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For more than three decades, Hyman P. Minsky studied the financial fragility inherent in advanced

economies with complex financial systems. He analyzed the Great Depression to determine the conditions

under which such instability occurs—the conditions under which “it” could happen again—and he focused

on the link between the financial system and the real economy.

Minsky’s lifelong work has particular relevance and significance for the global system in which

today’s interconnected economies operate. In trying to find out what went wrong in Asia, we started with the

questions recent textbooks tell us to ask: Did these economies run large budget deficits? Did they have expan-

sionary monetary policies? Analysis of relevant statistics showed us that neither of these presented a problem.

There now is a consensus that Minsky’s concept of financial instability is a more fruitful starting point for

analysis and that it contains insights applicable to an international system. The Asian crisis can then be seen as

developing out of vulnerabilities in the financial system itself—information not always available or attended

to, regulators not doing their job properly, inappropriate behavior based on an incorrect appraisal of risks, the

economics of euphoria, moral hazard created by government and central bank policies, and the spillover

effects of all these problems in the financial system on the real economy.

We all talk about “globalization,” recognizing that markets have become global in scope and that

economies have become interdependent. However, governments are not global. And this, as Danny Roderick

of the Kennedy School at Harvard has said, “creates a dilemma that we need to deal with.” The presentations

made at this ninth annual conference named for Minsky deal with selected aspects of Minsky’s work. (His pro-

posals were not limited to reforming the financial system, but included policies to achieve full employment,

rising living standards, and income security for the average household.) His work on instability and the link

between the financial system and the real economy provides a foundation on which we can begin to construct

a coherent policy on which nations can agree that will enable them to contain instability in the international

framework of the global economy.

Dimitri B. Papadimitriou

President

F o r e w o r d
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P r o g r a m
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the services that re t i rees will want and need. By the

t h i rd decade of the twenty-first century, re t i re e s ’

income will not be redeemable in the goods and

s e rvices they now expect to get. At the heart of the

p roblem will be an insufficient number of workers to

satisfy the wants and expectations of a burg e o n i n g

re t i ree population. 

P redicting what will happen in the future, even in

six months, is hazardous yet inevitable. Roads and air-

p o rts anticipating future needs are being built.

Individuals are making plans for their re t i rement in 20

or 30 years. Governments are enacting laws to assure

their citizens’ welfare when they re t i re. Any plans for

the future can turn out to be a journey up the wro n g

road. However, looking ahead to the 2020s brings us

face to face with the question, Can a population with

only five potential workers for every two re t i rees pro-

duce enough goods and services to maintain satisfac-

t o ry standards of living for all?

Who are re t i rees? They are not easy to classify.

Not all Social Security beneficiaries who are identi-

fied as re t i red have stopped working, and many peo-

ple who have re t i red are not eligible for Social

Security benefits. Is a 71-year-old person who takes

an occasional consulting assignment but spends

most waking hours on a golf course re t i red? In

S p e a k e r s

S JAY LE V Y

Chairman, Levy Institute

Poor Grandma and Grandpa 
Baby Boomer

Many members of the generation that will reach age

65 by 2020 now entertain visions of pleasant

dwellings adjacent to fine golf courses, access to

s t reams running with hungry trout, and travels to

exotic lands. These visions of joyful re t i rement are

brightly colored by financial advisers who have

divined the path to life without monetary concern s ,

real estate firms selling homes in sunny climes,

travel agents marketing luxurious cruises, and alter-

native medicine folk offering recipes for extended

l o n g e v i t y. No one has a pecuniary interest in worry

about the future. 

A great many of the people who will re t i re in

2020 will discover that the advertisements were

misleading, especially those that promised financial

c o m f o rt. Much of the expected purchasing power

will be wiped away by inflation; the income and

benefits from pension plans, IRAs, and even

indexed Social Security will not be able to pay for
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g e neral, we use the population aged 65 and over as

a proxy for re t i rees, but that proxy understates their

number because many more people re t i re before age

65 than remain in the labor force beyond that birt h-

d a y. (I use the pronoun we because I have a collab-

orator in my re s e a rch, Joanne Av e r i l l . )

The quantity of goods and services an economy

p roduces is commonly measured as GDP in dollars.

The output for consumers’ personal consumption

we will call the economic pie. In an idyllic economy,

this dessert would be scooped out of a bottomless

pie plate, but in reality the pie has a definite size. The

l a rger the portion consumed by a leisure class, the

less remaining for those who are producing the

goods and services. Many re t i rees hardly lead lives of

l e i s u re. They are busy with community, child care ,

religious, and philanthropic activities. But such con-

s t ructive and commendable work does not add to

G D P, that is, it does not add to the size of the eco-

nomic pie.

