compan ies) every time interest rates rise 
and price their mort gages at market rather than at par. Even though savings 
insti tu tions may be tech nic ally insolv ent, a fiction of solvency is main tained by 
valuing assets at par. If the return on assets is less than the cost of doing busi-
ness, includ ing the cost of retain ing depos its, then, even though the organ iz a-
tion can be made to look solvent, its net worth will be decreas ing as a result of 
these running losses. Given the thin equity posi tion of savings organ iz a tions, 
such oper at ing losses cannot be long sustained. Thus the Federal Reserve 
System is constrained by the struc ture of finan cial markets and cannot allow 
too great a rise in interest rates on retail depos its to take place.

A substi tu tion of fully amort ized, long-run, variable-interest-rate mort-
gages for the present fixed-interest-rate mort gages is neces sary if rapid and 
substan tial increases in long-term interest rates are to be consist ent with the 
integ rity of savings insti tu tions. For the Federal Reserve to be free to adopt 
policies which lead to sharp increases in long-term rates, it needs to guide 
the evol u tion of mort gages in the direc tion of the adop tion of vari able 
interest rates. This could be accom plished by making variable-interest-rate 
mort gages eligible for discount, by making the paper of dealers in such 
mort gages eligible for discount, or by extend ing Federal insur ance only to 
such mort gages. The polit ical diffi culties of moving the special ized govern-
ment agen cies to adopt such an altern at ive conven tion for mort gages is an 
argu ment against the present decent ral ized central bank struc ture.5

In the mini-crisis of 1966, the various author it ies did not face up to the 
flaw in the finan cial system due to the stand ard mort gage. When commer-
cial bank compet i tion for retail-size time depos its threatened the liquid ity 
and solvency of savings insti tu tions, the author it ies sought and obtained 
from the Congress the right to set interest rate ceil ings that discrim in ate  
by the size of the deposit at all insured deposit insti tu tions. As a result of  
this “gimmick” a pattern has emerged in which rates on retail time depos its 
are set at levels that protect the integ rity of savings insti tu tions, whereas 
whole sale time deposit rates are compet it ive with open market rates 
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(Treasury bills and commer cial paper rates). Whenever market rates rise, the 
author it ies must choose between a run on commer cial banks or raising the 
ceiling rate on whole sale certi fic ates of deposit.

Each increase in the rate on whole sale certi fic ates of deposit or market 
instru ments raises the possible gain from arbit rage between the retail and 
whole sale time money markets. In unit banking states in midyear 1968, 
whole sale certi fic ates of deposit were profi t able invest ments for neigh bor-
hood banks with retail time depos its. New inter me di ar ies and new instru-
ments that skirt the regu la tions are obvious market reac tions to such gaps. 
There is nothing sacred to the lower limit of $100,000 for a whole sale 
trans ac tion. This possib il ity of new inter me di ar ies and new instru ments is 
partic u larly inter est ing when the recent rapid growth in the value of 
commer cial paper outstand ing is taken into account since commer cial paper 
seems to be an obvious vehicle for such arbit rage.

At the time of the crunch, commer cial banks and the Federal Reserve had 
at best a vague idea of the total amount of outstand ing lines of credit, partly 
because credit lines were often impli cit and the most common way in which 
poten tial borrow ers earned lines of credit, was by keeping deposit balances. 
A “large” depos itor assumed he was buying the avail ab il ity of credit, and in 
the near-crisis of 1966 both bankers and depos it ors found this informal 
deposit balance conven tion embar rass ing.

The crunch taught many firms that commer cial banks were not always 
reli able sources of finan cing. Perhaps as a result, the past two years have 
witnessed an explos ive growth of the value of commer cial paper outstand ing. 
Its growth rate over the period midyear 1966 to early 1968 was in excess of 
40% per year, as the total amount outstand ing rose from $10 billion in 
January 1966, to $19 billion in the spring of 1968.

At present the commer cial paper market is a whole sale market—the 
special ist dealers in commer cial paper are among the most substan tial of the 
Wall Street houses—and the typical instru ment is so large that the differ ence 
between bid and asked is minute. Once again a large gap between open-
market rates and rates avail able to retail time money is an invit a tion to arbi-
 t rage which could lead to a “run” on savings inter me di ar ies. In addi tion to 
this danger, however, the growth of the commer cial paper market has been 
asso ci ated with the devel op ment of a new rela tion ship between banks and 
some of their large custom ers.

Over the past two years a rapid increase in contrac tual lines of credit paid 
for by an agreed-upon fee (say ¼% or ½% of the line), rather than by a 
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deposit, has taken place. For those firms that combine such contrac tual lines 
of credit with short-term finan cing by way of the commer cial paper market, 
the commer cial banking system is now the lender of last resort rather than 
the initial supplier of credit.

As a result the finan cial inter me di ary dealer in commer cial paper is of 
increas ing import ance in finan cing busi ness. The prob lems of how such 
dealers finance their posi tion, whether a second ary market in commer cial 
paper exists (or should be encour aged), and whether these dealers should 
have guar an teed refin an cing rights are key prob lems relat ing to the evol u-
tion of the finan cial system that the Federal Reserve must face. The choice is 
how to guide market devel op ments: whether to exped ite the growth, to do 
nothing unless circum stances force some action, or to try to prevent any 
further growth.

The Federal Reserve could exped ite the growth of the commer cial paper 
market by making dealers in such paper eligible for accom mod a tion at the 
discount window. It could create a barrier to these devel op ments by 
requir ing commer cial banks to hold reserves against unused portions of 
contrac tual lines of credit, thus making it more expens ive to use the banking 
system as a “resid ual” lender.

Decisions by the author it ies whether to support, oppose, or do nothing 
with respect to the evol u tion of a finan cial market need to be based on a 
view as to how finan cial markets can best exped ite economic effi ciency, 
growth, and stabil ity. It is appar ent from the exper i ence of 1966 that policies 
adopted when a partic u lar stabil ity crisis is at hand may succeed in achiev ing 
a short-term resol u tion of the crisis while leaving market condi tions that 
can breed further diffi culties. Whereas segreg at ing markets may have been 
an effect ive way of protect ing savings inter me di ar ies against an imme di ate 
run, savings inter me di ar ies remain vulner able to rising interest rates as long 
as the basic mort gage remains unchanged and the avail ab il ity of interest  
rate increases, or policies that lead to sharp increases in interest rates, are 
restric ted.

Similarly, the combin a tion of a much larger commer cial paper market and 
contrac tual loan commit ments can lead to a large increase in draw ings from 
lines of credit whenever the Federal Reserve attempts a restrict ive monet ary 
policy. Banks, under these condi tions, would either hold larger amounts of 
those short-term assets whose market is protec ted by the Federal Reserve or 
would tend to use the discount window more liber ally than in recent years. 
In either case Federal Reserve restrict ive policy would not effect ively 
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constrain the growth of bank reserves but would change the source and  
the price of reserves. If this is the way in which the money market is to 
evolve, then an evol u tion of all finan cial insti tu tions and markets so that 
their stabil ity is consist ent with greater fluc tu ations in interest rates is in 
order. Once again the nature of the stand ard mort gage acts as a constraint. It 
seems that recent changes in money and finan cial markets are decreas ing 
the avail ab il ity of monet ary policy as a tech nique for restrain ing undue 
expan sion.

THE MANIP U LA TION OF UNCER TAINTY

The stand ard text book model that shows how monet ary and fiscal policy 
can be traded off to gener ate a desired level of income does not allow for 
anything as fragile as uncer tainty, as the term will be used here. Ideas about 
uncer tainty will be developed within the specific context of the usages and 
oper a tions of finan cial insti tu tions and markets.6

Financial insti tu tions are organ iz a tions which take a posi tion in finan cial 
assets by emit ting their own finan cial liab il it ies. The contracts they own and 
have emitted state commit ments to pay cash on demand, at a partic u lar date, 
or in the case some state of nature or event occurs. Thus, for each port fo lio 
there is a cash flow to and a cash flow from, over every time horizon, that is 
expli citly stated in the contracts. The actual cash flows over every time 
horizon, however, depend on the way in which demand and contin gent 
clauses in the contracts are exer cised, and thus on the way in which outside 
economic and finan cial market condi tions affect the organ iz a tion. For each 
contract there is some prob ab il ity (subject ive) that the terms of the contract 
will not be honored. Thus there is a range of net cash flows with posit ive 
and negat ive values to this organ iz a tion, with some prob ab il ity assigned to 
each net cash flow.

In addi tion to the cash flows gener ated by the terms of contracts, cash 
flows can also be gener ated by buying and selling contracts in markets, 
includ ing the sale of newly created contracts. Sales or purchases of assets to 
acquire or get rid of cash are called “position-making activ it ies” if a short 
horizon determ ines the action, or “invest ment” if a longer horizon guides 
the activ ity. For each deficit or excess due to cash flows, some sales or 
purchases to make posi tion will occur. When the market is func tion ing 
normally, the capital expos ure from position-making activ ity is slight. The 
danger, which can result in signi fic ant losses, is that when a unit wants to 



THE NEW USES OF MONETARY POWERS192

make posi tion by selling some partic u lar asset, the relev ant market is not 
func tion ing normally.

Thus, in addi tion to the frequency distri bu tion of expec ted short falls and 
excesses of the cash flows to a unit, there is another type of uncer tainty that 
exists in finan cial markets. This uncer tainty relates to the state of the various 
money markets at the date a unit wants to make posi tion by oper at ing in 
those markets.

Note that an unfa vor able state of a market does not mean simply that the 
selling unit has to make large price conces sions. Each time a unit sells an 
asset some other unit takes the asset into posi tion. The purchas ing unit is 
accept ing some capital expos ure when this is done. If the poten tial 
purchas ing unit’s capital is already encumbered, as happens in a falling 
market, and if it believes the risk of losses is suffi ciently great because of 
market disor gan iz a tion, it will not take the posi tion. In periods of rapidly 
rising interest rates, quoted prices of Treasury bills and other short-term 
secur it ies always reflect trans ac tion prices, but for longer-term secur it ies 
quoted prices do not reflect any signi fic ant volume of trans ac tions. In addi-
tion, the trans ac tions that do take place in longer-term secur it ies often carry 
condi tions with them. The stated price can under state the true cost of 
making posi tion by oper at ing in these markets.

Rosa, in his funda mental paper on the avail ab il ity doctrine, discussed  
the uncer tainty intro duced into the finan cial system when the “peg” was 
with drawn from interest rates at the end of World War II.7 This discus sion 
was concen trated on the market for govern ment secur it ies, and largely on 
the Treasury bill market. Even after the “peg” was with drawn these markets 
were protec ted by the Federal Reserve’s commit ment to prevent disorderly 
condi tions. Therefore, while reluct ance could be induced by small losses, 
large losses, which could force a reex am in a tion of desired port fo lios by all 
units, were not avail able as an instru ment of policy.

Once Federal funds, certi fic ates of depos its, and even muni cipal secur it ies 
replaced govern ment secur it ies as position-making instru ments, banks and 
other money market organ iz a tions became depend ent upon the beha vior of 
markets whose normal func tion ing was not guar an teed by the Federal 
Reserve. Under these circum stances it is possible that markets would not be 
working smoothly when needed. Thus the uncer tainty of the 1960s and that 
to which Rosa referred are really quite differ ent beasts.

As all units can be thought of as finan cial units, the cash flows to and the 
cash flows from income-producing units also can be analyzed by compar ing 
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contrac tual commit ments to pay cash with cash flows from oper a tions. The 
problem is always how much of an expec ted cash flow to a unit, given 
expec ted vari ab il ity of the cash flow, will be hypo thec ated or pledged by 
issuing partic u lar types of liab il it ies. A protrac ted period of rising prosper ity, 
during which the economy is func tion ing ever more success fully, breeds a 
view in ordin ary busi ness corpor a tions and finan cial insti tu tions which 
allows them to raise their short-term payment commit ments as a ratio, for 
example, to their expec ted cash flows from oper a tions. A process of substi-
tut ing one asset for another or of finan cing posi tions with liab il it ies that 
require a greater cash flow from the organ iz a tion relat ive to the cash flows 
to the organ iz a tion takes place. The simul tan eous stretch ing of liquid ity 
posi tions by corpor a tions and by finan cial insti tu tions is a char ac ter istic of 
a boom economy.8

If the Federal Reserve is confron ted with such port fo lio shifts as a major 
source of the expan sion of credit by the finan cial system, it cannot, by its 
ordin ary quant it at ive controls, force a quick reduc tion of credit expan sion. 
Although in the long run, taking the good and the bad, it may be true that 
owned reserves are a good prox im ate determ in ant of the money supply and 
credit, it is also true that in the short run the rela tion ship is not at all precise.

The weak ness of quant it at ive controls during a period when velocity-
increasing port fo lio changes are major sources of invest ment finan cing is 
reen forced by the exist ence of a network of credit lines, expli cit and impli cit. 
This makes the loans of any partic u lar date the result of prior and continu ing 
busi ness rela tions. In an expan sion powered by an invest ment boom the 
Federal Reserve as well as the major money market banks seem to lose 
control over the volume of loans.

The liab il ity struc ture that is accept able to ordin ary corpor a tions and  
the asset and liab il ity struc ture that is accept able to finan cial insti tu tions 
reflect both a view about the vari ab il ity of the cash flows that result from 
income produc tion, and the belief that, if the neces sity arises, posi tion 
making, by the sale of some assets or the emis sion of liab il it ies, will take 
place without any great sacri fice. Confidence in the normal func tion ing of 
finan cial markets and in the capa city of the system to main tain high-level 
income leads to an expan sion which is not closely artic u lated to increases in 
the quant ity of money. Increasing will ing ness to take risks under lies an 
expan sion which is heavily financed by port fo lio trans form a tions.

In such circum stances, the Federal Reserve has one way to restrain the 
expan sion. This is to make the desired liab il ity and asset struc tures more 
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conser vat ive by rein tro du cing uncer tainty. One way to do this is to have 
fluc tu ations in income and employ ment, i.e., by allow ing depres sions and 
reces sions. Presumably this path is no longer open. Another way to engender 
uncer tainty is to raise doubts that finan cial markets will func tion normally 
when the insti tu tion wants to use those markets. Thus disrupt ing finan cial 
markets may be a neces sary tool of monet ary policy.

The period leading up to the crunch saw the devel op ment of a wide 
spread between position-making rates such as the Federal funds rate and the 
discount rate. Obviously the barrier to borrow ing at the Federal Reserve 
Banks was a tight admin is tra tion of the discount window. The doctrine of 
not borrow ing for profits was trans formed into a doctrine of not borrow ing 
except with the acqui es cence of the managers of the discount window.  
The tradi tional central banking doctrine of an infin itely elastic supply of 
reserves, by discount ing eligible paper at a penal rate, was never fully applic-
able in the United States, because the eligible paper gener ally carried rates 
greater than the discount rate. The discount rate, never the less, was a penal 
rate to the extent that it was a more expens ive way of making psoition than 
by using money market instru ments. The rates of interest that are relev ant to 
profi t ab il ity of borrow ing at the discount rate are not the rate on the paper 
pledged in the commer cial loan tradi tion but the rates of interest on Treasury 
bills, in the Federal funds market, or in other position-making money 
markets.

In a tightly admin istered discount market, eligib il ity to discount becomes 
a matter of discre tion. Such a discre tion ary discount window does not act as 
an auto matic safety valve when money market tight ness is abruptly induced 
by the Federal Reserve. Thus, when the Federal Reserve finally decreased the 
rate of increase in reserves during 1966, the rise of open-market rates above 
the ceiling rate on certi fic ates of deposit resul ted in a “run” on commer cial 
banks, as certi fic ates of depos its matured. Due to the growth of collat er al-
ized depos its and the decrease in govern ment secur ity hold ings in general, 
banks were not able to make posi tion by dealing in Treasury debt. During 
July and August they began to make posi tion by decreas ing their hold ings of 
muni cipals, and the fall in muni cipal prices led to signi fic ant losses.

The combin a tion of a tightly admin istered discount window, a sharp fall 
in the rate of growth of reserves, a rise in loan demand due to prior commit-
ments to busi ness organ iz a tions, and the attempt by commer cial banks to 
make posi tion by selling muni cipals resul ted in disor gan ized condi tions in 
position-making finan cial markets. While commer cial banks were making 
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price conces sions in an effort to acquire liquid ity, the Federal Reserve main-
tained its policy of tightly admin is ter ing the window. With the break down 
in normal position-making activ ity, what has been described as near panic 
condi tions appeared on the market. Everyone was certain that the Federal 
Reserve would do some thing to save the situ ation, but the ques tion was 
when, and after what price had been paid. The Federal Reserve finally 
stepped in about September 1 and opened the window to banks that had 
been “good.” In partic u lar, the window was opened to the pledging of 
muni cipal secur it ies. This had the dual effect of stabil iz ing a market where 
prices had fallen precip it ously and increas ing liquid ity by extend ing eli    -
gibil ity to a new class of paper.

CONCLUSION: THE DOMAIN OF THE FEDERAL RESERVE SYSTEM

The events of 1966 can be inter preted as the use of policy instru ments to 
gener ate a near crisis, the object ive being to break an invest ment boom by 
making “liquid ity” valu able again. Because of the “fortu it ous” escal a tion in 
Vietnam, no cumu lat ive decline in invest ment and income took place. 
Because of the large size of the Federal govern ment relat ive to the economy, 
a cumu lat ive decline leading to a great depres sion is much less likely under 
any circum stances other than a finan cial crisis accom pan ied by a substan tial 
reduc tion in the size of the Federal sector.

Given the large size of the Federal govern ment and the unavail ab il ity of a 
substan tial decline in income as a restrain ing factor in port fo lios, the 
economy is poised, not on a knife edge but on a volcano. The danger is that 
an invest ment explo sion financed by port fo lio trans form a tion will take 
place. To constrain such devel op ments the Federal Reserve must operate so 
as to make liquid ity valu able; this it can do by gener at ing crunches, or 
allow ing them to occur from time to time.

The exist ence of a ceiling rate on certi fic ates of deposit means that the Federal 
Reserve can always induce a run on commer cial banks. It can do this by not 
increas ing certi fic ate of deposit ceiling rates when rates on compet ing market 
instru ments rise so that certi fic ates of deposit are not attract ive. In addi tion, the 
exist ence of other finan cial insti tu tions and other markets means that the major 
impact of a rising interest rate pattern may not be at the commer cial banks; in 
1966 the savings inter me di ar ies bore a great deal of the pres sure.

As a result of the events of the 1960s, it is now clearer than ever that the 
domain of respons ib il ity of the Federal Reserve System extends beyond the 
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set of member banks. Even though the special ized deposit insur ance and 
regu lat ing agen cies exist, the Federal Reserve remains the ulti mate repos-
it ory of liquid ity and the other organ iz a tions require Federal Reserve 
cooper a tion if they are to carry out their respons ib il it ies. Ultimately, the 
Federal Reserve is respons ible for the normal func tion ing of the entire 
finan cial system.

This exten ded domain of respons ib il ity is of greater signi fic ance if the 
gener a tion of crunches is accep ted as a method of apply ing Federal Reserve 
author ity. In our complex inter de pend ent finan cial system we cannot 
pinpoint where the rupture of usual finan cial prac tices will occur after the 
sharp applic a tion of finan cial restraint. The crunch tech nique first imposes 
losses and fears of great losses through out the economy and then, by  
prompt Federal Reserve action, prevents any cumu lat ive defla tion ary  
pres sures from taking place. For the Federal Reserve to be able to operate  
in this way it needs to be able to pinpoint its lender-of-last-resort  
func tion, presum ably by opening the discount window to the appro pri ate 
assets. Thus a reor gan iz a tion of the struc ture of central banking so that  
the Federal Reserve is in contact with a wider array of markets and insti tu-
tions may be in order, perhaps by opening and regu lar iz ing the discount 
window.9

The devel op ments in commer cial banking and corpor ate finan cial tech-
niques which have resul ted in closer cash manage ment, growth of the 
commer cial loan market, and greater rise of contrac tual lines of credit may 
mean that commer cial banks will need ready accom mod a tion at the discount 
window whenever restraint leads to a slow down in the amount of commer-
cial paper outstand ing. Rationing through an open discount window, 
however, is ration ing by price; thus monet ary policy may require more 
rapid move ments, as well as a greater range, for interest rates.

Given segmen ted markets, the ability of the finan cial system to func tion 
normally if interest rates rise rapidly is limited because of both the threat of 
arbit rage among markets and the weak ness of savings insti tu tions. As a result 
there are severe limit a tions upon the use of monet ary policy to restrain a 
rapid expan sion. The upward instabil ity of invest ment, together with the 
accu mu lated weak nesses in our finan cial system, may mean that in the near 
future greater reli ance needs to be placed upon flex ible fiscal policy than has 
been true to date. This is so not because monet ary policy is inher ently weak 
but rather because of the pecu liar set of insti tu tional arrange ments that now 
exists.
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NOTES

1 I do not claim that the devel op ments I discuss repres ent all, or even the 
most signi fic ant, recent devel op ments; my know ledge is imper fect and from 
those I know of I have selec ted elements which seem to have the greatest 
relev ance to the stabil ity prop er ties of the system and the prac tice of central 
banking.

2 It may be claimed that the “New Era” of the 1920s was also char ac ter ized by 
confid ence in the “new” soph ist ic a tion of economic policy—in that era the 
confid ence was due to the exist ence of a “soph ist ic ated” Federal Reserve 
System.

3 Milton Friedman and L. J. Savage. “The Utility Analysis of Choices Involving 
Risk,” Journal of Political Economy LVI (1948).

4 I have discussed the crunch and its consequences in two places: “The 
Crunch and Its Aftermath,” Bankers Magazine, February-March 1968; and 
“The Crunch of 1966—Model for New Financial Crises,” Trans-action 
Magazine, March 1968.

5 Various altern at ives to adop tion of a vari able interest rate mort gage have 
been sugges ted. For the entire issue of the good finan cial society various 
writ ings of Henry Simons are still relev ant. See his “A Positive Program for 
Laissez Faire” and “Rules Versus Authorities in Monetary Policy”; both are 
reprin ted in H. Simons, Economic Policy for a Free Society (University of 
Chicago Press, Chicago, Illinois, 1948).

6 The ideas about uncer tainty that will be developed seem to be consist ent 
with those of Keynes in his rebut tal to Viner et al.: J. M. Keynes, “The General 
Theory of Employment,” Quarterly Journal of Economics (February 1937).

7 Robert Rosa, “Interest Rates and the Central Bank” in Money, Trade and 
Economic Growth (Essays in Honor of John H. Williams) (New York, 1951), 
pp. 270–295.

8 The system atic trans form a tion of port fo lios over an exten ded boom as well 
as the formal cash flow model are examined in Minsky, H. P., “Financial 
Crisis, Financial Systems and the Performance of the Economy” in 
Commission on Money and Credit, Private Capital Markets (Englewood 
Cliffs, N. J., 1964).

9 The Board of Governors of the Federal Reserve System, Reappraisal of the 
Federal Reserve Discount Mechanism: Report of a System Committee (July 
1968), seems to have adopted a some what similar posi tion.
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THE FEDERAL RESERVE: BETWEEN 

A ROCK AND A HARD PLACE

The more the Board of Governors fights infla tion the worse infla tion gets. 
The new look in Federal Reserve policy that was presen ted with fanfare  
last October was designed to enable the Federal Reserve to restrict the 
growth of “the” money supply, whatever that may be. According to the 
mainly monet ar ist theory that guided this action, restrict ing the growth  
of “the” money supply would lead, over a number of years, to an end of 
infla tion. The theory is that infla tion could be gradu ally elim in ated without 
undue hard ship.

The results of the first six months of the new policy posture are in. The 
record is dismal. Instead of infla tion’s dimin ish ing, the rate of increase of 
prices has accel er ated. Furthermore, during the first months of 1980 we 
have seen a free fall in bond prices take place which, if carried through  
to the books of finan cial insti tu tions that hold bonds and mort gages, 
undoubtedly makes many leading insti tu tions “walking bank rupts”; their 
net worth at market prices is negat ive. Overt bank ruptcy has been avoided 
because the market ing of debt instru ments at compet it ive interest rates has 
enabled walking bank rupts to fulfill matur ing oblig a tions. But such insti tu-
tions are carry ing assets that yield yester day’s interest rates with liab il it ies on 
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which they pay today’s much higher rates. Such losses on the carry mean 
that the walking bank rupts of 1980 are bleed ing to death.

The economic record is not all bad, however. As we recite the list of  
dismal indic at ors—infla tion at more than 16 percent, interest rates above  
20 percent, unem ploy ment at 6 percent, slow growth, a dollar under 
continu ing inter na tional pres sure, and mount ing trade defi cits—we must 
recog nize one over rid ingly import ant virtue of our post-World War II 
economy: there has not been a deep and long-lasting depres sion. What is 
more, in spite of credit crunches, liquid ity squeezes, and banking debacles 
in 1966, 1969–70, and 1974–75, the finan cial system has not gone through 
an “inter act ive” debt defla tion such as regu larly occurred in the gener a tions 
before World War II.

There is some thing about the struc ture of today’s American economy that 
has made it immune to the finan cial crises and deep depres sions that took 
place earlier in our history. At the same time there is some thing about its 
struc ture that makes the economy prone to accel er at ing infla tion. The two 
are linked: immunity to finan cial crises and deep depres sions is one side of 
a coin; suscept ib il ity to accel er at ing infla tion and exotic diseases like stag fla-
tion is the other. To do better in the 1980s than in the 1970s we need to 
under stand this linkage, which means that we have to go beyond the mon -
etar     ist percep tions of how our economy works.

DUAL ROLE OF THE FEDERAL RESERVE

Monetarist theory holds that the rate of growth of money income is deter-
m ined by the rate of growth of money, and that the Federal Reserve can 
control the money supply to achieve nonin fla tion ary economic growth. 
Monetarist theory reduces the oper a tions of a complex evolving economic 
system that exists in one-directional time to a matter of simple formu las that 
can be recited by believ ers and even recent converts.

In monet ar ist theory, the func tion of the Federal Reserve is to control the 
growth of “the” money supply to some rate derived from “the formula” on 
the basis of assump tions about the growth of product ive capa city. In truth 
the Federal Reserve was not brought into being to control the money supply 
in an effort to control the rate of growth of money income; it was brought 
into being in the first decades of this century because the banking and  
finan cial system exper i enced peri odic finan cial crises. It was felt that a 
lender of last resort was needed to prevent or contain the reper cus sions of 
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such crises. The Federal Reserve was to stabil ize the economy by prevent ing 
debt-deflations (such as occurred in 1929–33), not by controlling the 
monet ary supply.

Thus the Federal Reserve is both a lender of last resort, whose mission is 
to prevent finan cial instabil ity that leads to a large-scale bank ruptcy of finan-
cial insti tu tions, and a control ler of the economy, whose mission is to help 
steer the economy on a growth path of full employ ment and stable prices.

In spite of our current diffi culties, the years since the end of World War II 
are a unique era of success in the history of the American economy in that 
a debt-deflation, and thus a deep depres sion, has been avoided. This thirty-
five-year history of success falls into two parts. The first, lasting some twenty 
years, is a regime of rapid economic progress with—on the whole—stable 
prices. At no time during this period did the Federal Reserve have to inter-
vene as a lender of last resort to main tain the finan cial system.

Because of the rapid accu mu la tion of private debt and the prolif er a tion of 
new insti tu tions and instru ments in finan cial markets during these twenty 
years, tran quil progress was replaced in the middle 1960s by ever-increasing 
finan cial and economic turbu lence. Since 1966, the Federal Reserve has 
acted as a lender of last resort three times—in 1966, 1969–70, and 1974–
75. Inflation, which had been a modest stat ist ical concept prior to 1966,
became a blatant, readily observ able phenomenon in the 1970s.

Each time the Federal Reserve acts as a lender of last resort, it prevents 
some finan cial insti tu tion or some finan cial market from collapsing. When 
it does this, it intro duces addi tional Federal Reserve liab il it ies into the 
economy and extends a Federal Reserve guar an tee over some set of finan cial 
prac tices. Thus in 1966 it protec ted banks that used certi fic ates of depos its, 
in 1969–70 it protec ted the commer cial paper market, and in 1974–75 it 
exten ded the Federal Reserve guar an tee to those who owned the liab il it ies 
of offshore branches of American banks. By legit im iz ing finan cial market 
prac tices through its impli cit endorse ment, the Federal Reserve in 1966, 
1969–70, and 1974–75 set the stage for the finan cing of a subsequent infla-
tion ary burst.

If the Federal Reserve had not protec ted depos it ors at the London branch 
of Franklin National Bank in 1974 or if, after protect ing such depos it ors,  
it had set prudent and constrain ing stand ards for the growth of offshore 
depos its at American banks, then the various increases in oil prices since 
1973 could not have been sustained. Under Arthur Burns’ lead er ship the 
Federal Reserve either ignored or was ignor ant of a funda mental maxim of 
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econom ics, namely, only that which is financed can occur. If the depos its at 
the offshore branches of American banks had not been allowed to expand 
without limit and if such depos its had been assets at risk rather than assets 
protec ted by an impli cit guar an tee of the Federal Reserve, the OPEC price 
cartel would have been broken soon after the spring of 1974.

1929 AND 1979

Today’s American economy is much differ ent from the economy that 
collapsed in the Great Depression some fifty years ago. In the accom pa ny ing 
table, the value of and the ratio to the gross national product of various 
aspects of the economy are exhib ited for each end-of-decade year begin-
ning with 1929. About the only “ratio” that has remained relat ively 
unchanged over these years is that of invest ment to gross national product 
(15.7 percent in 1929 and 16.0 percent in 1959, 15.6 percent in 1969 and 
16.3 percent in 1979). There is a myth that what is wrong with the economy 
is a “short fall of invest ment.” In truth, in 1979 we were invest ing, relat ive 
to GNP, at about the same rate as in earlier pros per ous years.

The major changes in the compos i tion of demand and output after 1929 
are the decline in the ratio of consump tion to GNP, the rise in govern ment, 
however meas ured, and a quite recent rise in exports. If we compare the 
1929 ratios of the various categor ies to the 1979 ratios, it is evident that the 
compos i tion of demand has changed radic ally. There is no reason to expect 
an economy with small govern ment such as ruled in 1929 (where federal 
govern ment expendit ures were 2.5 percent of GNP) to behave in the same 
aggreg ate manner as an economy with big govern ment (where federal 
govern ment expendit ures are 21.4 percent of GNP).

How does the size of govern ment affect the oper a tions of our economy? 
Our economy is capit al ist, which means that produc tion is motiv ated by 
profits. Furthermore, in our economy, busi ness uses debts to finance owner-
ship of capital assets. The cash flow of busi ness is approx im ately the sum of 
interest payments by busi ness and gross profits after taxes or, in other words, 
the gross after-tax income of capital. This income is the basic source of 
funds that are avail able to meet the payment commit ments on debts. For 
every debt struc ture of the economy there is a minimum level of gross 
profits which is consist ent with any assigned level of success by busi ness in 
meeting payment commit ments. Below some threshold, which is determ ined 
by the size and terms on busi ness debt, any decline in gross profits after 
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taxes will lead to an increase in the number of busi nesses that fail to fulfill 
their contrac tual oblig a tions in debts. New debt finan cing is always needed 
to sustain or expand income. Any signi fic ant increase in the failure of busi-
ness to meet payment commit ments will lead to a decline in the amount of 
finan cing avail able to busi ness. A decline in finan cing means a decline in 
invest ment, which implies a decline in income and employ ment.

Thus profits, broadly defined, are the pivot around which the normal 
func tion ing of an economy with private busi ness debts revolves. It is neces-
sary to under stand what determ ines profits. In the hero ic ally abstract formu-
la tions we owe to Kalecki, gross profits equal invest ment. If govern ment, 
with its possible defi cits, and the rest of the world, as reflec ted by the balance 
of trade, are taken into account, then gross profits after taxes equal invest-
ment plus the govern ment deficit minus the balance-of-trade deficit.

In 1929 invest ment amoun ted to $16.2 billion and federal govern ment 
expendit ures to $2.6 billion. In 1930 invest ment fell by 36.4 percent to 
$10.3 billion and the federal govern ment’s budget swung from a $1.0 
billion surplus to a $0.3 billion deficit. The change in the govern ment deficit 
could not offset the $5.9 billion decline in invest ment, so that busi ness 
gross retained earn ings fell from $11.5 billion in 1929 to $8.8 billion in 
1930. By this measure the cash avail able to fulfill payment commit ments on 
debts fell by 23.5 percent; the burden of the debt increased as the country 
went into reces sion.

In 1979 invest ment was $386.2 billion and the total federal govern ment 
expendit ures were $508.0 billion. The effect on profits of a large decline in 
invest ment could be offset by a rise in govern ment expendit ures and a fall 
in taxes, which is what happened in the reces sion of 1975. In 1975 invest-
ment was $190.9 billion, some $23.7 billion less than in 1974. The budget 
deficit was $70.6 billion in 1975, some $59.9 billion greater than in 1974. 
As a result, busi ness gross retained earn ings were $176.2 billion in 1975, 
some $38.3 billion higher than in 1974. During the most serious reces sion 
of the post-war period the cash flow to busi ness after taxes, interest, and 
dividends had risen by some 28 percent.

The contrast between 1929–30 and 1974–75 is strik ing. In 1974–75 the 
defi cits that were caused by big govern ment sustained busi ness profits and 
enabled busi ness to fulfill its payment commit ments to banks and other 
finan cial insti tu tions. In 1930 busi ness had to pay debts that had been 
contrac ted for in 1929 and earlier out of a shrunken cash flow. In fact, the 
cash flow of busi ness kept on contract ing through 1931, ’32, and into ’33. 
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In 1929–33 the burden of debt inher ited from the past increased. In 1975, 
even as the economy was in its most severe reces sion of the post-World  
War II era, the burden of inher ited busi ness debt decreased.

In an economy with the 1929 struc ture a short fall of profits can take place 
which makes it diffi cult or impossible for busi ness to fulfill its oblig a tions 
on debts. No such short fall can happen in an economy with the 1979 struc-
ture of demands. With the 1979 struc ture, the impact on profits of a fall in 
invest ment will be offset by a rise in the govern ment deficit: the amplitude 
of the fluc tu ation in profits will at a minimum be decreased—at a 
“maximum” it may disap pear or even become “contra cyc lical.”

The auto matic and discre tion ary fiscal reac tions of 1974–75 were not the 
only govern mental inter ven tions that preven ted a deep depres sion. In May 
of 1974 a run took place on the money market liab il it ies of Franklin National 
Bank. The Federal Reserve Bank of New York opened its discount window to 
the Franklin National, which allowed it to pay off matur ing liab il it ies. In 
October 1974 Franklin National Bank was closed. In a period of slightly 
more than two years, 1973–75, four banks in the billion-dollar class 
required special assist ance from the Federal Reserve and two failed. In addi-
tion, in the same period a sizable number of smaller banks failed and there 
were wide spread overt and covert fail ures by Real Estate Investment Trusts. 
The spate of fail ures did not lead to an inter act ive collapse because the 
lender-of-last-resort inter ven tions by the Federal Reserve and other govern-
ment agen cies preven ted the process by which each failure trig gers several 
other fail ures.

LENDER OF LAST RESORT

The Federal Reserve wears two hats. One hat signi fies the oper ator of 
monet ary policy. When the Federal Reserve wears this hat its target is nonin-
fla tion ary growth. The second hat is that of lender of last resort. When the 
Federal Reserve wears this hat it is actively refin an cing and funding the 
debts of units whose ability to raise finance on commer cial terms has been 
comprom ised. The lender-of-last-resort actions feed reserves into the 
banking system and set limits to the default risks carried by holders of lia  -
bil it ies that the Federal Reserve protects. Both the feeding of reserves into 
the private finan cial system and the exten sion of Federal Reserve guar an tees 
increase the ability and will ing ness of banks and other finan cial insti tu tions 
to finance activ ity. If lender-of-last-resort inter ac tions are not accom pan ied 
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by regu la tions and reforms that restrict finan cial market prac tices, then the 
inter ven tion sets the stage for the finan cing of an infla tion ary expan sion, 
once the “animal spirits” of busi ness people and bankers have recovered 
from the trans it ory shock of the crisis that forced the lender-of-last-resort 
activ it ies in the first place.

The Federal Reserve there fore is in a dilemma. It is dealing with a very 
soph ist ic ated and convo luted finan cial system in which the avail able  
finan cing is respons ive to demand. The exist ence of this complex system 
means that a great many payments have to be made among the finan cial 
insti tu tions and that a set of finan cial rela tions exists that depends upon  
the avail ab il ity of bank finan cing as a “fall back” source of funds. The Federal 
Reserve can bring a halt to an infla tion ary process only as it forces high 
enough interest rates so that units which need refin an cing are found to  
be ineligible for finan cing in the market because of inad equate expec ted 
profits or cash flows. The Federal Reserve can break an infla tion ary process 
only by first creat ing “walking bank rupts” and then trans form ing them  
into overt, open bank rupts. When walking bank rupts, deprived of bank or 
other normal finan cing, try to meet payment oblig a tions by selling assets,  
a collapse of asset values occurs. When this takes place, an epidemic of  
bank ruptcies is set to erupt. Since the mid-1960s the Federal Reserve has 
been able to force a contrac tion only as it has taken the economy to  
the brink of finan cial crisis. In 1966 the Federal Reserve forced both a  
virtual run on bank certi fic ates of deposit, and disorderly condi tions in the 
muni cipal bond market. In 1969–70 it broke an infla tion ary expan sion by 
forcing the disrup tion of the commer cial paper market. In 1974–75 it 
reined in an infla tion by allow ing money market condi tions to develop 
which led to wide spread bank fail ures (Franklin National was not alone) 
and the virtual liquid a tion of the $20-billion Real Estate Investment Trust 
finan cial industry.

Disorderly condi tions and wide spread overt or covert fail ures in finan cial 
markets draw forth lender-of-last-resort inter ven tion. The Federal Reserve 
inter venes to halt that which it has triggered. Intervention and govern ment 
defi cits set the stage for a subsequent infla tion ary expan sion. The seeds of 
the Carter infla tion of 1979–80 were planted in 1975 and 1976, during  
the Ford admin is tra tion, when the govern ment ran a $70-billion deficit  
and the Federal Reserve did not follow up on its lender-of-last-resort inter-
ven tions by placing effect ive constraints on the over seas oper a tions of 
United States banks.
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THE NEED FOR STRUC TURAL REFORMS

Is there an altern at ive to this dismal cycle in which what is done to halt an 
infla tion trig gers a debt-deflation and what is done to abort a debt-deflation 
and deep depres sion leads to a subsequent infla tion? The argu ment above 
makes it evident that controlling money is not suffi cient; if we are to bring 
a halt to the dismal cycle, far-reaching struc tural reforms are needed.

The instabil ity of the American economy, so evident since the middle of 
the 1960s, has been accom pan ied by wide spread deteri or a tion as meas ured 
by the rate of economic growth, the path of real wages, unem ploy ment 
rates, the trend in the exchange rate of the dollar, and the status of the dollar 
as an inter na tional currency. Such multi di men sional malfunc tion ing indi  -
cates that compre hens ive reform is needed; there is no “magic bullet” that 
can cure what now ails the economy.

Our present economic struc ture was largely put into place during the first 
Roosevelt admin is tra tion. During those creat ive years, insti tu tional arrange-
ments were estab lished which aimed at prevent ing any recur rence of the 
kinds of disastrous wage and price declines that had taken place in 1929–
33. Many of the reforms were consciously designed to raise prices. In 1933,
an infla tion which returned prices at least partway to the 1929 level was 
much desired; such a “refla tion” would lower the inher ited debt burden.

The Roosevelt reforms took place in an intel lec tual vacuum that followed 
the failure of the then stand ard economic theory, and thus the inab il ity of 
the day’s leading econom ists to under stand American capit al ism and to 
develop effect ive programs for controlling and revers ing the great contrac-
tion. Keynes’ General Theory, which explained why capit al ist econom ies have 
great depres sions and which offered programs to cure and then prevent 
such disasters, had not as yet appeared.

Since World War II, a vulgar form of Keynesian demand manage ment 
policies has been used in an economy whose struc ture largely reflects 
devices adopted in pre-Keynesian days to prevent prices and wages from 
falling. Once exper i ence shows that if govern ment is big enough so that 
swings in the deficit can compensate for the effects on aggreg ate demand 
and profits of swings in invest ment, then struc tural devices like those intro-
duced in the 1930s to prevent wage and price declines become coun ter pro-
duct ive. These devices lead to the absorp tion of a large part of demand 
sustain ing and increas ing monet ary and fiscal actions by price increases. 
Stagflation followed by accel er at ing infla tion is the result of demand 
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manage ment policies within a capit al ist economy that is char ac ter ized by 
large-scale grants of market power to firms, finan cial organ iz a tions, and 
labor along side inef fi cient trans fer payment schemes which push presumed 
“bene fi ciar ies” out of the labor force.

The analysis above enables us to discern the contours of the reforms that 
are needed. Big govern ment remains neces sary to prevent a short fall of 
invest ment from trig ger ing an inter act ive debt-deflation process, but it can 
be consid er ably smaller than the present govern ment, and it can be differ ent. 
Reform of the trans fer payment system is needed, not as a punit ive measure 
against the poor, the old, and the infirm, but to intro duce flex ib il ity and 
remove barri ers to work. Children’s allow ances should be granted by right, 
repla cing both the income tax deduc tion for chil dren and the aid to famil ies 
with depend ent chil dren. In this way, adult “bene fi ciar ies” of welfare can be 
in the labor force. At the same time, the provi sions of the Social Security Act 
that set up barri ers to income from work should be elim in ated.

Beginning with the National Recovery Act (NRA), the Roosevelt admin is-
tra tion followed soft anti-trust policies; this soft ness was inter rup ted for a 
brief period in 1937–38. In order to constrain the infla tion ary absorp tion 
of income main ten ance meas ures, the private market power of giant corpor-
a tions must be “broken.” A struc ture of industry policy which emphas izes 
the control func tion of compet it ive markets is an essen tial element in any 
package of reforms designed to elim in ate the dismal cycle of the 1970s. 
Such reforms would not only set limits on the resources controlled by any 
private center of power, but would also entail changes in the tax laws which 
elim in ate the present corpor ate income tax and the employer “contri bu-
tion” to Social Security, both of which induce a substi tu tion of capital  
for labor.

The crisis in finan cial markets in the spring of 1980 makes it clear that 
private busi ness cannot finance capital-intensive indus tries such as rail roads 
and nuclear power, which have social bene fits and costs that are not reflec ted 
in market prices and costs. Public owner ship and oper a tion of such indus-
tries is needed; para dox ic ally, perhaps, private owner ship capit al ism does 
not work well for indus tries of extreme capital intens ity.

The change from the tran quil lity and progress of the first two decades 
after World War II to the turbu lence and stag na tion of the past fifteen years 
is clearly related to the emer gence of the fragile finan cial struc ture that led 
to crunches, squeezes, and debacles in finan cial markets. There should be a 
basic restruc tur ing of the finan cial system so as to promote smaller and 
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simpler organ iz a tions weighted more toward direct finan cing then they 
now are.

Of course, the reforms sugges ted above do not consti tute a program to 
resolve the present crisis of infla tion and finan cial disar ray. The economy is 
on a path that leads to a longer and deeper replic a tion of 1974–75. Before 
we can do better we must under stand our economy. Unfortunately, poli cy-
makers and advisors are the slaves of an economic theory that misspe cifies 
the nature of our economy by ignor ing its instabil ity. That perhaps is a true 
measure of our crisis: nobody “up there” under stands American capit al ism.
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AN EXPOSITION OF A KEYNESIAN 

THEORY OF INVESTMENT

1. INTRODUCTORY REMARKS

The stand ard IS-LM macro-economic model has as one of its build ing blocks 
a negat ively sloped rela tion between invest ment and the interest rate [13]. 
The valid ity of this invest ment func tion has been ques tioned by Haavelmo. 
Derivations have been sugges ted by Lerner, Clower, and Witte which recog-
nize that unsoph ist ic ated refer ences to the prop er ties of a well-behaved 
produc tion func tion are not suffi cient grounds for deriv ing this stand ard 
invest ment func tion. Foley and Sidrauski have recently presen ted a soph isti-
 c ated version of the IS-LM appar atus which is less clearly depend ent upon 
an assump tion that such a negat ively sloped invest ment func tion exists. 
Jorgenson in his various writ ings derives invest ment as the result of a time 
consum ing process by which units go from an initial to a desired stock of 
capital; the desired stock is inversely related to the interest rate.

These various formu la tions of invest ment theory are defi cient as repre    -
sent a tions or critiques of Keynesian ideas [17, 18]. They never come to grips 
with the Keynes’ view as to the essen tial finan cial and spec u lat ive char ac ter 

Reprinted from Mathematical Methods in Investment and Finance, Szegö/Shell (eds.) by arrange ment 
with the publisher. 1972 © North-Holland.
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of private asset holding and invest ment in a modern capit al ist economy. In 
this view assets are held because they are expec ted to gener ate cash flows. 
These cash flows can take either the form of annu it ies—dated receipts of 
cash—or of payment for title to the asset. The annu it ies for finan cial assets 
are stated in the contract, the annu it ies for real assets depend upon the 
results of the asset being used in produc tion.

The stand ard production-function-related model of real assets and invest-
ment only considers the cash that an asset or an invest ment will gener ate  
as it is used in produc tion. That such an asset might also be sold—or  
hypo thec ated—to gener ate cash is ignored. Whereas bankers may be 
concerned about the liquid ity of their assets, in stand ard theory an ordin ary 
busi ness firm invest ing in real capital presum ably is not. A slogan eer ing way 
of looking at Keynesian theory is to assert that all units are like banks, i.e. a 
bank has to stand ready to pay cash as depos its are with drawn; an ordin ary 
firm or house hold has to be prepared to pay cash due to its liab il it ies even 
though its avail able cash receipts vary due to demand and cost changes.

This banker perspect ive of Keynesian theory means that it is relev ant only 
to capit al ist econom ies and how relev ant it is depends upon the finan cial 
soph ist ic a tion and complex ity of the economy. It is unlike neo-classical 
econom ics which is the econom ics of an abstract economy. The char ac ter-
ist ics and evol u tion of insti tu tions are embod ied in Keynesian model build ing.

Whereas the cash flow from oper a tions and the cash flow from contract 
fulfill ment are repet it ive phenom ena so that ideas about frequency distri bu-
tions can be derived from obser va tions, for many assets—espe cially durable 
real capital—obtain ing cash flows by sale or hypo thec a tion is a “rare” and 
“unusual” phenomenon which usually occurs in special circum stances. 
Because of this, ideas about the relev ant prob ab il it ies are vague and impre-
cise and subject to sharp changes. The spec u lat ive demand for money—the 
spec u lat ive impact upon the pricing of real assets—is related to the use of 
assets for acquir ing cash by sale.

When one devel ops a new theory, as Keynes did, one has some things in 
mind that are not explained in a satis fact ory manner by the exist ing or 
stand ard theory. These poorly explained obser va tions are an anomaly from the 
perspect ive of the stand ard theory, they are what is expec ted from the alter    -
nat ive theory. The anomaly of the nine teen thirties for stand ard economic 
theory was the great depres sion and its quite obvious finan cial attrib utes 
(Fisher). Keynes construc ted an invest ment theory of the busi ness cycle and a 
finan cial theory of invest ment. The stand ard present a tions of Keynes, follow ing 
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the lead of Hicks, atten u ated the finan cial and the cyclical traits of Keynesian 
theory (Ackley), although when Hicks turned to busi ness cycle theory he 
found it neces sary to rein tro duce, albeit in an arti fi cial manner, finan cial char-
ac ter ist ics [14]. Duesenberry, Turvey, Leijonhufvud and Brainard-Tobin all 
reflect attempts to resur rect the finan cial aspects of Keynesian theory.

It is import ant to note that on the whole the econo met ric fore cast ing 
models abstract from finan cial consid er a tions. Even in the most “monet ary” 
of the econo met ric models—the F.R.B.-M.I.T. model—the liab il ity struc ture 
and the vari able value placed upon liquid ity do not appear. One purpose of 
the research of which this expos i tion is a part is to develop an enriched 
macro-economic model which does a better job of integ rat ing the finan cial 
and the real aspects of American Capitalism.1

The refer ence to interest rates in Keynes’ original present a tion in the General 
Theory was an inap pro pri ate way of getting at a more basic phenomenon: What 
in a partic u lar situ ation determ ines the relat ive prices of real and finan cial 
assets and how are these prices related to the flow of invest ment? In his rebut tal 
to Viner’s famous review Keynes clari fied his views of the invest ment process 
[17]. This rebut tal is the found a tion of the views on invest ment that follow.2

2. THE BASIC COMPON ENTS

The basic compon ents of a Keynesian model of invest ment are repres en ted 
in Figure 1. The Keynesian model postu lates that two sets of markets inter act 

Figure 1 
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in determ in ing invest ment. The first set consists of those markets in which 
the prices of the units in the stock of capital goods and finan cial assets are 
determ ined. This is repres en ted in Figure 1a by the Pk func tion. The second 
set consists of the markets in which the pace of invest ment is determ ined by 
a combin a tion of finan cing and supply condi tions. This is repres en ted by the 
I and the Nc func tions in Figure 1b.

In Figure 1b, the I func tion gives the supply price of real invest ment 
goods as a func tion of the rate of output. The Nc func tion gives the internal 
finan cing per unit of invest ment as a func tion of the pace of invest ment  
(Nc is a rectangular-hyperbola if the flow of internal busi ness funds is inde-
pend ent of invest ment). For any given pace of invest ment the vertical differ-
ence between the two curves Nc  PI gives the surplus or deficit of internal 
funds per unit of invest ment.

The money and capital market determ ine on what terms such defi cits are to 
be financed and such surpluses are to be util ized. Thus, at a deeper level the 
Keynesian theory of invest ment has to include a model of the beha vior and 
evol u tion of money and capital markets [21]. It is by way of the money and 
capital markets that the finan cial flows set up by the current finan cing of invest-
ment feed back to the markets which determ ine the prices of items in the stock 
of capital. Whatever changes in finan cing terms result as invest ment is financed 
affect the terms upon which posi tions in the stock of capital goods and finan-
cial assets are financed. This in turn affects the price of units in the stock of 
capital assets: finan cial market connec tions integ rate stock and flow prices.

These rela tions are not neces sar ily simul tan eous and the sequence of reac-
tions as well as the initi at ing disequi lib rium are not always the same.3 In 
partic u lar both the evol u tion and the instabil ity of finan cial sectors can 
affect the terms upon which invest ment can be financed—and thus its 
pace—as well as the prices of the stocks of capital goods.

The theory as sketched will abstract from the time-consuming nature of 
the invest ment process. Presumably the price of capital encom passes the 
price of a nuclear power plant. The gest a tion period for a nuclear power 
plant is at least five years. In the empir ical imple ment a tions of such a model, 
the invest ment flow relates to the invest ment per period—say per quarter. A 
decision to pay Pk for a nuclear power plant results in a flow of invest ment It 
over the next 20 quar ters such that (ignor ing discount ing)



213AN EXPOSITION OF A KEYNESIAN THEORY OF INVESTMENT

where each It is determ ined by the tech nical condi tions of produ cing nuclear 
power plants.

In imple ment ing this theory for an econo met ric model, the invest ment 
process might well be divided into capital goods order ing and invest ment 
flow phases. With that dicho tomy in mind it might very well be that the first 
part of the theory sketched here is more of a theory of invest ment order ing 
than a theory of invest ment flows. The second part, which emphas izes finan-
cing and finan cial reper cus sions, reflects what happens as invest ment flows 
and finan cing actu ally take place—perhaps long after the initial decision to 
invest was made.

In summar iz ing research which involved the replic a tion with a consist ent 
body of data of a number of altern at ive econo met ric formu la tions of invest-
ment, Bischoff remarked that accel er ator based models—whether simple or 
flex ible (the flex ib il ity depend ing upon relat ive prices of inputs)—did 
better than the cash flow or secur ity price altern at ives. The cash flow or 
secur ity price models tested by Bischoff are not adequate repres ent a tions of 
what is here viewed as the Keynesian theory of invest ment. We can take 
Bischoff’s tests as missing the point about Keynesian models.

However, we have to face up to the fact that we do not expli citly consider 
the accel er ator in our formu la tion. Long ago (see next essay) I examined 
inter re la tions between accel er ator effects and monet ary (finan cial) beha vior. 
In my formu la tion the accel er ator model gave us ex-ante invest ment. Ex-post 
invest ment resul ted from the inter ac tion of monet ary (finan cial) factors and 
accel er ator consid er a tions. That formu la tion ignored the supply func tion for 
invest ment goods output and the pricing process for stocks of capital goods, 
which are central to the present expos i tion.

Investment activ ity is the result of a combin a tion of productiv ity and 
spec u lat ive factors. The productiv ity and scarcity of capital services result in 
current and expec ted future cash flows to owners of capital. The accel er ator 
basic ally is an asser tion that if an output greater than current output is to be 
produced, an incre ment to the capital stock of a partic u lar size can be expec ted 
to yield satis fact ory or adequate cash flows. In terms of price theory concepts 
this means that for a given long run average vari able cost curve—derived 
from a “produc tion func tion”—there exists a minimum average plan ning 
total cost curve. This curve defines the sets of product prices and outputs 
that are expec ted to result in such adequate cash flows. Thus, the cash flows 
from oper a tions of real assets as used in the text that follows embody the 
productiv ity of invest ment.
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Let us assume that wages are fixed and as a result the minimum supply 
price of the invest ment good is PI(0). If Pk  PI(0), then invest ment is taking 
place at a rate so that PI  Pk after allow ing, as in the text, for finan cing 
discounts. Any entre pren eur purchas ing an invest ment good at Pk  PI  PI(0) 
expects to “earn” extraordin ary quasi-rents for a long enough time, so that 
when PI  PI(0), the extra costs will have been written off. Thus expect a tions 
with respect to future cash flows are imbed ded in Pk. The higher Pk for a 
given PI(0), the larger and the longer the expec ted dura tion of premium 
quasi-rents. Because the capital stock is increas ing due to invest ment, the 
higher Pk the greater the capital stock that is assumed to be neces sary for 
quasi-rents to be at their normal or adequate level. Thus, the excess of Pk over 
the minimum normal supply price of invest ment output is a measure of the 
differ ence between the exist ing and the target capital stock.

Accelerator ideas can thus be read into the pricing of capital assets. 
However, the strong Keynesian view is that in an economy with cyclical 
exper i ence and capit al ist organ iz a tion spec u lat ive elements domin ate 
productiv ity consid er a tion in determ in ing the price of invest ment. By 
concen trat ing on how elements other than expec ted cash flows affect the 
price of real assets in our uncer tain world, the spec u lat ive aspects of the 
invest ment decision are brought into focus.

To summar ize: In market invest ment rela tions estim ated over periods 
char ac ter ized by rather steady economic growth vari ables which are inter-
preted as embody ing accel er ator concep tions turn out to have a large 
explan at ory weight. In our present formu la tion productiv ity concepts are 
embod ied in the cash flows from oper a tions that capital assets earn, espe-
cially in the cash flows anti cip ated as invest ment decisions are being made. 
However, the spec u lat ive element is intro duced into the pricing of assets by 
way of the contin gent cash flows by way of “sale.” At times the weight of the 
two sources of value for assets changes so that spec u la tion domin ates. This 
is so even though for long periods the regu lar ity of invest ment, output, and 
cash flows from oper a tions are such that meas ures which can be inter preted 
as reflect ing accel er ator rela tions seem to domin ate in what happens.

In Bischoff’s research the cash flow model, which is poorly specified 
from the perspect ives of this paper, does very well in explain ing invest ment 
over the data period. It does quite poorly in explain ing invest ment in 1969 
and 1970. However, as I have emphas ized [23] a run of success such as was 
enjoyed in the 1960s will trigger a euphoric invest ment boom. During this 
boom debt finan cing of invest ment will expand rapidly, i.e., the investment-



215AN EXPOSITION OF A KEYNESIAN THEORY OF INVESTMENT

gross profit after taxes rela tion will change. Whereas the 1969–70 period 
illus trates the weak ness of a narrowly construc ted cash flow formu la tion, it 
is evid ence that a finan cial theory of invest ment, which allows for liab il ity 
struc tures—actual and desired—has a large measure of plaus ib il ity.

3. THE PRICING OF THE CAPITAL STOCK

The left-hand portion of Figure 1, Figure 1a, asserts that for a given capital 
stock, the price per unit of capital is a func tion of the money supply. This 
asser tion rests upon an argu ment about how assets are valued in the face of 
uncer tainty and in the light of the exist ence of complex finan cial struc tures.

Underlying Figure 1a is the view that all assets—real and finan cial—are 
equi val ent in that they are expec ted to gener ate cash flows. These cash flows 
fall into two classes. The first class of cash flows result as assets do their 
thing—are used in produc tion processes if they are real assets or as contract 
condi tions are satis fied for finan cial assets. This first class will be called cash 
flows from oper a tions for real assets and cash flow from contract fulfill ment 
for finan cial assets. The second class of cash flows result as assets are sold or 
pledged.

The non-Keynesian theory of asset valu ation concen trates only on the first 
class of cash flows. In this view the cash flows that a set of real assets collec ted 
in a firm will gener ate are the future cash flow from oper a tions as given by 
total revenue minus out of pocket costs (the out of pocket costs are the vari-
able costs of “cost curves analysis” with Keynesian user costs excluded from 
the vari able costs). Obviously for a firm these cash flows from oper a tions 
will be condi tional upon the state of the economy, the product and factor 
markets, and the manage ment of the firm.

The current fashion is to argue that assets with differ ent prob ab il ity distri-
bu tions should be valued not in terms of their expec ted values but in terms 
of their expec ted util it ies—where the trans form a tion between income and 
utility reflects the units atti tude toward risk (Arrow).

Even though Keynes was skep tical of the valid ity of the Benthamite calcu lus 
when applied to incomes, the expec ted utility hypo thesis is a useful expos-
it ory device for Keynesian ideas if it is accep ted that (1) the prob ab il it ies set 
on various altern at ives are subject ive and thus subject to sharp changes if 
appro pri ate trig ger ing events take place, and (2) the curvature of the trans-
form a tions between income or cash flows and utility—the aver sion or 
attrac tion to risk of the various actors—is itself an endo gen ously determ ined 
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rela tion and will undergo both slow and sharp changes depend ing upon 
what happens.

The expec ted utility hypo thesis yields for each distri bu tion of expec ted 
incomes an expec ted utility. There also exists an income with certainty that 
will yield utility equal to the expec ted utility. We can call this income the 
certainty equi val ent income. The conclu sion on asset price form a tion has 
been that assets will exchange at the same ratio as their certainty equi val ent 
incomes. Given that a dollar yields a utility with certainty, this certainty 
equi val ent approach to asset valu ation yields the abso lute price of various 
assets.

Note that this argu ment holds for both real and finan cial assets. For debts 
the cash flows are given by the face of the contract and the prob ab il ity judg-
ments have to be made with respect to the like li hood that the contract will 
not be fulfilled and the cash flow that will take place in this event.

The above valu ation theory has to be modi fied by taking into account the 
second way in which an asset can gener ate cash—by being sold or hypo-
thec ated. Assets differ greatly in the ease with which they can be marketed 
or pledged. In conven tional money market analysis the market ab il ity of an 
asset is some times treated by allud ing to the breadth, depth, and resi li ence 
of its market. The same factors apply to real assets—except that the weight 
normally attained to the circum stances under which they will have to be 
sold or pledged is slight and typic ally the sales market is expec ted to be 
narrow, shallow, and non-resilient.

The like li hood that cash will have to be raised by selling or pledging 
assets depends upon the cash posi tion and the cash payment commit ments 
of a unit. These cash payment commit ments are embod ied in the liab il ity 
struc ture of firms. At any date the liab il ity struc ture of a firm is determ ined 
by market condi tions which ruled when the firm financed asset acquis i tions 
and refin anced its posi tions in assets.

Cash payment commit ments include both the repay ment of prin cipal as 
well as the payment of interest.4 If control over assets is financed by liab il-
it ies which are of shorter life than the asset, then the cash required by the 
liab il ity contract over its life may well exceed the cash the assets will gener ate 
over these periods. In such circum stances the cash needs due to the liab il ity 
will have to be met by the issu ance of a new liab il ity. Such refin an cing of 
posi tions by sale of liab il it ies is a char ac ter istic banker’s beha vior: commer-
cial banks, bill dealers, and finance compan ies normally engage in such 
refin an cing. At the time of its failure, the Penn-Central railway had short-
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term liab il it ies outstand ing which had to be “turned over” for the railway to 
remain “liquid.” When this became impossible, the railway went bank rupt.

In Figure 2 the short run cost condi tions of a firm are sketched. The given 
plant defines the marginal and average vari able cost (net of Keynesian user 
costs) for given wage rates. The other average cost curves reflect the payment 
commit ments as embod ied in liab il it ies; the curves for three altern at ive 
balance sheets are sketched. Given an expec ted price P, the differ ences  
P – ACL1 and P – ACL2 indic ate the fall in output price that would lead to the 
cash flow from oper a tions falling short of the cash needs as given by the 
liab il ity struc ture.

The third average cost curve ACL3 reflects a situ ation in which the cash 
flow from oper a tions is insuf fi cient to meet the cash needs of the liab il it ies. 
Often, but not always, this situ ation arises when the prin cipal amount of 
some liab il it ies falls due. If the expec ted cash flows from oper a tions Q(P – 
AVC) are large enough and if finan cial market condi tions are orderly a 
rolling over of liab il it ies will usually be feas ible. If expec ted cash flows are 
“too small” relat ive to payment commit ments or if market condi tions are 
disorderly, such refin an cing might be expens ive if not impossible.

If the payment commit ments are large relat ive to the cash flow from 
oper a tions, the altern at ive to refin an cing is the sale—or the mort ga ging—

Figure 2 
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of assets. The various real and finan cial assets are sale able to the extent that 
they can be trans ferred cheaply to easily located buyers and that they are 
expec ted to gener ate desired cash flows for these buyers. If an asset is a 
special purpose asset embed ded in a produc tion process then it has only a 
limited ability to gener ate cash by sale.

Thus the valu ation of assets in a capit al ist economy can be struc tured as a 
two stage process. One stage estim ates the value of the cash the asset can 
gener ate as the owning unit oper ates it in the current and expec ted economy; 
the second stage estim ates the value of the cash it can gener ate by “sale,” 
under pres sure, at any date. The market value is some weighted average of 
these two values.

If assets are equi val ent with respect to the cash flows they are expec ted to 
gener ate from use or contract, then assets with a poor second ary market will 
sell at a discount relat ive to assets with a good second ary market.

The weight attached to the like li hood that assets will have to be sold to 
raise cash can change rapidly and thus affect the relat ive prices of real capital 
assets with restric ted second ary markets to that of readily market able finan-
cial assets. For real and finan cial assets there fore the market price reflects 
both productiv ity and contract concepts as embed ded in the expec ted cash 
flow from oper a tions and contract fulfill ment, and spec u lat ive aspects which 
reflect views as to the like li hood of circum stances arising in which a forced 
sale of such assets is neces sary.

4. THE ROLE OF MONEY

The special Keynesian argu ment is not that assets are valu able because they 
will yield cash in the future either in use or by contract fulfill ment or as they 
are sold, but rather that with perhaps a few excep tions the price of real and 
non-monetary finan cial assets are non-decreasing func tions of the money 
supply.5 That is dPk/DM  0; and it is also assumed that d2Pk/dM2  0.

The special liquid ity trap assump tion of which much has been made is 
that circum stances can be such that  Once this is asso ci ated 

with the propos i tion  and  then increases in 
the money supply cannot increase invest ment. If this assump tion is combined 
with the propos i tion that money affects income only as it affects invest-
ment, then monet ary changes are not avail able as a policy instru ment.

A number of reasons can be advanced for the view that the price of real 
capital is a rising func tion of the quant ity of money.
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(1) Money is an asset whose value for settling contrac ted debts is fixed. 
All money and all real assets—as well as all inher ited finan cial assets—are in 
some port fo lio [17]. An increase in the quant ity of money, other assets 
fixed, will lead to a rise in the money price of other assets inas much as the 
money price of money is fixed.

(2) Moneyness also char ac ter izes those assets whose contrac tual cash 
payments are virtu ally certain and which have good second ary markets; 
govern ment debt is such an asset. The greater the propor tion of such safe 
assets avail able for port fo lios, the higher the price of the risky assets—as 
long as the expec ted cash flow per dollar of the risky assets is greater than 
that of the certain asset.6

(3) Furthermore, the greater the amount of money in a repres ent at ive 
port fo lio the smaller the chance that a decline in receipts will force the 
repres ent at ive unit to sell assets for cash. If the price that can be real ized by 
sale tends to be depressed the greater the rate of sales, the greater the amount 
of money in port fo lios the smaller the like li hood that assets will have to be 
sold to raise cash and there fore the higher their market price.

(4) Even if the sectors holding real capital and having balance sheet 
payment commit ments are not holding reserves of money, the larger the 
amount of money in exist ence the easier it will be for such units to raise 
money by selling assets or addi tional liab il it ies. For example, if the money 
supply is large because banks own a large amount of treas ury debt, loan 
demand by busi ness, even if it arises due to trans it ory short falls of cash from 
oper a tions, can be more easily satis fied than if the money supply was smaller. 
Basically, the larger the money supply, the easier it is to make port fo lio 
adjust ments that accom mod ate needs for cash.

(5) Note that a decrease in the rate of increase in the money supply is an 
imme di ate signal to units with debts that at some future date “standby,” 
“cover ing,” or “emer gency” finan cing may be harder to arrange and more 
costly.

The same reasons indic ate that if we ignore the role, if any, of excess ive 
increases in the money supply as guar an tee ing future infla tion,

dPk/dM  0 and d2 Pk/dM2  0.

If we assume that the Pk  Pk(M) func tion is a useful construct it is neces-
sary to determ ine what phenom ena shift the func tion and affect its shape.

Underlying this func tion are the exist ing stock of real capital and  
the exist ing set of finan cial insti tu tions. Accumulation will tend to shift  
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the Pk func tion down ward. We can assume that there exists a balanced 
growth of the money supply, finan cial layer ing, cash flows from finan cial 
assets and real capital, labor force and output which would leave the  
price of a repre    sent at ive unit of capital unchanged as accu mu la tion takes 
place.

Financial layer ing influ ences the price of real capital in two ways. With a 
given stock of money and real capital, the greater the finan cial layer ing the 
greater the flex ib il ity and reli ab il ity of finan cing: finan cial layer ing and 
sophis     t ic a tion create both special ized and gener al ized money substi tutes. 
Financial inter me di ar ies make avail able secure assets for the port fo lios of both 
ulti mate and inter me di ate units. This allows a greater degree of tailor-making 
of port fo lios to indi vidual atti tudes toward uncer tainty and to insti tu tional 
constraints. In addi tion, the greater the finan cial layer ing the larger the number 
of altern at ive sources avail able to finance ulti mate posi tions in real assets. 
These reasons indic ate that the greater the finan cial layer ing the higher the 
price of assets.

However, the greater the finan cial layer ing the greater the number of 
payments both on prin cipal and income account that have to be made: each 
layer sets up payments to and from finan cial insti tu tions. With a fixed 
amount of money this indic ates that money will have to turn over more 
rapidly (trans ac tions velo city) and that there will be more port fo lios that 
want a “money buffer” the greater the extent of layer ing. Furthermore, 
finan cial inter me di ar ies are organ iz a tions that typic ally make posi tions in 
one set of assets by emit ting liab il it ies or selling other assets. The dangers of 
market disrup tion in refin an cing markets increases as layer ing increases. 
This indic ates that the greater the finan cial layer ing, the greater the “impli cit” 
yield on money—which tends to lower the price of real assets.

More funda ment ally, the Pk  Pk(M) func tion embod ies the pref er ence 
systems and views as to expec ted cash flows from oper a tions.

If we take the Friedman-Savage view of the pref er ence system, then for 
some range of incomes a repres ent at ive unit is a risk averter and for another 
range of possible incomes he is a risk seeker. Risk seeking reflects the lure of 
a bonanza. An option which includes a chance of a very large increase in 
income will sell at a premium over an option which does not include such 
a chance even if both have the same expec ted income. In respect to a 
bonanza, the distinc tion between “holding period” and asset life is 
import ant. Great fortunes are made by capital gains, not by saving out of 
income as defined by the National Income Accounts.
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Asset prices can rise and fall rapidly when a “market” modi fies its views 
about the cash flows assets can be expec ted to gener ate. If a “long-shot” 
innov a tion begins to yield substan tial and appar ently secure quasi-rents, the 
under ly ing assets as collec ted in the innov at ing firm will be reval ued upward 
sharply. If assets have been valued on a consensus that busi ness cycles are 
“inev it able” and a new era is proclaimed (and the proclam a tion is believed) 
then the value of real assets will increase. Symmetrically if busi ness cycles 
reappear after a formal proclam a tion of their demise, the value of real assets 
will decrease.

With invari ant pref er ence systems, if “bonan zas” appear in goodly numbers, 
and views that busi ness cycles are now “obsol ete” become domin ant, then 
the price of a repres ent at ive unit of real capital will rise: the Pk  Pk(M) func-
tion shifts upward. To put the above succinctly, success ful func tion ing of an 
economy tends to raise the price of units in the stock of capital.

Preference systems are creations of society, not genetic char ac ter ist ics. The 
repres ent at ive aver sion to or delight in risk of a popu la tion is a result of the 
popu la tion’s history. If the popu la tion is replete with risk seekers who 
succeeded, if those who played it safe lost out, then even if there is no 
change in the expec ted payoffs, the pref er ences systems will change so that 
“risk” assets rise in price relat ive to “safe” assets. A major element affect ing 
the price of real capital, for a given port fo lio struc ture, are the views as to 
the like li hood of the need arising to use the asset to raise cash and the costs 
that may be assessed if this contin gency is real ized. If fears of illi quid ity 
decrease the value of real assets will rise.

Conversely, the exper i ence of finan cial diffi culty and disorderly markets 
for finan cial assets—such mild events as the crunch of 1966 and the liquid ity 
squeeze of 1970—may lead to a sharp fall in the value of real assets.

For firms, if we consider the debt struc tures as gener at ing cash payments 
and the real assets as gener at ing the cash to meet these payments, finan cial 
devel op ments during a boom time tend to increase cash payments relat ive 
to cash receipts. Even as success breeds pref er ence systems and views as to 
the future of the economy which lower the weight to emer gen cies in which 
assets will have to be sold or pledged under disad vant age ous condi tions, the 
object ive condi tions change so that the like li hood increases that oper a tions 
will gener ate insuf fi cient cash to service debts—that cash needs will have to 
be met by recourse to asset sale or borrow ing.

Thus, the price of capital as a func tion of the money supply shifts. These 
shifts are not random: success of the economy raises, failure lowers the 
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func tion. In partic u lar, success can lead to an invest ment boom and a finan-
cial crisis or strin gency can lead to a stag na tion of invest ment and incomes.

If Pk  Pk(M) is inter preted as the liquid ity pref er ence func tion, then a 
basic propos i tion of Keynesian invest ment theory is that the liquid ity pref-
er ence func tion shifts.

5. THE STOCK MARKET

An objec tion to writing Pk  Pk(M) for real capital is that there is no clear 
market price for used items of many types of capital. One reason for this is 
that the trans ac tion costs—the cost of search ing for a purchaser and of 
dismant ling, trans port ing, and setting up such items—can be so great that 
it is not feas ible to market such items indi vidu ally.

In the current (1971) taut finan cial envir on ment, firms under finan cial 
pres sures or with profit prob lems are in fact divest ing them selves of oper-
at ing divi sions and units. These divestit ures are a way of selling real capital 
to raise cash to retire press ing debts. The special prop erty of these trans ac-
tions is that whereas it is often not feas ible to raise cash by selling real assets 
indi vidu ally, it often is feas ible to do so by selling capital goods collec ted in 
oper at ing “bundles.”

Often the process by which such divestit ures take place involves the sale 
of the “stock” in a wholly or predom in antly owned subsi di ary. For our 
purposes, such organ iz a tion prop er ties—that oper at ing units are often 
organ ized as separ ate corpor a tions—is not signi fic ant.

On a regular basis corpor a tions are valued in the stock market. While in 
general capital goods may not be traded regu larly, common stock (shares) 
are. From the market value of the stock and the balance sheet of the corpor-
a tion, a valu ation can be placed upon the combin a tion of the firm’s real 
capital and the firm’s special market and manage ment traits. The stock 
market there fore provides an index, with consid er able noise, of the value of 
the capital goods as collec ted in corpor a tions in the economy: the impli cit 
price of capital is a func tion of the expli cit price of common stock modi fied 
by the items mentioned earlier (Turvey).

Stock market valu ations do enter into various invest ment func tions 
primar ily as an element in the cost of capital, where cost of capital is defined 
as finan cing terms. A high price to common stocks is presumed to lower the 
cost of capital. This increases, in a produc tion func tion, the desired amount 
of capital for any output (wages, etc., unchanged). This is supposed to tend 



223AN EXPOSITION OF A KEYNESIAN THEORY OF INVESTMENT

to increase invest ment. In this formu la tion, the lower cost of capital by way 
of stock market valu ation may be offset by a higher cost due to other finan-
cing terms. Within the models that use stock market valu ations as an input 
in determ in ing the cost of capital, there is no precise way in which the valu-
ation of capital goods can be treated separ ately from the terms on which 
debts are avail able to finance control over the exist ing stock of capital as well 
as invest ment.

Ultimately, the test of whether it is better to use stock market inform a tion 
as a measure of the impli cit price being placed upon the economy’s stock of 
real capital or as one element in the determ in a tion of finan cing terms will 
depend upon how well theor ies based upon these differ ent formu la tions do 
in explain ing what happens (Brainard-Tobin, Turvey, Bischoff).

6. THE SUPPLY OF INVEST MENT

Investment is a part of output. The amount of invest ment goods produced is 
decided by invest ment goods produ cers. Given the capital stock special ized 
to the produc tion of invest ment goods there is a rate of produc tion of 
invest ment goods such that a further increase will result in rising costs per 
unit. Thus there is a rising portion of the supply curve for invest ment goods. 
If we assume the invest ment goods indus tries are suffi ciently compet it ive 
this rising supply curve is a summa tion of marginal cost curves.

In addi tion there is a hori zontal or virtu ally hori zontal portion to the supply 
curve for invest ment goods. This “hori zontal” portion is at the minimum 
point of an average cost curve for each produ cing unit. This average cost curve 
contains vari able and user costs. Fundamentally Keynesian user costs are the 
present value of future quasi-rents that will be sacri ficed if capital goods are 
used in current produc tion. Keynesian user costs integ rate the costs of util-
iz ing invent or ies and durable capital equip ment. Inventories or durable capital 
goods will be used only if the present return is at least equal to the present 
value of fore gone expec ted future returns. The returns to stocks are essen tially 
rents, except that tech nical condi tions can lead to a reser va tion price.

In Figure 3, the supply curve of invest ment goods as discussed in the text 
is illus trated by the curves labeled I. The dotted line labeled I  is the supply 
curve if user costs were ignored. The effect of a decline in wages can be 
examined with the aid of Figure 3.

Wages are a para meter of shift in both the I and I’ curves. A decline in 
wages that is assumed to be trans it ory will shift both curves down ward by 
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the same amount. User costs will not decline as long as the future expec ted 
rents do not change. Under these circum stances the offer price will have a 
larger markup on labor costs after wages fall than before. The higher price 
of invest ment goods relat ive to wages can be presumed to induce a substi-
tu tion against capital in the choice of produc tion tech niques.

On the other hand, declin ing wages may also be taken to signal that a return 
to the former price level is not to be expec ted—or at best it will take place at 
some date so far in the future that it can be ignored. Under these circum-
stances the quasi-rents that determ ine current user costs are either smaller or 
in the more distant future. This means that user costs will decline. As a result 
the supply price of invest ment may fall by a greater percent age than wages.

Thus depend ing upon how a decline in money wages is inter preted the 
supply curve of invest ment may fall by a smaller, larger, or equal percent age 
as wages. It follows that as far as substi tu tion effects are concerned falling 
wages may be unfa vor able, favor able, or neutral with respect to indu cing 
invest ment.

In Figure 3, if invest ment produced is I1, we assume that current period 
quasi-rents are suffi ciently large so that the reser va tion effects of user costs 
are of minor import ance. Current quasi-rents are (P1  P 1)I1 and these 
quasi-rents are presum ably suffi cient to satisfy the internal funds require-
ments of a repres ent at ive firm produ cing invest ment goods.

Figure 3 
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If output is I1, quasi-rents equal to (P1  P1)I1 are being earned. If these 
cash flows are suffi cient to meet the press ing needs for cash or if firms 
earning such smaller cash flows can still receive adequate finan cing to 
sustain the reser va tion rents then P1 will be main tained. If a large enough 
number of firms find (P1  P1)I1 insuf fi cient to meet cash commit ments, 
then firms will violate the user cost constraint in an effort to achieve larger 
cash flows through volume output. (Note that bank ruptcy eases cash 
commit ments due liab il it ies and thus allows user cost to act as a reser va tion 
price. Bankruptcy restores orderly condi tions so beloved of oligo pol ists.)

If the need for cash forces prices to P1 then the repres ent at ive firm is not 
gener at ing posit ive quasi-rents: suffi cient funds are not being gener ated 
intern ally to meet payment commit ments embod ied in the liab il ity struc-
ture. Under these circum stances illi quid ity will be preval ent.

User costs explain why excess capa city is asso ci ated with posit ive cash 
flows to capital owners even in highly compet it ive indus tries. They also help 
explain why the economy can operate at levels in between boom and zero 
gross profits to firms. Without the reser va tion pricing of the services of 
capital goods the unre li ab il ity of cash flows from oper a tions would stand as 
a barrier to debt finan cing of durable capital.

Of course the argu ment with respect to user cost is of general valid ity: the 
supply curve for consump tion goods looks just like that for invest ment goods.7

Thus, there are two para met ers of shift for the invest ment (and consump-
tion) supply func tion. One para meter is the wage rate. A fall in wages may 
increase, decrease, or not affect the pace of invest ment, depend ing upon 
what happens to user costs.

The second para meter of shift is user cost. A fall in user cost lowers, an 
increase raises the supply curve. Note that as user costs are present valu-
ations of future returns a rise in interest rates lowers and a fall in interest 
rates raises user costs. The situ ation where present cash needs domin ate 
fore gone future rents discussed earlier can be inter preted as the reac tion 
when effect ive interest rates become very high to the affected unit.

On the whole the supply curve of invest ment goods can be considered to 
be more “stable” than the Pk(M) function which sets the price of capital 
goods. The parameters of shift, wage changes, and the pressing needs for 
cash which dominate normal user costs are the result of prior system 
functioning. Shifts in the investment supply function tend to be induced. We 
can approximate system behavior by assuming that the Pk(M) func tion of 
Figure 1a shifts with refer ence to the stable I func tion.
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Note that if the need for cash results in a fall of the supply curve of invest-
ment goods from I to I , the need for cash will also tend to increase the 
weight attached to the forced sale price in valuing real assets. Such  
an increase in the import ance attached to liquid ity will lower the Pk 
func tion.

7. EX-ANTE AND EX-POST INVEST MENT: THE FLOW OF
INTERNAL FUNDS

Let us assume that the flow of corpor ate internal funds, Nc—gross profits 
after taxes of the Flow of Funds accounts is a close approx im a tion to the 
relev ant concept—is invari ant with respect to the pace of invest ment. Then 
for any period we have that

Nc  N̂ c

a constant. This means that internal funds will pay for N̂ c out of the total
invest ment bill PII. On a per unit basis the contri bu tion of internal funds to 
the finan cing of invest ment can be desig nated by the rect an gu lar hyper bola

PII  N̂ c.

Let us assume that PI1
 in Figure 4 is the ex-ante demand price for invest-

ment goods. This means that given the struc ture of finan cing by the owners 
of the stock of capital, the price per unit of real capital is Pk  PI1

. If there were 
no finan cing of invest ment constraints this implies that an invest ment of I1 
will take place.

The total invest ment bill will be PI1
. I1 of which Nc will be internal funds. 

External finan cing require ments will be (PI1
  Nc/I1)I1. Let us further assume 

that if I1 of invest ment were financed then with Nc/I1 of internal funds per 
unit of invest ment the various balance sheet rela tions for finan cing the flow 
would be consist ent with the way in which the “stock” is financed. 
Investment in excess of I1 implies a greater depend ence upon debt for the 
incre ment of invest ment than is true for the stock of capital. The negat ively 
sloped func tion P1 indic ates how the demand price for invest ment goods 
declines as the finan cing terms become progress ively more constrain ing.

In Figure 4 the equi lib rium is achieved with real ized invest ment of I2, a 
supply price of invest ment goods of P 2 with Nc/I2 of internal finan cing per 
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unit of invest ment put into place. As a result of finan cing constraints ex-post 
invest ment is less than ex-ante invest ment.

8. INTERRELATIONS BETWEEN FINAN CING INVEST MENT AND
THE PRICE OF CAPITAL ASSETS

The equi lib rium of Figure 4 is partial even for the invest ment model. The 
external finan cing terms for invest ment are the prices at which various lia   bil-
it ies with specified cash flow attrib utes can be sold by the invest ing units. 
These finan cing terms can be such that incre ments to real capital assets are 
valued as the stock of capital assets. This means that I1 of invest ment in Figure 
4 will take place. Alternatively the finan cing terms may be such that beyond 
some rate further incre ments to capital are valued at less than units in the 
stock. If this is true the demand for invest ment goods will be negat ively 
sloped. The PI curve of Figure 4 reflects such an effect ive finan cing constraint.

At any moment of time the stock of private real capital is owned by some 
units. These asset posi tions are financed by liab il it ies. For equi val ent contract 
terms such as matur ity and collat eral clauses, the liab il it ies of a unit which 
finances its owner ship of the stock of capital and those liab il it ies which 
finances purchases from the flow of invest ment output must sell at equi va -
l ent prices.8 Thus a constrain ing change in finan cing terms, as illus trated 

Figure 4 



AN EXPOSITION OF A KEYNESIAN THEORY OF INVESTMENT228

by the curve PI, will feed back and affect either the price of the stock of 
capital or the price of the stock of outstand ing debts of the firm under 
exam in a tion.

Over time as debts finan cing owner ship of the stock must conform to the 
terms ruling in the market for finan cial instru ments the effect will be upon 
the price of capital Pk. Initially, however, the losses may accrue mainly to the 
owners of the inher ited stock of private liab il it ies.

For purposes of our discus sion the liab il ity struc ture of units holding the 
real stock of capital can be broken into three parts: equity, bank debt, and 
other debt. For the exist ing stock of capital the value of equity is the value 
of the capital goods minus bank and other debt. The stock market valu ation 
is the only way in which the equity invest ment in a firm can be meas ured.

The finan cing tech niques for invest ment are internal funds—gross profits 
after taxes net of dividends—and external funds. The external funds are 
divided into bank and other external finan cing. The other external finan cing 
consists of new equity issues and net other debt finan cing. By adding new 
equity finan cing and internal funds a break down of corpor ate finan cing of 
invest ment into equity, bank debt, and other debt finan cing is possible.

The class other debt is hetero gen eous contain ing many differ ent types of 
liab il it ies. However, the tech nique of consid er ing all debts as setting up cash 
flow commit ments should enable us to deal with this hetero gen eous class.

For every pace of invest ment there exists at least one way in which the 
invest ment can be financed so that no change will occur in the finan cing 
condi tions for holding the stock of real capital. Presumably if invest ment 
flow and stock hold ings are financed in the same way then no changes in 
the finan cing condi tion of the stock will be induced by the need to finance 
the flow. If we assume that the money stock is related to bank finan cing of 
posi tions in the stock of capital, if internal funds are the only way in which 
equity finan cing can occur, then we have that

That is if K, M, E and other debt all grow at the same rate, then there will be 
no changes in the terms upon which posi tions in the stock of assets will be 
financed as a result of the invest ment process.

Note that if I/K  Y/Y, then the neutral rate of growth of the money 
supply with respect to income, M/M  Y/Y, is not equal to the neutral 
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rate of growth of the money supply with respect to finan cing invest ment 
M/M  I/K.
Furthermore, if there is a third compon ent to balance sheets which 

consists of outside govern ment debts then finan cing neut ral ity will require 
that G/G  M/M  I/K, i.e. the govern ment deficit must be such that 
govern ment debt grows at the same rate as capital.

The concept of monet ary neut ral ity becomes amorph ous and vague as the 
domain of relev ant obser va tions is expan ded. For example, the evol u tion of 
the finan cial struc ture involves a substi tu tion of other finan cial assets for 
money and for direct liab il it ies in port fo lios. Some concept of evol u tion ary 
neut ral ity is needed once such obser va tions are recog nized [21].

Presumably no change will occur in the price of liab il it ies relat ive to the 
price of real capital if the cash flow commit ments by the incre mental liab il-
it ies are to the cash flow expect a tions from the incre mental capital as the 
cash flow commit ments for the stock of liab il it ies are to the cash flow 
expect a tions from the stock of capital. The negat ively sloped portion of the 
demand for invest ment func tion reflects a need to pledge increas ing portions 
of the expec ted cash flows in order to finance the acquis i tion of capital 
goods.

If finan cial growth is not balanced—if for example M/M  Nc/equity 
 I/K—then there will be a feed back from the finan cing terms for invest-

ment to the finan cing terms for items in the stock of capital. These will in 
turn imply changes in the price of items in the stock of capital.

If for instance finan cing terms for invest ment are such that PI  PK, then 
the feed back from invest ment finan cing to the price of capital will operate 
so as to decrease the gap between them; if initially PK  PI  0 then the finan-
cial feed back will induce 

Underlying the prices of the items in the stock of capital goods are the 
eval u ations of uncer tainty with respect to the cash flows that oper a tions are 
expec ted to gener ate and the terms upon which posi tions in assets can be 
sold out or refin anced as well as subject ive atti tudes toward risk. A run of 
success by the economy changes both the views as to what is likely to occur 
and the relat ive aversion-attraction of risk in pref er ence systems. These 
phenom ena will lead to upward shifts in the PK(M) func tion of Figure 1A. 
Such a shift implies increases in the market valu ation of common stock. The 
incre ment in the value of capital due to such unreal ized capital gains is 
reflec ted as an increase in the (impli cit) equity finan cing of posi tions, i.e. 
the equity to value of capital ratio increases. It follows that for owners of the 
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under ly ing stock of capital who are simul tan eously investors there exists the 
possib il ity of hypo thec at ing the stock to finance invest ment.

In terms of Figure 4 a rise in PK implies a rise in PI and an increase in the 
ex-ante pace of invest ment. With the increase in the owner’s equity in the 
exist ing stock of capital, the ability of the unit to debt-finance invest ment is 
improved. Capital gains due to upward shifts in the PK(M) func tion tend to 
make the ability to finance invest ment elastic at terms equi val ent to those at 
which the stock of capital is held. The negat ively sloped portion of the 
invest ment demand curve—which was due to finan cing constraints—tends 
to evap or ate. That is the “increased” protec tion involved in the larger equity 
finan cing of the new reval ued stock induces lenders to sustain favor able 
terms for finan cing invest ment.

This latter phenomenon—that supply conforms to the demand for finan-
cing during an invest ment boom—is often the result of evol u tion and 
change in the finan cial system. It is evident that the finan cial system during 
a period such as the 1960s in the U.S.A. changed rapidly, tended to facil it ate 
the finan cing of invest ment, and inven ted new or modi fied old ways in 
which posi tions in the stock can be financed. In terms of the LM diagram of 
conven tional theory, the historic liquid ity pref er ence func tion for a given 
supply of money is a step func tion with infin itely elastic segments. These 
segments repres ent periods in which a finan cial innov a tion such as CD’s, 
commer cial paper use by non-financial corpor a tions etc. are working their 
way through the market [21, 22, 23].

In terms of conven tional quant ity theory language a LM curve such as is 
illus trated in Figure 5 indic ates that velo city conforms to busi ness cycles. 
But this is the result of increased finan cial inter me di ation. The layer ing 
process implies that aggreg ate payment commit ments on finan cial account 
increase relat ive to the under ly ing income related payment receipts. This 
means that finan cial organ iz a tions which make posi tion by dealing in assets 
grow relat ive to the rest of the economy. Although finan cial innov a tion and 
its asso ci ated velo city increases are part of the way in which good times are 
financed, the very growth of finan cial inter me di ation increases the like li-
hood that a finan cial feed back will occur that lowers the PK(M) func tion by 
increas ing the weight attached to the value of real assets as a source of cash 
by sale or hypo thec a tion.

In a boom the rise in common stock prices implies a decrease in the ratio 
of debt to the market value of real capital. This implies that a high debt to 
internal funds ratio for invest ment will be accept able to both bankers and 
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investors as it tends to offset the effects of the capital gains. A will ing ness to 
debt finance invest ment during booms is evid enced by increases in 
dividends, not only abso lutely but as a ratio of gross profits after taxes, by 
firms that are engaged in debt-financed invest ment programs. This is so 
because a stock market boom lowers the ratio of debt to the market valu-
ation of the firm. If firms have views as to accept able debt ratios, such an 
improve ment means that incre ments to capital can be more heavily debt 
financed.9

A prolonged or exten ded period of good times also changes views as to 
the cash flows that can be expec ted from oper a tions. A belief that these cash 
flows are both larger and more stable than hitherto expec ted will lead to a 
will ing ness to hypo thec ate a larger share of the expec ted cash flows.

Thus in terms of what invest ing units are willing to do, what finan cing 
units are willing to accept and the layer ing of finan cial commit ments an 
exten ded period of prosper ity culmin at ing in an invest ment boom gener ates 
a finan cial struc ture in which the “making of posi tion” by the sale of assets 
or the creation of addi tional liab il it ies becomes increas ingly preval ent. In 
this increas ingly active finan cial envir on ment a trig ger ing event which leads 
to the sale of assets in a thin market can lead to a sharp increase in the view 
that real assets may have to be used to raise cash by sale or hypo thec a tion.

This change in subject ive prob ab il it ies leads to a sharp fall in the PK(M) 
func tion. In Figure 6 the effect of a revalu ation down ward of asset prices is 
illus trated. With the config ur a tion of the  and the I curves no increase in 
the money supply will increase invest ment. This config ur a tion illus trates the 
liquid ity trap.

Figure 5 
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The problem of finan cial crises—whether of the magnitude of the great 
debt-deflation process of 1929–33 or of the minor scale of the crunch of 
1966 or the liquid ity squeeze of 1970—is that they occur. Historically—
prior to World War II—finan cial crises were the identi fy ing phenom ena of 
the great depres sions of history. These great depres sions were asso ci ated 
with stag na tion of enter prise, of invest ment. The debt-deflation process 
once triggered was easy to describe: Irving Fisher did it admir ably. But  
for Fisher and Keynes the initi ation of a debt-deflation was basic ally  
unex plained.

The model sketched here makes a debt-deflation process up to the trig-
ger ing event an endo gen ous phenom ena not in any determ in istic sense but 
in the sense of creat ing an envir on ment in which the like li hood of such an 
event taking place increases.

With modern Central Banking and large scale central govern ments the 
course of events follow ing a trig ger ing event can and does diverge from the 
cumu lat ive debt-deflation process. Instead of plunging into a great depres-
sion the economy retreats from a boom. Nevertheless follow ing the trig-
ger ing event for many sectors the desired liab il ity struc ture will include less 
debt than the actual liab il ity struc ture. Even in the absence of a cumu lat ive 
process there exists the possib il ity that after a protrac ted boom and a finan-
cial trauma the inher ited finan cial struc ture will act as a prolonged constraint 
upon invest ment.

Whereas in the past the busi ness cycle of exper i ence may have been char-
ac ter ized by boom and bust, currently the busi ness cycle may be char ac ter-
ized by boom and high level stag na tion.

Figure 6 
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9. CONCLUDING REMARKS

The model sketched here makes the debt-deflation process through the trig-
ger ing event an endo gen ous phenom enon. It is the ever-increasing finan cial 
layer ing of a boom that makes the need to raise cash by the sale of assets 
more likely to occur. Once this takes place the failure of the asset market to 
be broad, deep, or resi li ent will lead to a revalu ation of asset prices. In this 
revalu ation a much greater weight is placed upon liquid ity attrib utes than 
hitherto. It is by way of the finan cial attrib utes of a decent ral ized capit al ist 
economy that we can develop a theory of invest ment that fits into an invest-
ment theory of the busi ness cycle.

In the U.S.A. there are two popular compet ing models—the monet ar ist 
and the income-expenditure—which have been vying for the favor of our 
recent Princes and which have been used as the theor et ical basis for fore-
cast ing models. These fore cast ing models have been conspicu ously in error 
in recent years. On the basis of the failure of fore cast ing efforts, the valid ity 
of the under ly ing theor et ical model can be ques tioned.

The monet ar ist and the income-expenditure models are similar in they 
tend to ignore the complex finan cial inter re la tions of the economy. The 
construc tion of an empir ical model of invest ment consist ent with the theo-
  re   t i      cal formu la tion advanced here would emphas ize liab il ity struc tures and 
the demand, dated, and contin gent cash flows they entail. A first approx i    ma-
tion to a data base for such a model exists in the sectoral balance sheets  
of the Flow of Funds accounts. An integ ra tion of this data with interest rate 
and term to matur ity data in order to gener ate estim ates of cash flow 
commit ments that are more accur ate than a mere detail ing of liab il it ies 
outstand ing is required.

The key signi fic ance of the contin gent need to raise cash by selling assets 
implies that atten tion should be paid to the struc ture of finan cial assets of 
the corpor ate sector. If assets with good, smoothly oper at ing second ary 
markets become relat ively scarce in port fo lios, then a need to raise cash will 
be more likely to entail an attempt to sell or pledge assets with thin markets. 
Sharp price declines—and even epis odes of markets not func tion ing can 
result. Thus the ratio of “good” or “protec ted market” assets to the current 
cash flow require ments due to debts becomes a key indic ator of the like li-
hood that asset prices will decline. Data on this attrib ute of the economy are 
avail able in the flow of funds accounts.

Thus, meas ures of the cash flow from oper a tions avail able to service debt 
will gener ate one aspect of the finan cial picture. Another aspect is gener ated 



AN EXPOSITION OF A KEYNESIAN THEORY OF INVESTMENT234

when internal funds (cash flow from oper a tions after debt services) are 
related to invest ment, either anti cip ated or real ized. The tech nique of finan-
cing invest ment—whether the ratio of invest ment to internal funds is high 
or low—is a key indic ator of the stabil ity of invest ment. Fundamentally it is 
postu lated that a high and increas ing ratio of debt finan cing to invest ment 
cannot be sustained.

It seems likely that an equal rate of growth of internal funds and invest-
ment cannot be perman ently sustained. If sustained for awhile, the tempta-
tion to exper i ment with balance sheets increases, leading to greater rate of 
increase of invest ment than internal funds.

A strong stock market is a signal for a higher ratio of debt finan cing to 
internal funds in invest ment. However, with the long lag of invest ment 
deliv ery behind the initi at ing of invest ment, a stock market boom may 
result in an invest ment backlog. As a result a long lag between a stock  
market decline and a decline in invest ment may exist. That is if we use  
stock market data as the proxy for the impli cit price of capital there may  
be long and vari able lags—depend ing upon the gest a tion periods of the 
invest ment involved—between stock market changes and invest ment 
changes.

Fundamentally in a Keynesian model of invest ment spec u lat ive elements 
are as vital as produc tion func tion attrib utes in determ in ing the pace of 
invest ment. The Pk  Pk(M) func tion embod ies the spec u lat ive elements of 
the invest ment process. Current neoclas sical based aggreg ate invest ment 
theor ies ignore spec u lat ive phenom ena. As a result the domin ant academic 
theory of invest ment has but little relev ance to an economy such as the U.S. 
economy of the 1970s.
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NOTES

1 There is no precise refer ence to the F.R.B.-M.I.T. model. However, Bischoff 
has given a straight for ward expos i tion of the F.R.B.-M.I.T. invest ment 
model, which stands as a basic ally flex ible accel er ator—the accel er ator 
adjust ing to relat ive prices of factor inputs.

2 Prof. J. Robinson in the Preface to [24] argues that Keynes’ analysis “… 
attrib uted too much import ance to the rate of interest as a regu lator of the 
economy” (p. xii). Keynes’ restate ment of his views in his rebut tal to Viner 
in 1937 is, I believe, not subject to Prof. Robinson’s criti cism.

3 In his Ph.D. research [8] L. Ederington has shown that the yield and dealer 
spreads are system determ ined vari ables. The vari ation in these spreads is 
the way market pres sures from the finan cing of invest ment are trans mit ted 
by way of the finan cing of posi tions in the stock of capital to the perhaps 
impli cit price of capital assets.

4 The stand ard balance sheet by ignor ing longer term rental contracts by 
busi ness under states payment commit ments. A restruc tur ing of finan cial 
data in terms of payments and receipts is needed.

5 A chain of substi tu tion among assets is possible so that with a money 
supply of M0 a finan cial asset, Li, is used as if it were money, but with a 
money supply M1  M0, Li is no longer used in this way. For such an 
“inferior” money substi tute it is possible that PLi(M1)  PLi(M0).

6 It is neces sary to distin guish between the “stock” and the “flow” impact of 
govern ment debt—where “govern ment debt” includes not only the stat-
utory debt but also all interest bearing debt which is effect ively guar an teed 
against default by govern ment endorse ment—impli cit or expli cit.

For given stocks of money, private debt, and real capital and a given set of 
expect a tions about the beha vior of the economy the greater the stock of 
govern ment debt the higher the price of the stock of real capital and private 
debt. On the other hand, with given stocks of money, govern ment debt, private 
debt, and real capital, a given (exogen ously determ ined) rate of growth of the 
money supply, and a given income level, the greater the rate of increase of the 
govern ment debt the lower the price (the higher the conven tion ally meas ured 
interest rate) on new issues of private debt and on new invest ment output. 
That is as a stock govern ment debt is a comple ment to real capital and private 
debt, as a flow they are substi tutes. This ambi gu ity in the rela tion ship causes a 
consid er able amount of confu sion in the analysis of finan cial markets.

7 Keynesian user cost is not a plan ning cost of capital concept—the 
planned-for quasi-rents are larger than the reser va tion price which enters 
user cost. For example, if by produ cing now a firm sacri fices a quasi-rent of 
100 some time in the future, the current user cost is the discoun ted value 
of the future expec ted quasi-rent and this can be smaller than the “plan-
ning” rate used in determ in ing factor propor tions. This view differs from 
that of Jorgenson and is some what like that of Tobin.
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8 Because of the yield spread, new issues are sold at a discount as compared 
to outstand ing issues, however, if they are priced correctly, there is an 
imme di ate rise in the price of the new issue. Observed market yields on 
seasoned issues are not the cost of funds to units selling new issues and 
the differ ence between the two (market yield and cost to borrow ers) is not 
constant over time (Ederington).

9 If exist ing manage ment is unwill ing to increase debt finan cing of invest-
ment, then mergers, take-over-bids, etc.—which are debt financed—will 
take place so as to “redeploy” finan cial assets.
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MONETARY SYSTEMS AND 

ACCELERATOR MODELS

A signi fic ant part of recent liter at ure on both growth and business-cycle 
theory has been based upon some form of an inter ac tion between a 
consump tion (saving) rela tion and an induced invest ment rela tion. The 
authors who have construc ted these accelerator-multiplier models have paid 
little, if any, atten tion to the monet ary prerequis ites and effects of the 
assumed processes.1 Obviously the accelerator-multiplier process takes place 
in the context of some monet ary system. In this article the manner in which 
the time series gener ated depends upon the inter ac tion of an accelerator-
multiplier process and the monet ary system will be invest ig ated: the main 
emphasis will be on the upper turning point and the possib il ity of gener-
at ing steady growth. In this article the lower turning point is unex plained 
aside from noti cing how the various monet ary systems can act as a brake on 
disin vest ment and also, by chan ging liquid ity, set the stage for a recov ery.

The proced ure will be to examine the result of combin ing a linear 
accelerator-multiplier model with a number of altern at ive monet ary 

The author wishes to acknow ledge his debt to Julius Margolis, Roger Miller, and Merton  
P. Stoltz for their helpful comments and sugges tions.
 Reprinted from The American Economic Review, Vol. XIVII, No. 6, December 1957, by arrange-
ment with the publisher.



239MONETARY SYSTEMS AND ACCELERATOR MODELS

systems. The terms (interest rate) and the manner (type of liab il ity) of finan-
cing invest ment are affected by the beha vior of the monet ary system. In 
turn, both money-market condi tions and the balance-sheet struc ture of 
firms affect the response of firms to a change in income. This can be inter-
preted as making the accel er ator coef fi cient an endo gen ous vari able related 
to the monet ary system. Hence the mater ial in this article could be form al-
ized as a series of nonlin ear accelerator-multiplier models.2

This article is divided into three sections. The first is a brief review of the 
attrib utes of both linear and nonlin ear accelerator-multiplier models. It is 
followed in the second section by an analysis of the beha vior of the accel er-
ator model with the quant ity of money constant. The third and last section 
is an invest ig a tion of how the system would behave with the quant ity of 
money varying in a number of differ ent ways.

I. FORMAL ATTRIB UTES OF ACCELERATOR-MULTIPLIER MODELS

The essen tial linear accelerator-multiplier model can be written:3

(1) Yt  Ct  It

(2) Ct  aYt 1

(3) It  (Yt 1  Yt 2)

where Y  income, C  consump tion, I  invest ment, a  marginal (  average) 
propensity to consume,   accel er ator coef fi cient and t is the number of the 
“day.” By substi tu tion, equa tions (1)–(3) yield:

(4) Yt  (a  )Yt 1  Yt 2

Equation (4) is a second-order differ ence equa tion; its solu tion in general is 
of the form:

(5) Yt  A1 
t
1  A2 

t
2

where A1 and A2 depend upon the initial condi tions and 1 and 2 are 
determ ined by the values of a and .

Aside from the effects of the initial condi tions, the time series gener ated 
by a second-order differ ence equa tion can be any one of the follow ing:  
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(1) mono tonic equi lib rat ing; (2) cyclical equi lib rat ing; (3) cyclical with 
constant amplitude; (4) cyclical explos ive; (5) mono tonic explos ive.4 By 
itself, no one of these five types of time series is satis fact ory for business-
cycle analysis. Types 1 and 5 are not cyclical. If they are to be used, either 
floors or ceil ings to income or pushes (system atic or random) from outside 
have to be posited. A time series of type 2 would in time result in the cycle 
dying away, so that some system atic or random push is required to main tain 
the cycle. A time series of type 4 would in time gener ate fluc tu ations greater 
than any preas signed value. Hence floors and ceil ings have to be posited to 
constrain the fluc tu ations. A type-3 time series is a self-sustaining cycle, but 
its exist ence depends upon a partic u lar value of  and, in addi tion, the time 
series it gener ates is “too” regular.

A way out of this diffi culty is to have the a and  coef fi cients vary over the 
cycle, thus gener at ing a time series which is a combin a tion of the differ ent 
types of time series. Hicks and Goodwin do this by assum ing that the value 
of  is so great that, unless constrained, an explos ive time series is gener-
ated, but that constraints, in the form of a maximum depre ci ation rate and 
full employ ment (or the capa city of the capital-goods-producing indus-
tries), exist. These constraints force real ized invest ment to be differ ent from 
induced invest ment, and, form ally, they can be inter preted as chan ging the 
value of . As the value of  is assumed to fall (rise) when income is very 
high (low) or increas ing (decreas ing) very rapidly, an accept ably irreg u lar 
cyclical time series is gener ated. Obviously by linking explos ive, cyclical, 
and damped move ments together, any type of time series which is desired 
can be gener ated.

A set of formal nonlin ear models similar to those of Hicks and Goodwin 
can be gener ated by posit ing that the value of , the accel er ator coef fi cient, 
depends upon money-market condi tions and the balance sheets of firms. 
These factors in turn depend upon the rela tion between the level and rate of 
change of income and the beha vior of the monet ary system. In this paper 
however the math em at ical model of the accel er ator process will be a simple 
linear form. It is hoped that what is lost in math em at ical neat ness may be 
offset by what is gained in the iden ti fi ab il ity of the econom ics.

So far we have not taken up the effects of the initial condi tions. The initial 
condi tions are partic u larly import ant in determ in ing the income gener ated 
by a type-5 (mono tonic explos ive) time series for small values of t. To 
gener ate a type-5 series, 1 and 2 are both greater than 1 in the rela tion 
Yt  A1

t
1  A2

t
2. To set off the recurs ive process two levels of income Y0 and 
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Y1 (the initial condi tions) are needed, which determ ine the values of A1 and 
A2. If Y1 is greater than Y0 and the ratio of Y1 to Y0 is less than 2, the smaller 
root, then A1, the coef fi cient of 1, the larger root (also called the domin ant 
root), will be negat ive. As the larger root will in time domin ate, a negat ive 
A1 will in time result in a negat ive Yt. Hence if the rate of increase of income 
given by the initial condi tions is less than the smaller root, there will be a 
turning point in the time series even though the values of a and  are such 
as to gener ate a monotonic-explosive time series.5

This leads to an altern at ive way of inter pret ing the Goodwin-Hicks type 
of nonlin ear accel er ator models. When the floors and ceil ings become 
effect ive, a new set of initial condi tions is, in effect, imposed on the time 
series. If these new “initial condi tions” result in the sign of the coef fi cient 
of the domin ant root chan ging, then in time the direc tion of the move ment 
of income will be changed. The effects of monet ary constraint can also be 
inter preted in this manner.

Following Goodwin and Hicks we will assume that the value of  is so 
large that, unless it is constrained, the accelerator-multiplier process will 
gener ate an explos ive time series. The solu tion of the accelerator-multiplier 
model will be Yt  A1

t
1  A2

t
2 where 1  2  1 and the initial condi tions 

are such (Y1/Y0  2) that A1 and A2 are both posit ive. For the range of 
magnitudes of Y1/Y0 which it seems sens ible to posit, A2 will be much larger 
than A1. This means that at the early dates (t small) of the devel op ment the 
weight of 2 is high while at the later dates 1 domin ates. The rate of growth 
of income gener ated by the explos ive process being considered increases in 
time, approach ing 1 as a limit.6

The increas ing rate of increase of income that such an explos ive accel er-
ator process gener ates will in time be greater than the accep ted possible  
rate of growth of product ive capa city. In order to be able to main tain the 
continu ity of the accel er ator process, we assume that all the rela tions are in 
money terms and that the accel er ator process may gener ate changes in the 
price level. We will, at a number of points, call atten tion to some specific 
effects of price level changes.

II. THE ACCEL ER ATOR MODEL WITH THE QUANT ITY OF
MONEY CONSTANT

In this and the follow ing section we will derive several time series that result 
from the inter ac tion of an accelerator-multiplier process and various types 
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of monet ary systems. The monet ary systems to be considered are clas si fied 
in terms of the monet ary changes which can take place. Monetary changes 
are changes in either the velo city of circu la tion or the quant ity of money. 
Therefore we will consider the follow ing altern at ive monet ary systems: (A) 
neither velo city nor quant ity changes; (B) only velo city changes; (C) only 
quant ity changes; (D) both velo city and quant ity change.7 The first two 
monet ary systems will be considered in this section, the last two in the next 
section.

Except in the first monet ary system, we assume that there exists a frac-
tional reserve banking system. The money supply is changed by either the 
creation of depos its in exchange for busi ness firms’ debts or the destruc tion 
of depos its by busi ness firms’ repay ment of bank debt. That is, the banking 
system is a commer cial banking system rather than one that deals in govern-
ment and other secur it ies.8 In all that follows the central bank’s rela tions 
with the commer cial banks are integ rated into the “monet ary system.” For 
example, an infin itely elastic money supply can be achieved by a central 
bank lending to commer cial banks, or by a central bank purchas ing open 
market paper. Also in a monet ary system we include the special ized finan cial 
inter me di ar ies.

The income velo city of money and the liquid ity pref er ence rela tion can 
be char ac ter ized as mirror images of each other.9 When income velo city 
rises, the liquid ity of the economy falls and vice versa. A useful construc tion 
is to assume that for each level of money income Y, there exists a minimum 
quant ity of money MT which is neces sary to sustain the volume of payments 
asso ci ated with Y. If MT is the total quant ity of money in exist ence then there 
is no money avail able for port fo lio use; we have a maximum income velo-
city of money Vm for each Y, so that MT  Vm  Y. If M is greater than MT then 
the actual velo city, V, is less than Vm. The differ ence between M and MT is ML, 
the amount of money which is held as a liquid asset. If the quant ity of 
money is constant, port fo lio money ML must fall when V rises.

If V  Vm then ML  0. Abstracting from changes in the quant ity of money, 
with ML  0, the interest rate is determ ined by the demand curve for invest-
ment, ex ante saving, and the terms upon which holders of liquid ity are 
willing to substi tute earning assets for money. Similarly, if ML  0, then the 
interest rate is determ ined by the demand for invest ment, the supply of 
saving, and the terms upon which indi vidu als are willing to hold cash as an 
asset. With a given money supply in excess of MT there exists a rate of interest 
at which households and busi ness firms as a whole are not willing either to 
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increase or to decrease their hold ings of money. Any other market interest 
rate involves either an increase in cash balances so that savings are util ized 
to increase liquid ity, or a decrease in cash balances so that invest ment is 
financed from the reser voir of purchas ing power. It is assumed that changes 
in the market rate of interest will affect the amount of invest ment induced 
by a given change in income.

Assume that all invest ment is made by busi ness firms. On a consol id ated 
balance sheet of all firms, invest ment is repres en ted by an increase in plant, 
equip ment, or work in progress, and it will be offset by an increase in lia  -
bil it ies (equity or debt) or a decrease in other assets (cash or liquid assets). 
Business invest ment can be equity-financed as a result of either ex ante saving 
by house holds and firms or a decrease in the cash balances of house holds. 
Business invest ment can be debt-financed as a result of ex ante saving by 
house holds, a decrease in house holds’ cash balances or by an increase in 
bank debt of busi ness firms. The finan cing of invest ment by a decrease in the 
cash (liquid assets) balances of firms does not affect either the debt or the 
equity liab il it ies of firms: it only makes firms less liquid.

Whereas ex ante saving and decreases in the liquid ity of house holds can be 
used for either debt or equity finan cing of invest ment, increases in the 
quant ity of money can be used only for the debt finan cing of invest ment. 
Households, busi ness firms, and banks are sens it ive to the compos i tion of 
the balance sheets of firms; in partic u lar an increase in the ratio of debt to 
equity or a decrease in the ratio of cash to other assets in firms’ balance 
sheets will make busi ness firms less willing to borrow and house holds and 
banks less willing to lend. Hence if invest ment is financed in such a way as 
either to increase the ratio of debt to total liab il it ies or to decrease the 
liquid ity of busi ness firms, the amount of invest ment induced by a given 
change in income will fall. The value of the accel er ator coef fi cient there fore 
depends upon two vari ables, the market rate of interest and the struc ture of 
the balance sheets of firms. Changes in these vari ables can dampen what 
other wise would be an explos ive move ment of income.

A. Neither velo city nor quant ity changes

Using the Swedish concepts,10 we define Yt 1  Ct  (1  a)Yt 1 as ex ante 
saving. Assuming, as pure accelerator-multiplier models do, that all of invest-
ment is induced, then It  (Yt 1  Yt 2) is iden ti fied as ex ante invest ment. 
From equa tions (1) (3), it follows that for Yt � Yt 1 it is neces sary that 
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It  (Yt 1  Yt 2) � (1  a)Yt 1, for Yt  Yt 1 it is neces sary that It  (Yt 1  
Yt 2)  (1  a)Yt 1.

With a monet ary system in which neither the velo city of circu la tion nor 
the quant ity of money changes, if ex ante invest ment is greater than ex ante 
saving, the ex ante saving has to be rationed among investors, and the market 
in which this ration ing takes place is the money market. The excess of 
demand over supply results in a rise in interest rates, which will continue 
until real ized invest ment is equal to ex ante saving. In Figure 1, ex ante invest-
ment is based upon the rate R1 so that (Yt 1  Yt 2)  It . The inab il ity to 
finance more than It ( St) of invest ment results in a rise in the interest rate 
to R2. Such a monet ary system leaves no room for an accelerator-multiplier 
cycle. A neces sary condi tion for the func tion ing of an accel er ator process 
during an expan sion is that a source of finan cing of invest ment in addi tion 
to ex ante saving should exist.11

Symmetrically, if ex ante saving is greater than ex ante invest ment then an 
increase in invest ment is forced so that all of the avail able finan cing is 
absorbed by real invest ment. If there exists no way in which savings can be 
util ized other than in invest ment, then the terms upon which firms can 
finance invest ment must change so that real ized invest ment is greater than 
ex ante invest ment. This equal ity of ex ante saving and real ized invest ment 
stabil izes income, thereby halting the “induce ment to disin vest.”

Figure 1 Reconciliation of ex ante saving and invest ment
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B. Only velo city changes

With a constant money supply, real ized invest ment can differ from ex ante 
saving only if the velo city of circu la tion of money changes. We will first take 
up the purely mech an ical implic a tions of the exist ence of a floor and a 
ceiling to velo city. We will then consider the effects on the value of the 
accel er ator coef fi cient of changes in velo city when no excess liquid ity exists 
and when excess liquid ity exists (the Keynesian liquid ity trap). To the extent 
that a fixed money supply and a ceiling to velo city set an upper limit to the 
money value of income, secular growth requires a falling price level, and 
this has implic a tions for the accel er ator process.

We have assumed that the interest rate and the balance-sheet struc ture of 
firms (liquid ity and the debt-equity ratio) affect the value of the accel er ator 
coef fi cient. The finan cing of invest ment by absorb ing idle cash balances 
does not neces sar ily change the debt-equity ratio of busi ness firms, for we 
can assume that the debt-equity pref er ences of house holds are not strik ingly 
differ ent when ex ante saving and when idle cash balances are used to finance 
invest ment.12 Therefore the balance sheets of invest ing firms do not deteri-
or ate during an expan sion financed by increas ing velo city. Of course the 
liquid ity of house holds and firms is reduced but, unless the liquid ity trap is 
oper at ive, this is reflec ted in the interest rate. Therefore in this section only 
the interest rate and, in the liquidity-trap situ ation, the changes in liquid ity 
at a constant interest rate can affect the accel er ator coef fi cient.

Assume that a cumu lat ive rise in income is set off. This increases the 
quant ity of money needed for trans ac tion purposes and, there fore, as the 
process contin ues there are progress ively smaller asset hold ings of money 
which can be used to finance invest ment in excess of ex ante saving. The 
highest attain able level of money income is that level at which all of the 
avail able money supply is required for trans ac tions (see Table 1). At that 
income real ized invest ment cannot exceed ex ante saving. Realized invest ment 
equal to ex ante saving results in a constant income which, given the accel er-
ator assump tion, induces zero invest ment. Ignoring any effects that the 
interest-rate and balance-sheet changes accom pa ny ing velo city increases 
have upon the accel er ator coef fi cient, a monet ary system with a constant 
quant ity of money may impose a ceiling to money income. This ceiling is 
not determ ined by full employ ment or by the capa city of the invest ment 
goods indus tries; it is determ ined by the limited ability of changes in velo-
city to finance invest ment.
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Symmetrically if a minimum velo city exists, a floor to money income 
exists. However the floor is not entirely symmet rical with the ceiling, and in 
this article the lower turning point is essen tially unex plained.

Let us examine what would be happen ing in the money market during a 
process such as is detailed in Table 1. Ignoring the liquid ity trap, a rise in 
trans ac tion money as income rises means that with a constant money supply 
port fo lio money becomes scarcer. The interest rate at which cash can be 
with drawn from port fo lios into the income stream rises as asset money is 
used to finance invest ment in excess of saving. With a fixed quant ity of 
money and a rise in income, the balance sheets of house holds and firms 
show a smaller ratio of asset cash to total assets, liquid ity decreases. The 
decrease in liquid ity and the rise in the interest rate both tend to decrease 
the accel er ator coef fi cient.

Alternatively, on the down swing ex ante invest ment is smaller than ex ante 
saving. With a constant money supply, this excess saving is absorbed by a 
reduc tion in velo city. Money avail able for asset purposes increases as it is 
with drawn from the income stream. The interest rate falls and the liquid ity 
of the community rises so that the amount of disin vest ment induced by the 
given down ward shift in demand decreases. Both on the upswing and the 
down swing, the monet ary system which is based solely upon changes in 
velo city acts as a stabil izer of real ized induced invest ment unless the fall in 

Table 1 Only Velocity Changes
(Constant Money Supply—No Interest-Rate Effects)

Accelerator process
a  .8,   4.0

Y0  100, Y1  110

Monetary system
Money supply  100

Maximum velo city  2

Investment

Time  Y C Savings 
ex ante

Ex ante Realized Investment 
financed by Va

Realized 
velo city

0 100        1.00
1 110 80 20 30 10 1.10
2 128 88 22 40 40 18 1.28
3 174 102 26 72 72 46 1.74
4 200 139 35 184 61 26 2.00
5 200 160 40 104 40 0 2.00
6 160 160 40 0 0 40 1.60

a Investment in excess of ex ante saving. Obviously negat ive invest ment financed by V means 
that ex ante saving is greater than invest ment.
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income is so great that the money released from trans ac tion purposes lowers 
the interest rate to the floor interest rate of the liquid ity trap. At this interest 
rate the stabil iz ing effect upon aggreg ate disin vest ment of the fall in finan-
cing terms will cease, although increas ing liquid ity can continue to act as a 
stabil izer.13

Figure 2 illus trates the use of cash balances to finance invest ment and to 
offset ex ante saving. At the interest rate R1, and income Y0, the velo city of 
circu la tion of money remains constant. This is illus trated by the L1 curve 
inter sect ing the zero change in cash balances line at R1. At higher interest 
rates cash assets would be freed to finance invest ment; at lower interest rates 
saving would be absorbed by cash balances. The amount of invest ment which 
can be financed at any interest rate is equal to the sum of ex ante saving and 
the change in cash balances. Assume that income rises so that at the interest 
rate R1, I2 of invest ment is induced. The I2 curve illus trates how the value of 
the accel er ator would be changed by a change in interest rates. The excess of 
demand over the supply of finance results in a rise of the interest rate to R2. 
As I2 it is greater than ex ante saving, income will rise and the trans ac tion 
demand for cash will increase. This will raise the sched ule relat ing the change 
in cash balances to the interest rate to L2, so that the interest rate at which 
invest ment will be financed by a fall in liquid ity will be higher.

If a fall in income shifts the invest ment demand curve to I3, ex ante invest-
ment is I3.With a constant money supply the excess of ex ante saving over 

Figure 2 Saving, invest ment, and cash balances

www.Ebook777.com
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induced invest ment will depress the interest rate, and real ized invest ment 
will be I3  I3, OM3 being added to cash balances. As S  I3 income will fall, 
and this will shift the liquid ity curve down ward so that cash balances can be 
used to finance invest ment at an interest rate lower than R1.

If the cash balance-interest rate rela tion is as the Y3, Y2, and Y1 set of curves 
indic ate, then excess liquid ity exists; this is the Keynesian liquidity-trap situ-
ation. With an invest ment curve I2, I2  S of invest ment will be financed by 
a decrease in cash balances; and if the invest ment curve is I3, S  I3 will be 
added to cash balances. In both cases no change in interest rates will occur. 
In the Keynesian liquidity-trap situ ation the money market damps down 
neither the “boom” nor the “bust.” On the boom side, the liquid ity trap will 
exist until the need of cash for trans ac tions absorbs a suffi ciently large 
portion of the money supply so that the Keynesian liquid ity trap comes to 
an end. There is no endo gen ous limit ing factor to the liquid ity trap on the 
down swing aside from the effect that improved liquid ity has upon firms’ 
balance sheets. Therefore the Keynesian liquidity-trap situ ation allows full 
scope to an explos ive accel er ator coef fi cient. And in the upswing, an 
explos ive accel er ator process will gener ate greater increases in money 
demand than the increases in product ive capa city, so that a strong accel er-
ator in combin a tion with excess liquid ity will gener ate large price increases.

Either the ceiling to velo city or the effect of rising interest rates and 
decline in liquid ity upon the accel er ator coef fi cient will break the cumu-
lat ive expan sion. A fall in money income will occur. The quant ity of money 
needed for trans ac tions falls, and ex ante saving which is not real ized in 
invest ment will result in the addi tion of money to port fo lios. If the price 
level does not fall during a depres sion the ceiling real income remains fixed, 
while if the price level falls, even though the ceiling money income remains 
fixed, the ceiling real income rises.

Net invest ment implies an increase in product ive capa city. With a constant 
money supply and in effect a ceiling to velo city, larger real incomes can be 
real ized only if the price level falls. To the extent that the accel er ator induce-
ment to invest is large only when income is approx im ately equal to 
product ive capa city, strong expan sions can only occur if the price level falls 
secu larly.

The effect of the expect a tion that in the long run the price level will fall 
is to increase the expec ted pay-off period of an invest ment. This is equi va -
l ent, in its effect upon invest ment by firms, to a rise in interest rates with a 
constant price level, so that a falling price level will tend to lower the value 
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of the accel er ator coef fi cient. Therefore the busi ness cycle will be char ac ter-
ized by weaker booms than would occur with a permissive monet ary 
system. Such a monet ary system will be asso ci ated with a tend ency toward 
relat ively stable income for, unless liquid ity is greatly increased during a 
down swing, long periods in which real ized invest ment exceeds ex ante saving 
cannot occur.

III. THE ACCEL ER ATOR MODEL WITH QUANT ITY OF
MONEY VARI ABLE

In this section we will consider two monet ary systems, those in which only 
the quant ity of money can change and those in which both the quant ity of 
money and its velo city can change.

We assume that commer cial banks create money by lending to busi ness 
firms. The maximum real ized increase in the money supply is equal to the 
differ ence between ex ante invest ment and ex ante saving:

M  ex ante I  ex ante S  Y

Assume that  The increase in the money supply in the hands 

of house holds is the asset which makes the change in net worth equal to  
ex ante invest ment.14 As income velo city is 1, there will be no net change in 
the quant ity of money that indi vidu als hold as assets. This is equi val ent to 
assum ing that the interest rate at which banks lend to busi ness is the interest 
rate at which money and earning assets are substi tuted in house hold port-
fo lios.15 The only relev ant monet ary change in these models is in the quant ity 
of money.

When the money supply increases at an inde pend ently given rate, the 
autonom ous increase in the money supply is not neces sar ily equal to the differ-
ence between ex ante invest ment and ex ante saving. If the increase in the money 
supply is greater than the differ ence between ex ante invest ment and ex ante saving 
we assume that this differ ence accu mu lates in the banking system (as excess 
reserves) and can be used to finance future invest ment. If the increase in the 
money supply is less than the differ ence between ex ante invest ment and ex ante 
saving, real ized invest ment will be less than ex ante invest ment and the increase 
in income will be equal to the increase in the money supply.

For each monet ary system we will first invest ig ate the mech an ical  
prop er ties of these rela tions, assum ing that the accel er ator coef fi cient does 
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not change, and then invest ig ate the possible effects of the asso ci ated  
money market and finan cing devel op ments upon the value of the accel er-
ator coef fi cient.

A. Quantity changes but not velo city

Two monet ary systems in which only the quant ity of money can change 
will be taken up. In the first, the money supply will be assumed to be infi   -
nitely elastic, and in the second the money supply will be assumed to 
increase at a fixed arith metic or geomet ric rate.

1. Infinitely elastic money supply. If the quant ity of money can increase without
limit then no matter what the differ ence between ex ante invest ment and ex 
ante saving, the differ ence can be financed. Also we can assume that the terms 
upon which the banking system lends do not change. Such a monet ary 
system is consist ent with the exist ence of an explos ive accel er ator process 
since it permits a cumu lat ive rise in money income. Is there anything 
inher ent in the oper a tions of such a monet ary system which will lead to a 
dampen ing of the accel er ator process? (We will ignore the polit ical reper-
cus sions of the cumu lat ive rise in prices which is impli cit in a full-
employment situ ation in which the rate of growth of money income is 
greater than that of product ive capa city.)

During an expan sion, the increase in money supply occurs as invest ing 
firms add bank debt to their liab il it ies (see Table 2). Assuming that the 
percent age distri bu tion of ex ante saving between debt and equit ies of busi-
ness firms is constant, a cumu lat ive explos ive expan sion on the basis of the 
creation of money will (ceteris paribus) result in a fall in the ratio of equity to 
debt in the balance sheet of firms.16 Even if the terms upon which firms can 
borrow are unchanged by the deteri or a tion of their balance sheets, 
borrow ers’ risk will rise.17 This will lower the amount of invest ment induced 
by a given rise in income. Hence, even with a monet ary system that permits 
all of ex ante invest ment to be real ized, the finan cing of invest ment by bank 
debt can result in lower ing the accel er ator coef fi cient which in turn lowers 
the rate of increase of income. This contin ues until the accel er ator coef fi-
cient falls suffi ciently to replace the explos ive by a cyclical time series, in 
which there even tu ally occurs a fall in income. With a fall in income, the 
excess of ex ante saving over induced invest ment will be util ized to reduce 
bank debt. Also, the failure of some firms which have relied heavily upon 
debt finan cing will result in the substi tu tion of equity for debt in balance 
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sheets. Both changes during the down swing raise the ratio of equity to debt 
in firms’ balance sheets18 which acts as a stabil izer. The endo gen ous limits to 
an explos ive accel er ator process, in the absence of restric tions on the money 
supply, are the deteri or a tion of firms’ balance sheets due to debt-financing 
of invest ment on the upswing; and the reverse circum stances during the 
liquid a tion process on the down swing.

Two possible offset ting factors to the increas ing debt-equity ratio in the 
finan cing of invest ment during an explos ive expan sion are an increase in 
the ratio of ex ante saving flowing to equit ies and the capital gains that accom-
pany an increase in the price level of capital goods. As ex ante saving finances 
a decreas ing propor tion of total invest ment during an explos ive expan sion, 
a possible increase in the propor tion of ex ante saving flowing to equit ies 
cannot for long prevent a deteri or a tion of the balance sheets of firms. If, 
however, cumu lat ive price-level infla tion is polit ic ally permiss ible a deteri-
or a tion of firms’ balance sheets need not occur. Business firms are borrow ers 
and the real burden of a debt decreases with a rise in the price level. If the 
assets of busi ness firms are valued at their current replace ment costs, then 
the rising price level raises the equity account. Such capital gains improve 
the balance sheets of firms and they occur gener ally in an infla tion. The 
price-level rise plus the flow of ex ante saving to equity invest ment may be 
suffi cient to keep the debt-equity ratio constant, thereby prevent ing any 
deteri or a tion in the balance sheets of firms. However, this requires an 
increas ing rate of change in the price level of capital goods.19 Nevertheless, 

Table 2 Infinitely Elastic Money Supply (Constant Velocity—No Interest-Rate Effects)

Accelerator process
a .8 4 Y0  100

Monetary system
All ex ante S used for equity 
finan cing.
All increases in money used 
for debt finan cing.

Time  Y C
Savings 
Ex ante

Investment
 Money 
supply

Equity finan cing

Ex ante (Yt 1  Yt 2) Realized Total invest ment

0 100.    
1 110.  80. 20.  30.  10. .67
2 128.  88. 22.  40.  40.  18. .55
3 174. 102. 26.  72.  72.  46. .36
4 323. 139. 35. 184. 184. 149. .19
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if an explos ive infla tion is polit ic ally toler able, there is no endo gen ous 
reason why an accel er ator process with an infin itely elastic money supply 
need come to a halt.

Therefore, at least two monet ary situ ations allow full scope to an explos ive 
accel er ator process: the Keynesian liquid ity trap and an infin itely elastic 
money supply. It is perhaps no acci dent that the emphasis upon “real” floors 
and ceil ings as causes of the non-linearity of the accel er ator coef fi cient 
occurred at a time when the high volume of govern ment bonds outstand ing 
and their support by central banks made the money supply in fact infin itely 
elastic. An era of tight money on the other hand natur ally leads to an exam-
in a tion of the monet ary prerequis ites for the oper a tion of the accel er ator 
phenom ena.

2. Money supply increases at a fixed rate. A monet ary system in which the rate
of growth of the money supply is exogen ously given, for example a frac-
tional reserve banking system based upon a gold stand ard, is equi val ent to 
an infin itely elastic money supply if the differ ence between ex ante invest-
ment and ex ante saving does not exceed the per-period growth of the money 
supply. The only endo gen ous limit a tion to expan sion in this case comes 
from the deteri or at ing balance sheets and liquid ity of busi ness firms, as is 
true with an infin itely elastic money supply. The inter est ing altern at ive exists 
when the differ ence between induced invest ment and ex ante saving is greater 
than the rate of growth of the lending ability of banks.

Throughout this section we will assume that at the initial period the 
banking system does not possess excess liquid ity. Hence the avail able finan-
cing is equal to ex ante saving plus the possible increase in the money supply. 
If induced invest ment is equal to or greater than this, real ized invest ment 
will be constrained to the avail able finan cing. In this case income will grow 
at the same rate as the money supply.20

(a) Arithmetic rate of increase in the money supply. If the money supply increases 
by a fixed amount per period (constant arith metic rate of increase), income 
will grow at this rate until ex ante saving increases suffi ciently so that induced 
invest ment per period becomes less than the avail able finan cing. When this 
happens, the per-period increase in income will fall below what it had been, 
and there fore induced invest ment will decrease. The down turn occurs  
when ex ante saving catches up with the expan sion process so that all of the 
invest ment induced by the constant arith metic rate of growth of income can 
be real ized without using all of the newly avail able credit.21 (This case is 
illus trated in Table 3.)
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During the expan sion, the demand for finan cing is always greater than 
the avail able supply; the money market constrains invest ment. When the 
arith metic increase in income becomes less than the increase in the money 
supply finan cing condi tions ease. The result ing decline in the rate of interest 
may act to increase the induce ment to invest (decrease the induce ment to 
disin vest); this possib il ity is ignored in Table 3. Since the banking system 
finances a decreas ing propor tion of real ized invest ment during the expan-
sion, the deteri or a tion of the balance sheets of invest ing firms will be limited 
during such an expan sion.

When income declines, the autonom ous increases in the money  
supply result in an accu mu la tion of excess reserves in the banking  
system, and ex ante saving in excess of induced invest ment results in a repay-
ment of bank debt by firms. These changes should brake the decline in 
income.

The accu mu la tion of excess reserves by banks and the improved balance 
sheets of firms during the down swing imply that if an expan sion begins it 
will not at once be constrained by the money-market and balance-sheet 
effects. If the arith metic rate of growth of the money supply is small 
compared to the accu mu la tion of finan cing ability during the decline in 
income, a sharp fall in invest ment will occur at the date that the accu mu lated 

Table 3 Arithmetically Increasing Money Supply (Constant Velocity—No Interest-Rate 
Effects)

Time

Accelerator process
a .8 4

Monetary system 10 
per time period

   Y   C
Savings 
Ex ante

Investment
Investment financed by 
increased money supplyInduced (Yt 1  Yt 2) Realized

0 100.0   
1 110.0 80.0 20.0 30. 10.0
2 120.0 88.0 22.0 40 32. 10.0
3 130.0 96.0 24.0 40 34. 10.0
4 140.0 104.0 26.0 40 36. 10.0
5 150.0 112.0 28.0 40 38. 10.0
6 160.0 120.0 30.0 40 40. 10.0
7 168.0 128.0 32.0 40 40.  8.0
8 166.4 134.4 33.6 32 32.  1.6a

a In time period 7, ex ante S  M  ex ante I; there fore Y7  Y6  M. As a result, in time period 8 
the accel er ator expan sion is broken.
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finan cing ability is absorbed, thereby decreas ing the per-period increase in 
income. The smaller increase in income will lead to a fall in induced invest-
ment, and a sharp fall in income may occur. A constant arith metic rate of 
increase of the money supply in conjunc tion with an explos ive accel er ator 
process will tend to gener ate a cyclical time series.

(b) Geometric rate of increase in the money supply. Consider a money supply that 
increases at a constant geomet ric rate, 3. As was noted earlier the solu tion 
of an explos ive accel er ator process can be written as Yt  A1

t
1  A2

t
2 with 

1  2  1 with A1 and A2 depend ing upon the initial condi tions. That 
is, the rate of growth of income is a weighted average of the two rates of 
growth 1 and 2. If 3, the rate of growth of the money supply, is greater 
than (or equal to) 1, the greatest rate of growth that income can achieve, 
the system behaves as if the money supply were infin itely elastic. Hence the 
cases that have to be examined are when 1  2  3  1 and when 1  3 

 2  1.
Take the first case in which 1  2  3  1. With no excess liquid ity, the 

maximum attain able rate of growth of income is the rate of growth of the 
money supply. To sustain this rate of growth, it is neces sary that induced 
invest ment be equal to or greater than the avail able finan cing. When the rate 
of growth of the money supply, and there fore the rate of growth of income, 
is less than 2 induced invest ment will not be large enough to absorb the 
avail able finan cing.22 The rate of growth of income will be smaller than the 
rate of growth of the money supply, and this new smaller rate of growth of 
income also will not be sustained. These progress ively smaller rates of 
growth of income will in time result in insuf fi cient induced invest ment to 
offset ex ante saving and at this date income will fall. Therefore, if the rate of 
growth of the money supply is smaller than the smal lest rate of growth that 
the accel er ator process, if uncon strained, would gener ate, an upper turning 
point in income will be produced.23

The argu ment as to what happens once income turns down for a geomet ric 
rate of increase in the money supply is essen tially the same as for an arith-
metic increase in the money supply. Excess reserves accu mu late in the 
banking system and firms’ balance sheets improve during the down ward 
move ment. Once a suffi cient upward move ment again begins, an uncon-
strained expan sion can take place until the excess liquid ity is absorbed, at 
which time the rate of growth of the money supply will again constrain the 
rate of growth of income. A money supply growing at “too small” a rate will 
lead to a cyclical rather than a steady-growth time series.
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If the rate of growth of the money supply is equal to the smaller root of 
the accel er ator process (i.e., 3  2), both income and the money supply 
will grow at this rate. Throughout this process the ratio of ex ante saving to 
bank finan cing of invest ment will be constant. If this ratio is consist ent with 
the balance-sheet goals, there is nothing in this process which would lead 
to a down turn in income. Also this rate of growth of income may be 
consist ent with a fairly stable price level. Steady growth may result from 
combin ing an explos ive accel er ator process and an appro pri ately increas ing 
money supply.24

Consider now the second case, in which 1  3  2  1. In this case the 
rate of growth of income during any time period will depend upon the 
weight of the two roots. If the weight of 2 is high, then the accel er ator 
process will gener ate a rate of growth of income less than the rate of growth 
of the money supply. However, since 1  2, in time 1 will domin ate the 
rate of growth of income so that income will be increas ing faster than the 
money supply. The money supply does not constrain the growth of income 
until the total growth of income equals the total growth of the money 
supply. Whether this case results in steady growth or in a down turn of 
income depends upon what happens to the accel er ator coef fi cient once the 
monet ary constraint becomes effect ive.

At the begin ning of such an explos ive expan sion the rate of growth of 
income is less than the rate of growth of the money supply. At the date when 
the total growth of income becomes equal to the total growth of the money 
supply the rate of growth of income will be greater than the rate of growth 
of the money supply. Therefore at some inter me di ate date, the rate of growth 
of income will be the same as the rate of growth of the money supply. This 
rate of growth of income will induce suffi cient invest ment, at the finan cing 
terms and balance sheets ruling, for the rate of growth of income to increase. 
Therefore if the rate of growth of income is constrained to the rate of growth 
of the money supply, and the accel er ator coef fi cient does not change, a suffi-
cient amount of invest ment will be induced to gener ate a rate of growth of 
income greater than the rate of growth of the money supply.

However until the increase in income and in the money supply become 
equal, this system oper ates with excess liquid ity. At the date that the excess 
liquid ity is absorbed, the rate of growth of income will be greater than the 
rate of growth of the money supply so that when the monet ary constraint 
becomes effect ive two things will occur: the rate of growth of income will 
fall and finan cing terms will rise. When finan cing terms were relat ively easy 
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because of excess liquid ity a rate of growth of income equal to the rate of 
growth of the money supply induced suffi cient invest ment to increase the 
rate of growth of income. However in a suddenly tight money market finan-
cing terms may so change that the accel er ator coef fi cient will fall, and this 
can lead to a fall in income.

Nevertheless, if the money supply is growing at a geomet ric rate greater 
than the smaller root of the accel er ator process, a constant rate of growth of 
income may be gener ated. In this case money income will grow at a faster 
rate than if the money supply grew at the rate given by the smaller root. 
Hence such a steady rate of growth of income can be asso ci ated with a 
substan tial rate of increase in the price level. In addi tion, the ratio of bank 
finan cing to ex ante saving increases as the rate of growth of the money 
supply increases.

If the accel er ator falls as a result of the tight en ing of the money market, 
income can turn down. The beha vior of the economy with this monet ary 
system on the down turn and on subsequent expan sions would be essen-
tially the same as in the previ ous case where the rate of growth of the money 
supply was smaller than the smaller root of the accel er ator process.

B. Both velo city and quant ity change

The earlier consid er a tion of the inter ac tion of an other wise explos ive 
accelerator-multiplier process with monet ary systems in which only changes 
in velo city and changes in the quant ity of money can occur enables us to 
consider monet ary systems in which both quant ity and velo city of money 
can change. We first assume that the quant ity of money is chan ging but that 
velo city is greater than 1; we then consider the effects of chan ging velo city. 
Finally we take up changes in liquid ity pref er ence.

1. In the cases where invest ment in excess of ex ante saving is financed by
an increase in the quant ity of money, we assumed that the income velo city 
of money was 1. We can now drop this assump tion. If income velo city is 
greater than 1, and if an excess of ex ante invest ment over ex ante saving is 
financed by an increase in the quant ity of money, then excess liquid ity 
results. This excess liquid ity can be util ized to finance invest ment.

Assume that the excess liquid ity result ing from an invest ment initially 
financed by the banks is used to substi tute busi ness debt or equit ies to the 
public for busi ness debt to banks. If M  Yt  Yt 1 and V  1, then new trans-
ac tion cash is
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, and asset cash is 

After the public purchases busi ness debts or equit ies, the net increase in 
debt to banks is

and invest ment is Yt  aYt 1, there fore:

As an explos ive accel er ator process takes hold, the ratio  rises and 

the ratio of the change in bank debt to the change in total assets approaches 

 If the public’s distri bu tion of ex ante saving and excess liquid ity between 

debt and equity assets is constant during an expan sion, the balance sheets of 
busi ness firms deteri or ate. As the weight of bank finan cing is smaller than in 
the case of unit velo city, the deteri ori ation will not be so rapid as in the case 
in which bank creation of money is the sole tech nique by which invest ment 
in excess of ex ante saving can be financed. Therefore, the possib il ity that the 
deteri or a tion of firms’ balance sheets will lower the accel er ator coef fi cient 
is smaller.

2. Note that in  a rise in velo city decreases the ratio of bank 

finan cing to the total change in assets and that a rise in the propensity to 
consume increases the depend ence upon bank finan cing of invest ment. 
Therefore, autonom ous or cyclic ally induced changes in these para met ers 
can change the ratio of debt to equity finan cing, which can change the 
accel er ator coef fi cient. In partic u lar a rise in velo city tends to coun ter act the 
deteri or a tion of firms’ balance sheets in a business-cycle expan sion financed 
by bank creation of money.

3. Autonomous or cyclic ally induced changes in the liquid ity pref erence
rela tion can change the depend ence of an expan sion upon changes in the 
money supply and there fore affect the ratio of bank debt to total assets of firms. 
If liquid ity pref er ence decreases, the excess of invest ment over ex ante saving can 
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be financed by with draw als from cash balances at lower interest rates than were 
previ ously ruling. Such an “autonom ous” decrease in liquid ity pref er ence can, 
both by improv ing finan cing terms and by decreas ing the depend ence of busi-
ness firms upon bank finan cing, raise the accel er ator coef fi cient. A great stock-
market boom, such as in the late 1920s, may be inter preted as reflect ing a 
lower ing of liquid ity pref er ences; as a result busi ness expan sion could be 
financed with less reli ance upon the banking system than other wise.

Alternatively, an autonom ous rise in liquid ity pref er ence may lead to the 
result that busi ness borrow ing from banks will increase the liquid ity of 
house holds rather than finance invest ment. That is, a portion of busi ness 
borrow ing from banks ends up as “liquid hoards” of house holds. Such 
borrow ing by busi ness firms in excess of the differ ence between ex ante 
saving and real ized invest ment will increase the rapid ity with which firms’ 
balance sheets deteri or ate. An explos ive accel er ator process may be broken 
by such changes in liquid ity pref er ence.

Such changes in liquid ity pref er ence have been labeled autonom ous. 
There exist plaus ible mech an isms by which the upward move ment of an 
explos ive accel er ator process would lead to a fall in liquid ity pref er ence. 
However, there do not exist equally plaus ible mech an isms by which a rise 
in liquid ity pref er ence can be considered as endo gen ous during an expan-
sion. During a down swing there exists a plaus ible mech an ism which can 
raise the liquid ity pref er ence of house holds. This can force a deteri or a tion of 
firms’ balance sheets, and thereby, through its effect upon the accel er ator 
coef fi cient, a further fall in invest ment. There does not seem to be any  
endo gen ous factor which would lead to a fall in liquid ity pref er ence on a 
down swing. Changes in liquid ity pref er ence seem to be destabil iz ing.

IV. POLICY IMPLIC A TIONS

Let us assume that the policy goal is steady growth at a stable price level. The 
policy meas ures to be used are monet ary policy, which in the language of 
this article means to choose a monet ary system, and fiscal policy. It has been 
shown that steady growth requires a money supply that increases at a 
geomet ric rate: but that a too rapidly growing money supply results in rapid 
price infla tion and that a too slowly growing money supply results in a 
down turn of income.

The smal lest self-sustaining rate of growth of income is equal to the 
smaller root of the accel er ator process, 2. If product ive capa city can also 
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grow at this rate, then the policy goal of growth without infla tion is attain-
able. If the rate of growth of income is greater than the maximum possible 
rate of growth of product ive capa city, the policy goal is not attain able. In the 
latter case, we assume that steady growth accom pan ied by secular infla tion 
will be chosen in pref er ence to a constant price level and inter mit tent 
growth. The policy goal there fore becomes steady growth with a minimum 
rate of secular infla tion.

If the policy-makers prize steady growth and abhor falling income, and if 
secular infla tion is accep ted as the price that has to be paid for growth, then 
the poli cy makers would be able to “play it safe” by allow ing the actual rate 
of growth of the money supply to be greater than the minimum self-
sustainable rate of growth of income. That is, the poli cy makers would accept 
some unne ces sary infla tion in order to be on the safe side in main tain ing 
full employ ment.

For a given consump tion coef fi cient, the greater the rate of growth of the 
money supply, the greater the ratio of bank debt to debt and equit ies to 
house holds in the balance sheets of firms. Therefore the greater the rate of 
increase in the money supply, the greater the chance that induced invest-
ment will decrease because of the unsat is fact ory nature of firms’ balance 
sheets. Two policy meas ures which can coun ter act this effect are: (1) an 
interest rate policy designed to keep velo city greater than one; (2) a fiscal 
policy designed to increase the money supply without increas ing busi ness 
debt to banks.

It was shown that if income velo city is greater than one and if the money 
supply is being increased by busi ness borrow ing from banks, the net 
increase in busi ness borrow ing from banks will be smaller than the differ-
ence between real ized invest ment and ex ante saving. In order to achieve this 
result bank finan cing of busi ness must be at a high enough interest rate to 
keep income velo city greater than one. But the accel er ator coef fi cient also 
depends upon the interest rate. Thus if the monet ary policy designed to keep 
income velo city greater than one is carried too far the accel er ator coef fi cient 
will fall and the self-sustained growth will be inter rup ted.

To keep interest rates at a given level, the central bank must be willing to 
supply reserves to commer cial banks, in response to commer cial banks’ 
demands, without limit at a fixed redis count rate. Therefore the redis count 
rate seems the appro pri ate tool of central bank policy.

Nevertheless if the money supply can increase only by busi ness borrow ing 
from banks, a ratio of debt to equit ies in busi ness balance sheets can result 
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which will lead to a decline in induced invest ment. Government defi cits 
financed by borrow ing from banks result in an increase in the money supply 
without any corres pond ing increase in busi ness debt. If interest rates are 
such that velo city is greater than one, debts and equit ies to house holds will 
be substi tuted for debts to banks in the busi ness firms’ balance sheets. This 
is more condu cive to steady growth than the situ ation in which all of the 
increase in the money supply required for steady growth is created in 
exchange for busi ness debt. Therefore govern ment deficit finan cing, even 
during a period of sustained growth and secu larly rising prices, may be 
desir able in order to main tain the condi tions for further growth.

NOTES

1 J. R. Hicks, A Contribution to the Theory of the Trade Cycle (Oxford, 1950) and 
S. C. Tsiang, “Accelerator, Theory of the Firm, and the Business Cycle,” 
Quarterly Journal of Economics, August 1951, LXV, 325–41, briefly consider 
monet ary factors.

2 Obviously the interest rate and consumer debt affect consump tion 
expendit ures also; there fore the consump tion coef fi cient also depends 
upon the beha vior of the monet ary system. The “Pigou effect” can be inter-
preted as a partic u lar rela tion between the consump tion coef fi cient and the 
monet ary system. Such effects are ignored in this article.

3 This stripped model exhib its the char ac ter ist ics of a linear accelerator-
multiplier model which are import ant for the prob lems discussed in this 
article. The incomes should be inter preted as devi ations from a “zero” level 
of income given by Y0  /1  a where  could be iden ti fied with autonom ous 
invest ment or “zero income” consump tion.

W. J. Baumol, Economic Dynamics, An Introduction (New York, 1951), 
Chapter 10, 11, gives a very simple discus sion of the solu tion to second-
order differ ence equa tions.

4 The type of time series gener ated is determ ined by the values of 1 and 
2, which in turn depend upon the values of a and . For a type-1 series, 1 

and 2 are both less than 1, for a type-2, 3, or 4 series 1 and 2 are conjug ate 
complex numbers, and for a type-5 series 1 and 2 are both greater than 1.

5 If the two roots are equal, then the solu tion to the differ ence equa tion is  
Yt  A1 1

t  A2 1
t (see Baumol, op. cit., Chapter 10, 11). If Y1/Y0  1, then A2 

 0 and a constant-rate-of-growth series is gener ated. If Y1/Y0  1, then A2 
 0 and in time Yt  Yt 1; if Y1/Y0  1, then A2  0 and, at least in the early 

days, the rate of increase of income is signi fic antly greater than 1. In terms 
of a second-order differ ence equa tion, a steady rate of growth of income 
can be char ac ter ized as a knife edge: it requires not only that a and  be 
such that 1  2  1 but also that Y1/Y0  1 (see S. S. Alexander, “The 
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Accelerator as a Generator of Steady Growth,” Quarterly Journal of 
Economics, May 1949, LXIII, 174–97).

6 In Sections II and III a number of tables will be exhib ited to illus trate the 
results of combin ing an explos ive accelerator-multiplier process with a 
number of differ ent monet ary systems. In each case it is assumed that a  
.8,   4, Y0  100, and Y1  110. For these values 1  3.73, 2  1.07, A1  1.1, 
and A2  98.9 so that Yt  1.1(3.73)t  98.9(1.07)t. In time Yt  1/Yt will approach 
3.73.

7 Cases A and B, where the quant ity of money is constant, may be thought of 
as worlds of 100 percent money. If at the “initial point” excess liquid ity 
exists, so that velo city can increase, it is Case B, other wise it is Case A. 
Case C(1), where the money supply is infin itely elastic, is a world of a paper-
money author ity which ignores price-level consid er a tions (perhaps a world 
in which the central bank follows a “needs of busi ness” rule). Case C(2), 
where the quant ity of money has an exogen ously determ ined rate of 
growth, is a gold-standard world where gold produc tion is autonom ous 
and determ ines the rate of growth of the money supply. Case D of course 
is similar to the exist ing monet ary system.

8 Some of the differ ences between the clas sical quant ity theory of money and 
the Keynesian liquid ity pref er ence theory of money can be imputed to the 
way in which the banking system is assumed to operate. The quant ity 
theory approach is consist ent with bank lending to busi ness (commer cial 
banking) whereas the liquid ity pref er ence theory follows from banks 
purchas ing secur it ies on the open market. In commer cial banking an 
increase in the quant ity of money enables a busi ness firm to effect a 
decision to purchase goods and services. On the other hand, open-market 
oper a tions substi tute money for another asset in the port fo lios of the 
public, and whether or not purchases of goods and services result depends 
upon the reac tion of the public to this change in liquid ity.

9 A. C. Pigou, Keynes’s General Theory (London, 1951); H. S. Ellis, “Some 
Fundamentals in the Theory of Velocity,” Quarterly Journal of Economics, 
May 1938, LII, 431–72.

10 B. Ohlin, “Some Notes on the Stockholm Theory of Savings and 
Investment,” Economic Journal, March and June 1937, XLVII, 53–69 and 
221–40. Reprinted in American Economic Association, Readings in Business 
Cycle Theory (Philadelphia, 1951), pp. 87–130.

11 A fall in the price level of invest ment goods may result in St of monet ary 
savings being suffi cient to finance It of real invest ment. Conversely a rise in 
the price level of invest ment goods will lower the amount of real invest-
ment that a given amount of money savings can finance. In Figure 1  
the savings curve can be read as a supply curve and the invest ment  
curve as the demand curve (with respect to price) for invest ment goods  
at a fixed interest rate. Then reading R2 and R1 as price levels, the accel er-
ator phenomenon determ ines the price level of invest ment goods. This 
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inter pret a tion of Figure 1 must be what a writer who uses a ceiling to 
investment-goods produc tion in his models has in mind (for example, 
Goodwin, op. cit.). In the original inter pret a tion of Figure 1, even if It of 
invest ment is financed, the supply condi tions of invest ment goods (with 
respect to price) may be such that spend ing It on invest ment goods results 
in a rise in the price of invest ment goods; as indic ated earlier the accel er-
ator process can lead to a rising price level.

12 J. G. Gurley and E. S. Shaw, “Financial Aspects of Economic Development,” 
American Economic Review, September 1955, XLV, 515–38, discuss the effect 
of avail able assets on saving beha vior. It may be true that the asset pref er-
ences of house holds when using cash balances are differ ent from their 
pref er ences when using ex ante saving to finance firms. In this connec tion, 
the legal and tradi tional limit a tions on the port fo lios of finan cial inter me di-
ar ies no doubt tend to affect busi ness invest ment.

13 Increasing liquid ity raising the consump tion coef fi cient is of course the 
“Pigou effect.”

14 Assume that ex ante I  ex ante S, real ized I  ex ante I; also that (ex ante I—ex 
ante S) is financed by an increase in bank debt. The changes in the consol i   -
dated balance sheets of house holds, busi ness firms, and banks will be:

Households

Debt and Equity of
 Firms
Demand Deposits

 (ex ante S)

 (ex ante I  
ex ante S)

Net Worth

 

Firms

 (ex ante I)

Productive Assets

Demand Deposits

 (ex ante I)

(no change)

Debt and Equity to
 Households
Debts to
 Banks

Banks

 
 (ex ante S)

 (ex ante I  ex ante S)

Debts of
 Firms

 (ex ante I  
ex ante S)

Demand
 Deposits

 (ex ante I  ex ante S)

15 Alternatively if the liquidity-trap rate of interest rules, even if V  1, the rise in 
the quant ity of money in excess of trans ac tion needs can all be absorbed by 
house holds’ port fo lios without lower ing the interest rate. However, in this 
case any rise (virtual) in the interest rate would imply a substi tu tion of 
earning assets for money in the port fo lios of house holds. This then becomes 
a case of finan cing invest ment from cash balances. If V  1 the money supply 
and firms’ debts to banks do not increase as rapidly as income.

16 Total induced invest ment is  (Yt  Yt 1). Ex ante saving is equal to (1  a) 
Yt. Assuming that a constant propor tion of ex ante saving is used for equity 
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finan cing, the latter is (1  a)Yt. The ratio of the change in equity to total 
invest ment, there fore is:

The general solu tion to the second-order explos ive accel er ator process is 
of the form Yt  A1 1

t  A2 2
t where 1  2  1. Therefore, we can write:

The limit of  there fore the limit of  is .

Hence  approaches as a limit .

In the early stages of an explos ive accel er ator process the ratio of 

Therefore, the ratio of equity finan cing to total invest ment decreases as the 
accel er ator process contin ues.

17 M. Kalecki, “The Principle of Increasing Risk,” Economica, N.S., November 
1937, IV, 440–47.

18 On the down swing (ex ante S  ex ante I), the balance sheets of the three 
sectors change as follows:

Banks

Business
 Debt

(ex ante S
ex ante I)  M

Demand
 Deposits

(ex ante S
ex ante I)  M

Firms

Capital
 Equipment

ex ante I Debt and Equities
 to Households
Debt to Banks

ex ante S

(ex ante S
ex ante I)  M

Households

Demand
 Deposits

(ex ante S
ex ante I)  M

Net Worth ex ante I

Business ex ante S
 Assets
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If fail ures occur in the account of house holds labeled Business Assets, 
equit ies will be substi tuted for debt and in the account of busi ness firms 
labeled Debt and Equities to Households, equity will be substi tuted for 
debt. Also as busi ness firms fail banks acquire titles and debts which are 
considered unsuit able for bank port fo lios. The sale of such assets to the 
public results in the substi tu tion of busi ness assets for demand depos its 
in the public port fo lios, and in a net reduc tion of demand depos its. These 
changes obvi ously do not affect the net worth of house holds and the capital 
equip ment accounts. However, as the value of product ive capa city may be 
reduced during a down turn, the value of the capital equip ment account of 
firms and the net worth account of house holds may be reduced; the equity 
liab il it ies of firms and equity assets of house holds lose a part or all of their 
value. This in turn can affect the “subject ive” pref er ences of house holds 
and firms so that liquid ity pref er ence rises.

19 In the arith metic example of Table 2, in time-period 3, only .36 of the total 
new invest ment was financed by savings. If, in period 3, the price level of 
capital goods rose so that the value of exist ing capital goods rose by 2.0, 
then the ratio of the increase in equity to the increase in assets would be .5. 
In period 4 only .19 of a larger total invest ment was financed by savings. 
For the ratio of the increase in equity to the increase in the value of  
the assets to be .5, the value of exist ing capital must rise by 11.4. As total 
assets in period 4 are presum ably only slightly larger than in period 3,  
this implies that the rate of increase in the price level of capital goods  
must rise if a constant ratio of equity to total assets is to be main tained. 
For example:

Period  3   4

Saving, ex ante
I real ized

 money
Required  value of exist ing capital

 equity  S   value
 assets  I real ized   value

Ratio of  equity to  assets

26.0
72.0
46.0
20.0
46.0
92.0

.5

35.0
184.0
149.0
114.0
149.0
298.0

.5

20 (Yt  Yt 1)  (1  a)Yt  M and Yt  Mt; so that Yt 1  Yt  (1  a)Yt  M; 
Yt 1  Yt  M.

21 In an accelerator-multiplier model a neces sary condi tion for Yt  Yt 1 is that 
(Yt 1  Yt 2)  (1  a)Yt 1. We posit an arith met ical increase in the money 

supply per period of M so that the avail able finan cing is (1  a)Yt 1  M: 
hence if (Yt 1  Yt 2)  (1  a)Yt 1  M then real ized invest ment is 
(1  a)Yt 1  M. Hence Yt  Yt 1  M so that c(Yt  Yt 1)  M which we 
once again assume  (1  a)(Yt 1  M) so that Yt 1  Yt 1  2 M. Eventually 

(Yt n  Yt n 1)  M  (1  a)(Yt 1  n M)  M; so that Yt n 1  Yt n  M; 
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there fore (Yt n 1  Yt n)  (Yt n  Yt n 1) and the accel er ator process turns 
down.

22 Assume Mt 1  Yt 1 and Mt  Yt  3Mt 1  3Yt 1.

( 3  1)Yt 1  [(1  a) 3Yt 1  ( 3  1) 3Mt 1] � 0

is neces sary for Yt 1  3Yt. Therefore ( 3  1) (1  a) 3  ( 3  1) 3  �  0, 
so that 3

2  (a  ) 3   �  0. It follows that

The relev ant root is

and if �  0 (induced invest ment is equal to ex ante saving plus the increase 
in the money supply), 3  2; if �  0 (induced invest ment greater than ex 
ante saving plus the increase in the money supply) 3  2. Therefore a rate 
of growth of the money supply equal to or greater than the smaller root of 
the accel er ator process is a neces sary condi tion for self-sustained growth.

23 This can be demon strated by noting that Y0  A1  A2 and Y1  A1 1  A2 2 and 
given that 1  2  3  0 and Y1  3Y0 then A1  Y0  A2; 3Y0  (Y0  A2) 1 

 A2 2 so that

As Y0  0, 3  1  0 and 2  1  0, A2  0.
Also A2  Y0  A1, 3Y0  A1 1  (Y0  A1) 2 so that

As Y0  0, 3  2  0 and 1  2  0, A1  0.
A1 the coef fi cient of the domin ant root 1 is negat ive. As A1 1  A2 2  A1 

 A2 and 1  2 it follows that |A2|  |A1|. However in time A1 1
t  A2 2

t will 
be  0, so income must turn down.

24 That is, the Harrod-Domar case of steady growth can be the result of 
appro pri ate monet ary condi tions.



12
THE INTEGRATION OF SIMPLE 
GROWTH AND CYCLE MODELS

INTRODUCTION

Various ceiling models of cycles or cyclical growth have appeared.1 In all 
except one, Kurihara’s model, the rate of growth of the ceiling is exogen ous. 
However, the saving and invest ing that takes place as income is at or below 
the ceiling implies that the ceiling grows. This paper invest ig ates the condi-
tions under which the rate of growth of ceiling income, as gener ated by the 
demand-determined divi sion of income between invest ment and consump-
tion, is suffi ciently large that self-sustained growth can take place.

Existing econo met ric income models can be divided into two broad 
classes: short-run fore cast ing and long-run growth. The short-run fore-
cast ing models are basic ally exten sions of the simple Keynesian aggreg ate 
demand-determining models. The long-run growth models assume that 
suffi cient aggreg ate demand always exists and invest ig ate the implic a tions of 
various patterns of input changes for the growth of capa city.

In many ways, the most inter est ing analyt ical and fore cast ing range is 
neither the very short run nor the very long run. An inter me di ate horizon, 

Reprinted from Michael J. Brennan, ed., Patterns of Market Behavior, Essays in Honor of Philip Taft, by 
permis sion of University Press of New England. © 1965 by Brown University.
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of ten to fifteen years, is of great prac tical interest for economic policy, for 
this is the time span that encom passes the possib il ity of major or deep 
depres sion cycles. Although it is legit im ate in construct ing short-run fore-
cast ing models to ignore the impact of invest ment upon product ive capa city 
and of finance upon the stock of finan cial instru ments outstand ing, over a 
ten- or fifteen-year period these small changes will cumu late and be of 
decis ive import ance in determ in ing system beha vior. On the other hand, 
the stand ard strategy in construct ing long-run models is to assume that the 
impact of finan cial vari ables can wash out. Thus, both prac tical and theor et-
ical possib il it ies open up when an inter me di ate horizon is adopted.

Recent work in the long waves in economic growth rates2 and on mild 
and deep depres sion cycles3 also indic ate that a complete model of the 
income-determining process that can be iter ated to gener ate a ten- to fifteen-
year time series is of interest.

Both the short-run and the long-run models are one-sided, in that they 
are concerned with either aggreg ate demand or aggreg ate supply, and 
incom plete, in that they do not include, in any deep sense, monet ary and 
finan cial phenom ena. Friedman and Schwartz4 have imputed the observed 
pattern of cycles to the beha vior of quite narrowly defined money; Tobin,5 
impli citly, and Minsky,6 expli citly, have examined the implic a tions of finan-
cial factors for the longer waves. Aside from the previ ously mentioned paper 
by Kurihara, scant atten tion has been paid to how the product ive capa city 
ceiling is gener ated, or to the inter ac tion of the produc tion ceiling with 
demand determ in a tion. In this short paper we shall under take only a part of 
the total analyt ical work, and we shall essen tially ignore the monetary-
financial feed backs in the growth process. What will be under taken is to 
integ rate aggreg ate demand and supply determ in a tion in an income model.

Special atten tion will be paid to those condi tions which must be satis fied 
if self-sustained growth is to take place. Our results show that self-sustained 
growth is not likely, except as an inter mit tent phenomenon, unless infla tion 
succeeds in curtail ing consump tion, or tech no lo gical progress, whether 
embod ied or disem bod ied, raises the rate of growth of ceiling income. With 
a suffi ciently rapid rate of growth of ceiling income, the ceiling constraints 
will not neces sar ily trigger a down turn. Thus, once again, we have to turn to 
the char ac ter ist ics of the aggreg ate demand-determining rela tion to gener ate 
a down turn. In the conclu sion it is sugges ted that if the coef fi cient of induced 
invest ment decreases as a result of finan cial changes, a down turn can take 
place because the rate of growth of ceiling income needed to main tain 

www.Ebook777.com
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growth increases. That is, as a self-sustained growth process matures, it 
becomes neces sary to run faster in order to stay in the same place.

THE INGREDI ENTS

A simple income model that allows for both the beha vior of aggreg ate 
demand and supply can be built out of well-known ingredi ents. To be 
precise, the model that will be discussed here consists of:

(1) a demand gener at ing rela tion which is the famil iar Hansen-Samuelson7 
accelerator-multiplier model,

(2) a maximum supply (or product ive capa city or ceiling income) gener-
at ing rela tion derived from the Harrod-Domar8 growth models,

(3) a minimum supply (or floor income) gener at ing rela tion which is 
based on the assump tion that there exists (a) a part of consump tion 
(and perhaps invest ment) demand which is inde pend ent of current 
income, although not neces sar ily of past incomes or of the value of the 
capital stock, and (b) a maximum to the disin vest ment that can take 
place per period, which is related to the size of the capital stock and 
hence to the maximum supply.

(4) a recon cili ation rela tion which states that actual income equals aggreg ate 
demand unless aggreg ate demand exceeds the maximum aggreg ate 
supply or falls below the minimum aggreg ate supply, in which case 
actual income will equal the appro pri ate aggreg ate supply.

Due to our present interest in self-sustained growth, the implic a tions of 
assump tion (3) will be ignored. This will enable us to simplify our demand-
determining func tions and write these as homo gen eous rela tions. In another 
paper,9 I have examined how the nonhomo gen eous portions of these equa-
tions affect both the inter val of time for which self-sustained growth can 
take place, if the ceiling is not growing rapidly enough to sustain growth 
perman ently, and the depth of the depres sion.

Self-sustained growth takes place when actual income and maximum 
supply income grow without the exist ence of any exogen ous growth stim-
u lat ing factor, i.e., an intern ally sustained state of steady growth. Within the 
frame work of the Hansen-Samuelson plus Harrod-Domar integ rated model 
under discus sion, this means that the maximum aggreg ate supply is growing 
at a suffi ciently high rate so that, with actual income equal to this maximum 
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supply income, the demand induced by the achieved level and rate of change 
of income is suffi cient to utilize fully the increas ing product ive capa city.

Standing by itself, the Hansen-Samuelson model states that income is 
determ ined by aggreg ate demand. In periods when demand is not constrained 
by aggreg ate supply, this Keynesian assump tion is valid, espe cially if the 
nonhomo gen eous part of the consump tion func tion depends upon wealth 
which, of course, is a reflec tion of the economy’s capital stock. With this 
inter pret a tion of the Hansen-Samuelson model, the consump tion func tion 
of this part of the integ rated model is said to determ ine ex ante consump tion, 
and the accel er ator based invest ment func tion is inter preted as determ in ing 
ex ante invest ment.

The second-order differ ence equa tion of the Hansen-Samuelson model 
provides a simple frame work, one that yields the variety of time series neces-
sary for cyclical analysis and also the possib il ity of a one-shot turning point 
based upon initial condi tions, which is vital for our analysis.

We assume that at any date the maximum avail able supply depends upon 
the exist ing capital stock. This capital stock changes by the amount of net 
invest ment. The rate of change of aggreg ate supply depends upon the net 
invest ment that occurs, and its product ive effi ciency. This obvi ously means 
that the saving coef fi cient of the Harrod-Domar part of the integ rated model 
is an ex post saving coef fi cient.

The product ive effi ciency of invest ment put into place relates the change 
in aggreg ate supply to the change in capital stock. As such it is an incre-
mental output/capital coef fi cient. The way in which the Harrod-Domar 
growth model is typic ally written focuses atten tion on the recip rocal of  
the output/capital coef fi cient, the capital-output ratio. This way of writing 
the product ive effi ciency of invest ment makes it easy to assume that the 
product ive effi ciency of invest ment in the aggreg ate supply-determining 
rela tion is the recip rocal of the coef fi cient of induced invest ment in the 
demand-determining rela tion.

The coef fi cients of induced invest ment and of the product ive effi ciency  
of invest ment are two quite differ ent things. The coef fi cient of induced 
invest ment—the accel er ator coef fi cient in the rela tion that determ ines ex ante 
invest ment—is in part based upon the product ive effi ciency of invest ment, 
but it is also related to the will ing ness of investors to take risks and the terms 
upon which investors can finance their endeavors. In spite of this recog ni-
tion of the differ ence between the coef fi cients of induced invest ment and 
the product ive effi ciency of invest ment, we will initially assume that they 
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are equal. This enables us to focus on the extent to which adjust ments in 
consump tion make it possible for self-sustained growth to occur.

The recon cili ation rela tion, as used here, is a purely formal asser tion that 
supply is, if neces sary, an effect ive constraint. The really deep econom ics in 
any ceiling model focus on how supply is rationed. Whether consump tion 
or invest ment demand, or both in varying degrees, are cut back is a result of 
market processes.

The model as set out here is not suffi ciently complete to cover these 
phenom ena. The func tion of finan cial markets is to ration invest ment funds. 
The avail able nominal supply of invest ment funds depends upon the func-
tion ing of the finan cial system. The ability of the finan cial system to constrain 
consump tion depends upon the exist ing and desired port fo lios of house-
holds. An integ ra tion of finan cial phenom ena with the real demand- and 
supply-generating rela tions would be neces sary to enable us to deal more 
precisely with the recon cili ation rela tions.

We can look at the ration ing process a bit more closely even without 
construct ing a formal model of the finan cial system. In the diagram below, 
Log Yc is the ceiling income and at each date t, aggreg ate demand is greater 
than the ceiling, i.e., the ceiling is an effect ive determ in ant of income. Given 
that the demand for consump tion goods is determ ined by income of the 
t-1st period, consumers have the “cash in hand” to finance, at exist ing prices, 
the purchase of the consump tion compon ent of Yd. However, investors, inde-
pend ent of the separ a tion between saving and invest ing units, have to finance 
invest ment in excess of planned saving.

This presum ably requires changes that increase velo city or the money 
supply. To the extent that invest ment can be cut back to the differ ence 
between product ive capa city and planned consump tion without any rise in 
interest rates, the income-generating process need not be affected. However, 
if the ration ing phenomenon results in a rise in interest rates (or its equi va-
  l ent, a rise in the price of invest ment goods as against consump tion goods), 
then the income-generating process will be affected. If we make the 
Keynesian assump tion that consump tion demand is inde pend ent of interest 
rates, but assume that invest ment demand, and hence the  coef fi cient, 
depends upon interest rates, then a rising set of interest rates will lower the 

 coef fi cient. A fall in  raises the minimum rate of growth of capa city that 
leads to demand’s rising faster than capa city, when income is at the ceiling. 
Thus the recon cili ation process can affect the effect of the ceiling by raising 
the rate of growth required to sustain growth.
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The assump tion that changes in the size of the capital stock are the sole 
determ in ants of the rate of growth of product ive capa city is, of course, 
heroic. The altern at ive is to adopt a produc tion func tion which allows  
for factor substi tu tion and relate ceiling output growth to the growth  
of the labor force as well as capital equip ment. However, once we assume 
that tech no lo gical change occurs, the growth of capa city will not be 
depend ent solely upon the growth of capital stock. As is usual, the tech no-
lo gical change coef fi cient becomes a catchall that allows not only for  
tech nical progress, but also for differ en tial growth rates of the labor force 
and capital and the improve ment of the labor force due to educa tion,  
public health, etc.

As a result, within a Harrod-Domar frame work for the growth of capa city, 
we allow for both embod ied and disem bod ied tech nical change. Embodied 
tech nical change works by way of the capital put into place and, in our 
formu la tion, will result in a rise in the product ive effi ciency of invest ment. 
Disembodied tech nical change results in a rise in product ive capa city that is 
inde pend ent of the amount of invest ment put into place. Such “progress” is 
as inev it able and well-nigh as univer sal as the passage of time; and, like 
time, it covers a multi tude of sins.

THE FORMAL MODEL

The formal model can be written as:

(1) 

(2)  
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(3) 

(4) 

(5) 

(6)  

(7) 

(8)  

(9)    0 other wise

(10) 1  2  1.

C, I, and Y have their usual mean ings, the super script a means actual, 
d means demand and s  supply, a  ex ante marginal (  average in these 
models) propensity to consume,   ex ante coef fi cient of induced invest-
ment, a  is the ex post marginal (  average in these models) propensity to 
consume, and 1/   ex post product ive effi ciency of invest ment (i.e., the 
marginal output per unit of invest ment coef fi cient). The switch ing coef fi-
cients 1 and 2 have no inter pret a tion aside from their defin i tion in equa-
tions (9) and (10). The subscripts n n 1 on Y, C, and I refer to the dates.

Behavior of aggreg ate supply

Equation (1) states that the change in aggreg ate supply depends upon the 
invest ment put into place. Equation (1) plus equa tion (6) yields us the 
famil iar Harrod-Domar growth model where the rate of growth depends 
upon the saving and the invest ment coef fi cients. For we have

(11) 

and

so that

(12) Ys
n  Y0

n
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where  is the rate of growth of aggreg ate supply when income actu ally 
equals supply income. The above is the famil iar result: that the rate of growth 
of income is a constant, given that the ex post saving coef fi cient and the ex post 
marginal output-capital ratio are constants. This result, of course, holds 
within our model when 2  1. If 1  1, then

(13) 

The rate of growth of the maximum avail able supply depends upon:

(1) the ratio of the coef fi cient of induced invest ment to the capital-output 
ratio,

(2) the ratio of actual income to the maximum aggreg ate supply, and
(3) the rate of change of actual income in the previ ous two periods.

As (2) and (3) are vari ables, the rate of growth of maximum supply 
income is also a vari able. Of course  n 3 can be less than 1, which means 
that the maximum supply income can decrease.

Note that as long as

(Yn 2  Yn 3)  (1  )Ys
n 1, 

s
n 1  ,

there is no way that lost growth in product ive capa city can be made up 
unless s n 1   implies that subsequent 1/ ’s will be larger than they other-
wise would have been.

Behavior of aggreg ate demand

Equation (2) plus equa tion (5), together with a defin i tion of income as  
Cd  Id, yields the Hansen-Samuelson accelerator-multiplier model. As is well 
known, the char ac ter ist ics of the time series which this model will gener ate 
depend upon the values of a and . We assume that normally a certain 
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minimum buoy ancy of entre pren eurs and investors exists so that the coef fi-
cient of induced invest ment is suffi ciently greater than 1 so that in the solu-
tion equa tion

(14) Yn  A1 
n
1  A2

n
2,

we have that 1  2  1. The values 1 and 2 are

(15) 

The values of A1 and A2 are determ ined by the initial condi tions.
Assuming that the two initial condi tions are Y0, Y1  0 and that Y1  Y0, 

  1. We then have

Y0  A1  A2

Y0  A1 1  A2 2

so that

(16) 

if 1   � 2, A1 � 0, A2  0; however, if 1  2  , then A1  0. As A1 is the 
coef fi cient of the larger root, A1  0 implies that in time A1 

n
1  A2 

n
2  0, so 

that the “explo sion” of income will be in the direc tion oppos ite from the 
initial displace ment. Even if the roots of the solu tion equa tion are real and 
greater than 1, the time series gener ated by the solu tion equa tion can gener ate 
one turning point. The cause of this turning point lies in the initial condi tions. 
If the initial condi tions do not supply a suffi cient push to income, a turning 
point will result. The minimum push that will yield a mono tonic explos ive 
series is given by 2, the smaller root of the solu tion equa tion.
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Behavior of the integ rated model

We can now sketch how the integ rated model oper ates. The essen tial ques-
tion is what happens when demand income exceeds supply income. As the 
pattern of beha vior of the model is inde pend ent of where we begin, we can 
in all gener al ity assume that the two initial incomes, Y0 and Y1, are both less 
than the maximum supply income and that

Y1/Y0    2

so that a partic u lar solu tion of the income-generating func tion Y dn  A1 
n
1  

A2 
n
2 with A1, A2  0 and 1  2  1 will be set in motion to gener ate future 

demands. As long as Yd
n  Ys

n, actual income will be determ ined by this partic-
u lar income-generating rela tion. However, as A1  0, the rate of change of 
actual income will in time approach 1, the larger of the two roots. But values 
of a,  which lead to a 2 in the neigh bor hood of achieved rates of growth, 
gener ate a 1 that is far larger than observed rates of growth. Hence in time

Yd
n  A1 

n
1  A2 

n
2  Ys

n

will result. This means that actual income will be Ys
n and all of demand will 

not be real ized.
Before examin ing how the recon cili ation process is carried out when  

Yd
n  Ys

n, and noting the implic a tions of some recon cili ations for the gener a-
tion of self-sustained growth, it is best if we inter pret the switch that occurs 
when Yd

n  Ys
n  Yd

n is the result of a self-sustaining demand-generating process 
based upon the struc tural char ac ter ist ics of the economy and some initial 
condi tions. Such an income-generating process once set in motion will not 
gener ate actual incomes for all times in the future. The path of actual income 
will be affected by exogen ous events and constraints as well as the struc tural 
elements and history embod ied in the ruling demand-generating rela tion. 
These exogen eous events and constraints are inter preted as determ in ing  
new initial condi tions for a partic u lar demand-determining rela tion that will 
determ ine aggreg ate demand as long as no external event or constraint 
prevents this demand income from being real ized. Hence whenever Y an  Yd

n, 
Y an and Y an 1 are new initial condi tions for a demand-determining rela tion. 
Within our frame work this new demand-determining rela tion will determ ine 
actual incomes until the incomes so determ ined are incon sist ent with the 
supply constraints, for we are ignor ing external shocks in this paper.
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When Yd is incon sist ent with Ys, then actual values of C and/or I will 
differ from their demand or ex ante values. The problem now becomes to 
what extent the cutback Yd to Ys takes the form of a reduc tion of consump-
tion or of a reduc tion of invest ment. Equations (3) and (6), which tell us 
how income, when it is equal to aggreg ate supply, is divided between 
consump tion and invest ment, do not describe how the recon cili ation 
process affects consump tion and invest ment.

When Yd
n  Ys

n, then Y an  Ys
n. This means that new initial condi tions, Ys

n 
and Y an 1, determ ine A1 and A2 in a specific demand-generating rela tion. If 
Ys

n/Y an 1  2, then A1  0 and a single turning point will be gener ated, 
whereas if Ys

n/Y an 1 � 2, then A1 � 0 and Yd
n 1/Ys

n  Ys
n 1/Ys

n will be gener ated 
so that Ys

n 1 becomes the n  1st period’s actual income. In this case we know 
that Ys

n 1/Ys
n   and steady growth will take place if  � 2 and a single 

turning point will be gener ated if 2  . Steady growth is the result of 
setting off new demand-generating processes each period which in the next 
period gener ate demand that is equal to or greater than supply, whereas the 
turning point with the accom pa ny ing fall of income below supply occurs if 
the demand-generating process leads to a smaller increase in demand than 
in supply.

Hence, whether steady growth or a cyclical down turn occurs when the 
avail able supply becomes a determ in ant of actual income depends upon the 
rate of growth of aggreg ate supply; this model is a ceiling model of cycles 
and growth. However, as aggreg ate supply is growing, it is the rate of growth 
of aggreg ate supply rather than the exist ence of some fixed ceiling to 
product ive capa city that is the crit ical factor. As there is no doubt that the rate 
of growth of supply that can be sustained when the economy is at or close 
to full employ ment is lower than the rate of growth of income that does  
take place when the economy is recov er ing from a depres sion, a decrease in 
the rate of growth of actual income occurs when income approaches 
aggreg ate supply income. This decrease in the rate of growth of actual income 
is the crit ical constraint in this model.10

THE POSSIB IL ITY OF SELF-SUSTAINED GROWTH

The rate of growth of aggreg ate supply is given by
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and the lower root of the solu tion equa tion is given by

From these equa tions we get:

(17) 

(18) 

which are straight lines in a,  and a-,  . (Given that 2  1, the domain of
a and  is restric ted.) If we assume a  a-,   , 0  a  1, and   0, then
for any a,  pair 2  ; that is, the rate of growth of product ive capa city will 
be below the minimum rate of growth of income that must take place if 
self-sustained growth is to occur.

This is illus trated in Figure 1. For example, at point A, a  .92 and 
  2.825 yield 2  1.05 and   1.03. Hence, if Yd

n  Ys
n, Y

d
n 1  Ys

n 1 the 
demand-generating rela tion set into motion with Ys

n, Ys
n 1 as initial condi-

tions will have A1  0 which implies that growth will not be self-sustained.
For self-sustained growth to occur, it is neces sary for a and  to be 

“greater” than a- and . For example, if a and  are such that they lie along
the line 2  1.04, then a- and  must be such that they lie on or below the
line   1.04 if self-sustained growth is to occur. In Figure 1, self-sustained 
growth would be attain able if the set of lines   1.03, etc. could be shifted 
upward so that for every   2 the line for  would lie above the line for 

2. For this to occur, some combin a tion of factors that tend to yield a-  a and
   must be oper at ive.

Ex-ante and ex-post consump tions

The assump tion that a  a-, given that Cs
n  a-Ys

n and C a
n  aYs

n 1 and that
Ys

n  Ys
n 1, implies that Cs

n  Ca
n  Cd

n. The rise in income between the nth and 
the n  1st period result in ex post consump tion being larger than ex ante 
consump tion. As supply income effect ively determ ines income because  
Yd

n  Ys
n and Ca

n  Cd
n, the entire burden of adjust ment is upon invest ment.
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Rather than assume that ex post consump tion exceeds ex ante consump tion, we 
can assume that ex post consump tion equals ex ante consump tion. If this occurs,

Figure 1
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From this we get

(19) 

As is illus trated in Figure 2, the lines for equa tion (19) also lie below the 

Figure 2 Ex post C  Ex ante C
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lines for equa tion (17), so that for any given a,    pair 2  . Even if ex 
post consump tion is restric ted to ex ante consump tion, the adjust ment process 
still results in ex post invest ment being lower than ex ante invest ment. The rate 
of growth of supply that results is too low to main tain self-sustained 
growth.

The impact of infla tion

In order to have  � 2 it is neces sary that when Yd  Ys (recall that we are 
assum ing that   ), ex post consump tion be less than ex ante consump tion. 
One way in which consumers can be forced to lower their consump tion 
below the ex ante level is for consumer prices to rise; this is, of course, par -
tic u larly true if a large portion of consumers use all their income for 
consump tion and have no means by which they can spend more than their 
income. Writing p* for pn/pn 1, we have

so that

(20) 

Assuming p*  1, there exist values of a and  which gener ate rates of 
growth of aggreg ate supply that are larger than the lower root of the 
demand-generating rela tion. This means that if infla tion that decreases 
consump tion below ex ante consump tion occurs, self-sustained growth can 
take place. Even though consump tion is lowered below ex ante consump tion 
by infla tion, with a constant rate of increase in consumers’ prices, real 
consump tion will still be growing:
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In Figure 3, point A shows that if a  .875,   3.675 then 2  1.05 and 
  1.05 with p*  1.02. That is, if ex post consump tion is approx im ately 

98 percent of ex ante consump tion so that Ys
n 1  .98a Ys

n 2 can be inves ted, real 
supply will grow at 5 percent. Points B and C have similar inter pret a tions.

It is doubt ful that in the United States, as now organ ized, infla tion is an effi-
cient or an effect ive way of depress ing consump tion in order that invest ment 

Figure 3 Effects of Inflation
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be suffi cient to gener ate a growth rate of income large enough to satisfy the 
condi tions for self-sustained growth.

The effect of tech no lo gical change

We can distin guish two types of tech nical change. Disembodied tech nical 
change, where product ive capa city increases inde pend ently of invest ment, 
and embod ied tech nical change, where invest ment is the carrier of  
tech nical change.

Disembodied tech nical change. To take tech nical change into account, we write

(1 ) 

This results, when income is at the ceiling, in

and, with less than capa city income, in

The rate of growth of ceiling income, when income is at the ceiling, is

which yields

As is shown in Figure 4, with a 2 percent per year growth in product ive 
capa city due to disem bod ied tech nical change, it is possible with a  a , 

   for the rate of growth of ceiling income  to be greater than the crit-
ical value 2 derived from the demand-generating rela tion.

Embodied tech nical change. We will assume that embod ied tech nical change 
results in   ; i.e., the product ive effi ciency of invest ment is higher than 
“expec ted” because of tech no lo gical progress.
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Figure 4 Disembodied Technological Change

In Figure 2, note that if a  .9 and ex post consump tion equals ex ante 
consump tion,   3.15 and   2.85 will yield 2    1.05, i.e., it takes 
but a small decline in  below  to satisfy the condi tions for self-sustained 
growth.
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CONCLUSIONS

Given that tech no lo gical change, whether embod ied or disem bod ied, takes 
place, and that the effect of tech no lo gical change is to increase the rate of 
growth of ceiling income beyond that which would result just from accu-
mu la tions, it has been shown that the ceiling income can grow fast enough 
so that self-sustained growth is possible. Therefore, in a tech nic ally dynamic 
world, we have to look beyond product ive capa city constraints to explain 
the observed pattern of cyclical growth.

The coef fi cient of induced invest ment  is not a tech nical produc tion 
func tion char ac ter istic as is , but rather reflects investors’ and entre pren-
eurs’ atti tudes toward risk. Thus,  would be a vari able that depends, at least 
in part, on the menu of finan cial instru ments avail able to asset owners and 
the liab il ity struc ture of invest ing units.

In the demand-generating rela tion, the smaller root of the solu tion  
equa tion was the crit ical value for sustain ing growth. However, the  
deriv at ive of this coef fi cient, 2, with respect to , the coef fi cient of induced 
invest ment is negat ive.11 Anything that tends to lower  will raise 2 and 
thus increase the minimum rate of growth of ceiling income that will 
sustain growth.

Cumulative unbal anced changes in the menu of avail able finan cial instru-
ments  take place during a period of self-sustained growth. The unbal anced 
nature of finan cial devel op ments should affect the relat ive interest rates at 
which the public and finan cial insti tu tions are willing to hold their avail able 
stock of primary liab il it ies; this, together with the fact of increas ing risk as 
the inde pend ence of the expec ted perform ance of finan cial assets decreases,12 
will feed back upon the will ing ness to invest. Thus the rate of growth of 
ceiling income (includ ing the effect of tech nical change) that is suffi cient to 
sustain growth with one set of port fo lios can become inad equate with 
another. A cyclical growth pattern can emerge due to cumu lat ive changes 
that affect demand rather than from any neces sary insuf fi ciency of the rate 
of growth capa city.

It seems evident that the integ ra tion of ceiling models of growth with the 
finan cial flows that accom pany growth is a fruit ful research path in any 
attempt to develop econo met ric models that have the inter est ing inter me di ate 
time horizon.
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PRIVATE SECTOR ASSETS 
MANAGEMENT AND THE 

EFFECTIVENESS OF MONETARY 
POLICY: THEORY AND PRACTICE

I. INTRODUCTION

The contro versy about how money affects the economy is deeper and more 
funda mental than is evident in the current liter at ure. From the current liter-
at ure it seems as if the dispute is over either the defin i tion of money and the 
specific a tions of the vari ables in a demand func tion for money or whether 
stable monet ary growth is a) capable of being defined, b) obtain able, and c) 
super ior, as a stabil iz a tion tech nique, to active discre tion ary monet ary and 
fiscal policies.1 In truth the above are peri pheral or second ary issues. The 
funda mental issue in monet ary theory is whether a capit al ist economy is 
inher ently stable or whether, due to its very nature, it is unavoid ably unstable; 
that is whether unsus tain able booms and deep depres sions are due to essen-
tial char ac ter ist ics of capit al ism.

Abridged by the author for this volume. From The Journal of Finance, Vol. XXIV, No. 2, May 1969, 
by arrange ment with the publisher.
 I want to thank Maurice Townsend, Lawrence Ritter, and R. C. D. Rowan for helpful 
comments and construct ive sugges tions.
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Financial crises, domestic and inter na tional, have been asso ci ated with 
capit al ism through out its history. This does not prove that they are inher ent 
in capit al ism—the crises of history may have been due to a combin a tion of 
ignor ance, human error, and avoid able attrib utes of the finan cial system.

One polar view in the stabil ity of capit al ism is repres en ted by the Chicago 
School. An article of faith, nowhere better stated than in Henry Simons’ 
famous article “Rules Versus Authorities . . .” [22], is that serious depres-
sions are due to man-made imper fec tions in the finan cial system. Friedman 
and Schwartz argue that “The monet ary collapse [of the 1930s] was not the 
ines cap able consequence of other forces, but rather a largely inde pend ent 
factor which exerted a power ful influ ence on the course of events. The 
failure of the Federal Reserve System to prevent the collapse reflec ted not the 
impot ence of monet ary policy but rather the partic u lar policies followed by 
the monet ary author it ies and, in smaller degree, the partic u lar monet ary 
arrange ments in exist ence” [10, p. 4].

In this “Chicago” view there exists a finan cial system, differ ent from that 
which ruled at the time of crisis but nonethe less consist ent with capit al ism, 
which would make serious finan cial disturb ances impossible. It is the task 
of monet ary analysis to design such a finan cial system, and of monet ary 
policy to execute the design. In Simons’ view this depression-proof good 
finan cial society required a radical restruc tur ing of the finan cial system. In 
Friedman’s view the estab lish ment of the good finan cial society requires 
only the adop tion of a stable money growth rule by the Federal Reserve 
System, given that the reform repres en ted by the intro duc tion of deposit 
insur ance has already taken place.2

The altern at ive polar view, which I call unre con struc ted Keynesian, is that 
capit al ism is inher ently flawed, being prone to booms, crises, and depres-
sions. This instabil ity, in my view, is due to char ac ter ist ics the finan cial 
system must possess if it is to be consist ent with full-blown capit al ism. Such 
a finan cial system will be capable of both gener at ing signals that induce an 
accel er at ing desire to invest and of finan cing that accel er at ing invest ment.3

An accel er at ing pace of invest ment is asso ci ated with high animal spirits 
of both entre pren eurs and finan ci ers. In the absence of an infin itely elastic 
supply of finance from the monet ary system, the accel er at ing invest ment  
is financed by velocity-increasing, liquidity-decreasing port fo lio trans for - 
mations. In addi tion, posi tions in the stock of exist ing real and finan cial  
assets are refin anced by similar port fo lio trans form a tions, so that over time, 
liab il ity struc tures emerge which can be serviced only if the euphoric 
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expect a tions are fulfilled. In order to finance the increas ing pace of invest-
ment and the more complic ated liab il ity struc tures, rising interest rates are 
required to induce the success ive port fo lio adjust ments.

These “better terms” on new issues, put out for invest ment purposes or 
for refin an cing posi tions in the stock of assets, feed back upon and lower 
the market value of outstand ing long-term debts. The emer gence of a taut 
liab il ity struc ture means that a not unusual short-fall of cash receipts can 
lead to a need to make posi tion by selling assets.4 Rising interest rates mean 
that the assets avail able for sale may have market values less than face values. 
The combin a tion of the trans form a tion of paper losses into real ized losses 
and the down ward pres sure upon asset prices due to the attempt to make 
posi tion by selling assets can trigger a finan cial crisis. This breaks the 
euphoric expect a tions and a deep depres sion will follow unless the central 
bank effect ively acts as lender of last resort and stabil izes asset prices, and 
fiscal meas ures offset the initial fall in invest ment so that a cumu lat ive 
decline in aggreg ate demand does not occur.5

It is my view that Keynes emphas ized the primary import ance of finan cial 
factors in determ in ing how a capit al ist economy func tions. I believe this 
finan cial inter pret a tion of Keynes is espe cially evident in Keynes’ state ment 
of what the “General Theory” is all about in his rebut tal to Viner’s review 
[Viner, 26, Keynes, 14]. In this rebut tal he emphas ized the import ance of 
uncer tainty in determ in ing decisions relat ing to wealth and for the short-run 
determ in a tion of the prices for invest ment output.6

My inter pret a tion of Keynes is not the conven tional view which is mainly 
derived from Hicks’ “Mr. Keynes and the Classics,” an article which I believe 
misses Keynes’ point completely.7 However, intel lec tual history is not our 
topic; our task is to help formu late a useful frame work for analyz ing the 
current beha vior of American capit al ism and for eval u at ing the perform ance 
of the Federal Reserve System. It is my view that this requires a model which 
starts with a theory of asset manage ment by private sectors and allows for 
the devel op ment of finan cial strin gency or crisis, as well as for the impact of 
such a crisis upon system beha vior. After the crunch of 1966, the spectre of 
a great depres sion once again haunts poli cy makers.

II. THE PORT FO LIO VIEW OF ASSET MANAGE MENT

Capitalism requires that finan cial insti tu tions and instru ments exist which 
permit flex ib il ity in finan cing. Before the impact and effic acy of money can 
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be traced it is neces sary to specify the finan cial insti tu tions; monet ary 
econom ics cannot escape being insti tu tional econom ics. Once the problem 
of monet ary theory is iden ti fied as revolving around the finan cing of posi-
tions in the stock of assets and the finan cing of addi tions to the stock, then 
a port fo lio or asset-management view of the monet ary process is natural. In 
this view the liab il ity struc tures of units impose cash flow commit ments 
and these in turn become constraints upon beha vior [Tobin, 23; Turvey, 24; 
Minsky, 17; Duesenberry, 6].

In a port fo lio view the impact of an initial monet ary disturb ance, say 
follow ing an open-market oper a tion, is the result of chan ging relat ive prices 
among a wide array of finan cial and real assets. As well-nigh perfect substi-
tutes for items in the exist ing stock of real assets can be produced, these 
chan ging relat ive prices stim u late or depress produc tion. “At first (follow ing 
an open market addi tion to the money supply) the addi tional money is 
excess ive relat ive to the other forms of wealth held; the attempt by money 
holders to exchange their excess balances for other assets raises asset  
prices and lowers rates of return across the board. The decline in rates  
thus spreads to all finan cial and phys ical assets, so that an increase in the 
money stock may even tu ally stim u late new invest ment in many direc tions” 
[Cagen, 4, p. 171].

The trans mis sion process involves produc tion rela tions in finance, pref er-
ence systems, and expect a tions. These are typic ally assumed to be given and 
exogen ous—or at least to be stable in the short-run. However, if they are at 
times in fact vari able and quickly change able, they provide for the slip page 
which makes control of the monet ary base or even the money supply an 
inad equate instru ment of economic policy. If they are determ ined by 
economic vari ables, with perhaps discon tinu ous reac tions, then our work, 
to be useful and inter est ing, must encom pass such rela tions.

A finan cial innov a tion is equi val ent to the intro duc tion of a new produc-
tion tech nique or a new product. Even though the new may be advant age ous, 
there will be an absorp tion period in which units exper i ment with and assim-
il ate the new insti tu tion or instru ment. The rein tro duc tion of trading in 
Federal Funds in the 1950s did not see all banks shift imme di ately to active 
reserve manage ment; it took six years for the value of whole sale C.D.’s to grow 
to $20 billion. The ulti mate impact upon house hold cash posi tions of bank 
credit cards and redi-credit schemes can only be conjec tured at this date.

As a result of the exist ence of finan cial innov a tions and learn ing, the rela-
tion between money—or the monet ary base—and economic activ ity changes. 
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The evid ence indic ates that differ ences among coun tries in income velo city 
can be explained by the soph ist ic a tion of the finan cial system, so that the 
greater the soph ist ic a tion the greater the velo city. Thus, during a period in 
which the finan cial system is rapidly becom ing more soph ist ic ated—finan cial 
innov a tion and the diffu sion of innov a tion is proceed ing apace—the rate  
of increase of economic activ ity compat ible with any rate of increase in the 
money supply will rise.8

The diffu sion of innov a tions is in part a pure learn ing process. Thus the 
use of a new instru ment may increase at constant or even deteri or at ing 
relat ive prices. However profit oppor tun it ies and the threats of losses do 
affect the will ing ness to exper i ment. Both innov a tion and the speed of 
diffu sion can be expec ted to respond to profit oppor tun it ies. “Euphoric” 
invest ment demand, combined with rising costs in conven tional finan cial 
chan nels, will lead, via feed backs on the poten tial payoffs to finan cial innov-
a tions, to an expan sion in the effect ive ability to finance activ ity. This will 
take place even though some monet ary vari ables will not be affected; 
monet ary policy may be attempt ing to constrain the economy even though 
interest rates are constant, and a modest rate of increase in the reserve base, 
or in the money supply, can be asso ci ated with a rapid rate of increase in the 
finan cing of activ ity.

Thus a rising interest rate struc ture may affect the rela tion between money 
and income by indu cing the econom iz ing of cash hold ings within a fixed 
set of insti tu tions and instru ments, by stim u lat ing insti tu tional innov a tion, 
and by increas ing the rate at which recent innov a tions are diffused.

It is diffi cult to disen tangle pref er ences and expect a tions. They cannot be 
meas ured object ively, they relate to the impact of uncer tainty upon decisions, 
and they react in paral lel fashion to events.

A port fo lio reflects a choice of assets and liab il it ies made under uncer-
tainty. Uncertainty affects port fo lios in two ways: the first is that the expec ted 
cash receipts from assets and cash payments due to liab il it ies are uncer tain; 
the second is that each decision unit has a pref er ence system which embod ies 
its taste for uncer tainty.9

Views as to the future of the world are based upon eval u ations of the past. 
It is easy to accept that expect a tions of payoffs from assets and payments on 
account of liab il it ies are based upon the observed perform ance of the 
economy and the partic u lar sector or unit on which the investor, so to say, 
is betting. In addi tion tastes for taking chances are affected by observed 
payoffs to those who have taken chances. Animal spirits are the result of 
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observed bonan zas—even though the typical payoff from chance-taking 
may be small. The observed rise in loan-deposit and the decline in govern-
ment securities-deposit ratios of commer cial banks can be inter preted as the 
result of changes in bankers’ pref er ence.

Expectations and tastes for uncer tainty are affected by success and failure 
of the economy. Successful func tion ing results in decreas ing the weight of 
unfa vor able events thus increas ing the expec ted value and decreas ing the 
vari ance of the payoffs from a contin gency. In addi tion pref er ence systems 
change; as a result of success, the aver sion to risk “decreases.” Symmetrically 
poor perform ance will decrease expec ted payoffs and “increase” the aver-
sion to risk.

The curvature of a utility-income pref er ence system is not a genetic trait 
of persons. It is a product of the beha vior of the economy. With no change 
in the weight attached to possible outcomes the expec ted utility of an uncer-
tain propos i tion will vary with a change in the taste for uncer tainty.

Although the effect of the past upon expect a tions may be considered to 
be continu ous, it is possible to inter pret history as showing that dramatic 
changes in the taste for uncer tainty have occurred. Dramatic events, in 
partic u lar finan cial crises, can be viewed as having quick and marked effects 
upon tastes for uncer tainty. A possible asym metry in the evol u tion of pref-
er ence systems with respect to uncer tainty exists. A great crash—such as 
that of 1929–33—will lead to a sharp rise in the aver sion to risk, and it may 
take the better part of a gener a tion for this aver sion to decrease.10 However, 
once the extreme risk aver sion is aban doned, the “new view” accept ing 
uncer tainty may take place at an accel er at ing rate, giving rise to booms.

Both the possib il ity of finan cial innov a tions and of rapid changes in pref-
er ence systems and expect a tions reflect ing events in the economy means 
that the stim u lus for port fo lio adjust ments may come from the func tion ing 
of the economy, not the oper a tions of the author it ies. Since the world is not 
born de nova each day, inher ited finan cial and real assets must enter into some 
unit’s posi tion as long as they exist. A rapid increase in the aver sion to risk—
brought on for example by the exper i ence of a credit crunch—can shift 
desired port fo lios away from layered finan cial assets toward cash. But the 
amounts of cash and non-cash (finan cial and real) assets are virtu ally fixed 
in the market period. A rise in the demand for money can only be affected 
by offer ing non-cash assets for money. Given fixed supplies of money and 
other assets, such a shift in the demand for money may lead to a sharp fall 
in the price of non-cash real and finan cial assets, so that the market price for 
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second hand repro du cible assets may fall below their current produc tion 
cost [Keynes, 14].

Thus with a port fo lio view of the monet ary process it is possible to accept 
that a state in which caus a tion runs from money to activ ity rules most of the 
time and never the less to hold that the most inter est ing econom ics centers 
around those perhaps trans it ory states in which the caus a tion runs from 
innov a tions, expect a tions, and pref er ence systems to activ ity.

We all are famil iar with the Chicago slogan “money matters.” May I suggest 
an altern at ive: “Money matters most of the time, at some rare but import ant 
times it is all that matters, and some times money hardly matters at all.” The 
tasks of monet ary theory are to make precise the condi tions defin ing each  
of these three states, the process of trans ition from one state to another and 
to indic ate how trans itions can be avoided or induced.

III. AN UNRE CON STRUC TED KEYNESIAN MODEL

The funda mental instabil ity of capit al ism is upward. After func tion ing well 
for a time a capit al ist economy devel ops a tend ency to explode, to become 
“euphoric.” This is so because an initial condi tion is a world with uncer-
tainty, and in such a world success feeds back upon expect a tions and pref er-
ence systems so as to increase 1) the desired stock of capital, 2) the desired 
debt-equity ratios for owners of real capital, 3) the will ing ness to substi tute 
earning assets for money, and 4) the rate of invest ment. That is, instead of 
start ing from “. . . an Elysian state of moving equi lib rium . . .” [Friedman 
and Schwartz, 9, p. 59], we start from an economy that is now doing well, 
better than in the past.

In a world with uncer tainty, a distinc tion between inside and outside 
assets is mean ing ful. Inside units are those whose beha vior is determ ined by 
the perform ance of the economy—house holds, busi ness firms, and finan-
cial inter me di ar ies. Outside units are those whose beha vior is inde pend ent 
of the perform ance of the economy (except to the extent that a theory of 
economic policy guides their beha vior)—govern ments, central banks, etc. 
The nominal (dollar) cash flow that an outside asset will gener ate is inde-
pend ent of the perform ance of the economy and no inside unit is commit ted 
to make payments because this asset is its liab il ity. The nominal cash flow 
that an inside asset will gener ate depends upon the perform ance of the 
economy and for finan cial assets some inside unit is commit ted to make 
payments because this asset is its liab il ity. Government debt, gold, and fiat 
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money are all examples of outside assets; real capital, corpor ate bonds, and 
install ment debt are all examples of inside assets. In addi tion there are mixed 
assets: an F.H.A. insured mort gage is an inside asset except that once the 
insur ance becomes effect ive the asset becomes an outside asset to its owner; 
simil arly, to a depos itor fully covered by deposit insur ance, depos its are 
outside assets although the bank may own inside assets [Tobin, 23; Gurley 
and Shaw, 11; Minsky, 17].

The price of a repres ent at ive unit of the fixed stock of real and finan cial 
inside assets is determ ined, for a given uncer tain stream of cash receipts, by 
the relat ive weight of outside and inside assets in the economy. That is, the 
mixture of uncertainty-free and uncertainty-bearing assets determ ines the 
price of the uncertainty-bearing assets, given that the price of govern ment 
or gold dollars is fixed at $1. Abstracting from the finan cial layer ing process, 
the funda mental inside asset is the capital stock and the funda mental outside 
asset is the govern ment debt money supply. Thus the price per unit of a fixed 
capital stock is a rising func tion of the amount of outside money, other 
things constant: the money supply determ ines the price level of the stock of 
capital goods11 [Turvey, 24; Tobin, 23; Brainard and Tobin, 2].

The other things constant include the amount of fixed assets. An increase 
in finan cial inter me di ation and of govern ment endorse ments will tend  
to raise the price per unit of capital as a func tion of the outside money 
supply.12 Preferences and expect a tions will also posi tion the price of capital 
func tion and as these can be sens it ive to the perform ance of the economy, 
these subject ive elements can induce sizable shifts in the func tion. That is, 
the price of capital-money supply func tion, which is the analogue to the 
liquid ity pref er ence func tion, is under partic u lar circum stances unstable. An 
upward and perhaps accel er at ing migra tion of the func tion will take place 
after a period of sustained prosper ity without deep depres sions. A sharp 
down ward shift will take place after a finan cial crisis. The crisis is not an 
exogen ous or acci dental event. The way in which invest ment and posi tions 
in the stock of assets are financed during the upward migra tion of the price 
of capital func tion sets the stage for the crisis.

IV. THE EFFECT IVE NESS OF MONET ARY POLICY IN THE
RECENT PAST

Before the aptness or effect ive ness of monet ary policy can be judged, it is 
neces sary to determ ine the constraints upon the monet ary author it ies. The 
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United States “Central Bank” is a pecu li arly decent ral ized insti tu tion. Specialized 
organ iz a tions such as the Federal Deposit Insurance Corporation and the Home 
Loan Bank Board as well as the Federal Housing Authority are, along with the 
Federal Reserve System, part of this “Central Bank.” The Federal Reserve may be 
the leading member of this syndic ate, but it is constrained by the need to make 
sure that the special ized insti tu tions can carry out their mandates.

The need to main tain “insti tu tional integ rity” is a constraint upon the 
Central Bank. That is, whereas the Federal Reserve is willing to see partic u lar, 
isol ated, moder ately sized banks and non-bank finan cial insti tu tions fail, it 
cannot stand by without trying to prevent the failure of entire classes of 
insti tu tions. This is so because the author it ies believe, rightly or wrongly, 
that disrupt ing insti tu tions will have dire consequences for the economy 
and because it is the will of Congress that partic u lar sets of insti tu tions 
survive and prosper. Thus the need to prevent any escal a tion of the obvious 
diffi culties of savings banks and the closely related housing industry into a 
general collapse of the system and industry was, and remains, an effect ive 
constraint upon monet ary policy.

With present usages Mutual Savings Banks and Savings and Loan Associations 
are poorly equipped to cope with rapidly rising interest rates. These insti tu tions 
hold long-term fully amort ized mort gages which carry interest rates that were 
current at their date of issue. These savings inter me di ar ies finance their posi tion 
by emit ting short-term or call liab il it ies. That is, their liab il it ies must meet the 
market on a well-nigh day-to-day basis while their assets lag, often by many 
years, behind current market terms.

There are two roads to ruin (negat ive net worth) for these savings insti-
tu tions. One via a revalu ation of assets, the second via the accu mu la tion of 
oper at ing losses.

By conven tion, mort gages not in arrears are carried on the books of 
savings insti tu tions at face value. As a result, no mort gage inter me di ary will 
be declared insolv ent by the author it ies as a result of falling market prices of 
its mort gages. On the other hand, if an insti tu tion needs to make posi tion 
by selling such assets at the market such “paper” losses are real ized; the net 
worth of the organ iz a tion must be adjus ted to reflect this loss. Thus central 
bankers must prevent any large scale encash ment of depre ci ated mort gages 
or they must provide some way for mort gage holders to obtain the face 
value of these depre ci ated assets if encash ment is forced.

In addi tion, even though the fiction of face value is main tained, the cash 
flow these mort gages gener ate reflects the lower, past interest rates. On the 
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other hand, the cost of money for deposit insti tu tions is determ ined by 
current interest rates. A rise in deposit interest rates can trans form a hitherto 
profi t able insti tu tion into one suffer ing losses. Given the thin equity posi-
tion of savings insti tu tions, they cannot endure losses on the carry for very 
long. However, as the assets are long-lived, the turning over of the port fo lio 
so that it yields returns consist ent with the higher cost of money takes time. 
As a result, with any given initial set of assets there exists a maximum to the 
cost of money which can be estab lished and sustained, for each assumed 
course of total depos its and initial net worth, that will permit the survival of 
the insti tu tion. Thus the author it ies must try to constrain deposit rates to 
levels consist ent with the exist ing port fo lios.

Thus there are two ways to bank ruptcy: a quick execu tion, by revalu ing 
assets at market or real iz ing losses in an effort to make posi tion, and a slow 
bleed ing to death, as losses accu mu late on income account. The author it ies 
need to prevent both paths from oper at ing in periods when interest rates 
have risen. In 1966 at the time of the crunch the author it ies obtained and 
used the power to discrim in ate by size of deposit in setting ceiling rates on 
time depos its. This success fully aborted a switch of savings depos its from 
savings to commer cial banks, which would have forced a large scale encash-
ment of mort gages. In addi tion this discrim in a tion has succeeded in 
lower ing the effect ive cost of money to savings banks below what it would 
have been, thus decreas ing the losses on income account.

Since the crunch of 1966, a constant threat of disin ter me di ation has 
existed due to the large gap that has developed between long-term market 
rates and deposit rates. The unanswered ques tion is how large a gap is 
consist ent with the main ten ance of depos its in savings insti tu tions. That the 
retail ing of corpor ate bonds does not seem to have increased signi fic antly is 
an import ant indic a tion of the value of deposit insur ance and the strength 
of memor ies of the 1930s. Nevertheless, with the threat of disin ter me di-
ation ever present, it is not surpris ing that the Federal Reserve is seeking 
ways of making discount facil it ies avail able to mort gage holders, thus 
provid ing means for “encash ment” at face or close to face value.13

It is easy for an academ i cian to char ac ter ize these constraints upon the exer-
cise of monet ary powers as being based upon ground less fears. But the pref-
er ence func tion of the author it ies must contain some trade-off between the 
rate of increase of the price level and the subject ively determ ined like li hood 
of a run (disin ter me di ation) on the savings insti tu tions. An attempt to 
moder ate the rise in interest rates by increas ing the rate at which the reserve 
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base increases is an appro pri ate use of monet ary policy, even at the consid er-
able risk of added price pres sures.
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NOTES

1 For an example of the current “contro versy” liter at ure see Brunner [3]. A 
fairly complete bibli o graphy can be derived from Brunner’s cita tions.

2 Friedman in his Henry Simons lecture [8] recog nizes that Simons proposed 
thor oughgo ing reform of the finan cial system whereas his own view is that 
all that was really wrong is the way in which the central bank exer cises its 
control of the money supply. Simons, being a skeptic, even ques tioned the 
adequacy of thor oughgo ing reform: “Banking is a pervas ive phenomenon, 
not some thing to be dealt with merely by legis la tion direc ted at what we call 
banks. The exper i ence with the control of note issue is likely to be repeated 
in the future; many expedi ents for controlling similar prac tices may prove 
inef fect ive and disap point ing because of the reappear ance of prohib ited 
prac tices in new and unpro hib ited forms” [22, p. 172 in Economic Policy in a 
Free Society]. Note that Simons had a finan cial system rather than a narrow 
monet ary view of the “Banking” problem.

3 There is a minimum set of finan cial char ac ter ist ics which an economy  
must possess for it to be capit al ist. I don’t believe this ques tion has ever 
been prop erly faced. The obvious char ac ter ist ics of private owner ship of 
the means of produc tion and decent ral ized decisions implies, in a complex 
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society, that finan cial instru ments exist which permit both indir ect and 
layered owner ship. In addi tion, the exist ence of a wide array of permiss ible 
liab il ity struc tures and a large menu of finan cial assets is neces sary; as well 
as insti tu tions which facil it ate the chan ging of port fo lios and the adjust-
ment of liab il ity struc tures [Keynes, 15, Chapter XII]. Thus markets in finan-
cial assets must exist and these markets for, so to speak, the finan cing of 
posi tions in second hand assets must also be avail able for finan cing the 
creation of new tangible—and intan gible—assets.

In addi tion, as a corol lary to the encour age ment of innov a tion in produc-
tion, innov a tion in finan cial usages must be permiss ible [Minsky, 17].

4 The concept of “making posi tion” is central to an under stand ing of how 
banks and other money market insti tu tions operate in a soph ist ic ated 
finan cial system. The “posi tion” is a set of assets (loans and invest ments 
for banks, govern ment debt for bond dealers, etc.) title to which needs 
finan cing. The need to finance posi tion may take the form of a need to 
acquire reserve money—either to pay for an acquis i tion or to meet a 
clear ing drain, etc. The acquis i tion of a deposit via a certi fic ate of deposit, 
the borrow ing of reserves via the Federal Funds market, the sale of Treasury 
bills are ways in which posi tions can be made.

Position-making thus takes the form of liab il ity manage ment or trans ac-
tions in money market assets. During the post-war period substan tial 
changes in the instru ments and markets used by money market banks in 
posi tion making have occurred.

Failure to make posi tion can lead to a forced sale of other assets and 
thus substan tial losses.

5 Awareness of the possib il ity of a finan cial crisis and a recog ni tion of the 
Board of Governors’ respons ib il ity in that even tu al ity is evident in the recent 
Board of Governors’ review of the oper a tions of the discount appar atus [1].

6 Shackle [21] emphas izes the import ance of Keynes’ rebut tal to Viner, refer-
ring to it as the 4th of Keynes’ great contri bu tions. This restate ment by 
Keynes of his views has been ignored by the domin ant contem por ary 
“Keynesian” econom ists.

7 “This stand ard model [that derived from Hicks’ “Mr. Keynes and the 
Classics”] appears to me a singu larly inad equate vehicle for the inter pret a-
tion of Keynes’ ideas” [Leijonhufvud, 16, p. 401].

Clower refers to “. . . The Keynesian Counterrevolution launched by 
Hicks in 1937 and now being carried forward with such vigor by Patinkin 
and other general equi lib rium theor ists” [5, p. 103]. Most “Keynesian” 
econom ists are devoted agents of the coun ter re volu tion.

8 “The evid ence presen ted indic ates that income is an import ant compon ent 
of the demand for money in all leading indus trial coun tries. In addi tion 
income elast i cit ies were found to be inversely related to the state of devel-
op ment of the money markets in the respect ive coun tries, being highest in 
Italy and Japan—coun tries with the least developed markets, and lowest in 
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the United Kingdom and the United States—the coun tries with the most 
advanced finan cial centers. Thus slower accre tions to money may be 
expec ted in response to a given percent age increase in income in coun tries 
with advanced money markets and ready avail ab il ity of a large variety of 
high quality, interest yield ing money substi tutes than in less finan cially 
developed coun tries” [Kaufman and Lotta, 13, p. 83].

9 The economic signi fic ance of uncer tainty was nowhere better summar ized 
than by Keynes in [14].

10 Keynes [15, Chapter XII] discusses this asym metry—that crises may come 
suddenly but that a rebuild ing of confid ence may be time-consuming: “A 
collapse in the price of equit ies—may have been due to the weak en ing 
either of spec u lat ive confid ence or the state of credit. But whereas the 
weak en ing of either is enough to cause a collapse, recov ery requires the 
revival of both” (p. 158).

11 I am avoid ing the terms “interest rates,” or “interest rate” in this section. 
If the price of an asset, finan cial or real, is known, and the stream of cash 
it will yield is known, then an interest rate can be computed; the interest 
rate is an arith metic result useful in compar ing differ ent time series of cash 
receipts. Certainly for finan cial contracts, new and outstand ing, the 
import ant vari able is the payment commit ments and rights under varying 
circum stances; for a collec tion of real assets in a plant or firm, the corres-
pond ing cash flow is gross profit after taxes correc ted for debt servi cing.  
(I have tried to deal with this phenom enon in [18].) Turvey [25], argues that 
the interest rate is not really needed in the analysis of invest ment.

12 Differential govern ment endorse ments may also affect relat ive prices—
thus govern ment endorse ments avail able for the finan cing of new housing 
may have affected the relat ive prices of new and old houses.

13 “. . . In addi tion, the redesigned window recog nizes, and provides for, the 
neces sity that—in its role as lender of last resort to other sectors of the 
economy—the Federal Reserve stands ready, under extreme condi tions, to 
provide circum scribed credit assist ance to a broader spec trum of finan cial 
insti tu tions than member banks” [1, p. 2].
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