The cost of re t i rees to producers was starkly clear

in an earlier period, before Social Security and pri-

vate pensions. In those days, grandma and grandpa

often lived with one of their children. If you look at

what the workers paid for the food their parents ate

and for their parents’ other needs, the cost of the

re t i red part of the population to the employed part

of the population is painfully clear.

Nowadays, most re t i rees are living on their sav-

ings, be these funds Social Security benefits, a private

pension, or money frugally set aside during their

working years. They seem to be benefiting fro m

consumption forgone in earlier years. In our ideal

e c o n o m y, in the course of a year, some workers

would defer consumption until their re t i re m e n t

years and an equivalent amount of goods and serv-

ices would be purchased by re t i rees from their sav-

ings. The saving and dissaving processes would be in

balance, and dissaving would not, in some larg e l y

invisible, even insidious way, reduce the purc h a s i n g

power of (the share of goods and services available

to) the working portion of the population.

But demographic trends have caused an imbal-

ance between workers’ deferred consumption and

re t i rees’ consumption. Because of the notable

s t retching of the life span and low birth rates, the

aged portion of the population is increasing far faster

than the working portion (Figure 1). By sheer

weight of numbers, re t i rees are enlarging their bite

out of the economic pie faster than the pie is gro w-

ing. More o v e r, rising re t i rement incomes are con-

tributing to an ever bigger bite.

In 1980 re t i re e s —“consuming units” who are

age 65 and over (there may be more than one con-

suming unit in a household)—took 15.9 percent of

all the goods and services that were bought by con-

sumers. By 1996 that percentage, after an unsteady

climb, reached 20.1 percent, where it stayed in

1997. Figure 2 illustrates this in reverse, that is, it

shows the decline in the percentage of the eco-

nomic pie available to consumers under 65. (On

F i g u re 2 you will notice a small square on the upper

left and then a gap. The Bureau of Labor Statistics

series on which the data are based has a diff e re n t
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universe for three years, and those three years are not

comparable to the previous and subsequent years.)

At present the re t i ree cohort ’s appetite is being

checked. Its bite is being restrained by events begin-

ning six decades ago. The decline in the birt h r a t e

associated with the years of staggering unemploy-

ment during the Great Depression, low immigration

in the 1930s and 1940s, and the sending of men to

World War II is now temporarily reducing the ratio

of re t i rees to persons of working age. In 1998 the

population of persons 65 and over was 20.6 perc e n t

as large as the population of those 18 to 64, down

f rom 20.9 percent three years earlier (Figure 3). This

small and temporary decline in the ratio of re t i re e s

to workers will continue only until 2005. (It will

then level off until it starts its precipitous climb with

the aging of the baby boomers.)

The slower growth of the elderly population has

coincided with an improvement in the standard of

living of the population aged 18 to 64. The aggre-

gate consumption of the age 18 to 64 consumer

units increased 6.4 percent from 1995 to 1997, the

l a rgest two-year gain in more than a decade. At the

same time the re t i ree cohort ’s appetite for goods

and services kept growing heart i l y, despite its re l a t i v e

decline in size. The toll on workers’ standard of liv-

ing that re t i rees have been exacting was overc o m e

primarily by a rising rate of employment and rapid

g rowth in GDP.

During the 2020s the economy will pro d u c e

enough goods—gadgets, appliances, automobiles,

and so forth—to take care of the needs and to meet

the expectations of most people, both working and

re t i red. The supply of goods seems assured by the

well-established trend of rising pro d u c t i v i t y. For

decades the nation’s factories, farms, mines, and

c o n s t ruction sites—the goods-producing sector—

have continually increased production per worker. 

In the rest of the economy—the broad serv i c e s

sector—output per worker has been almost stagnant

( F i g u re 4). The rapidly expanding demand for serv-

ices in recent decades was met not by impro v i n g

p roductivity but by increasing employment in the

s e rvices. Part of the expanding demand for serv i c e s

resulted from greater longevity and the consequent

g rowth of the 65 and over population. There are

m o re older people to consume services, especially

health care services. We are concerned about the

availability after 2020 of a sufficient number of serv-

ices workers and there f o re the availability of ade-

quate services for all, but especially for the elderly.

Should there be a significant birthrate decline in

the early decades of the twenty-first century, it

would reduce the economic burden of raising chil-

d ren for many working people, but Americans’

seemingly unbridled propensity to consume sug-

gests strongly that total spending and saving would

be barely affected. In any event, the number of chil-

d ren in the typical household is unlikely to affect the

s e rvices available to persons of re t i rement age in the

decades ahead.

For all we know robots may be able to pro v i d e

many of the services sought by re t i rees of the 2020s,

and the concern here expressed will prove to be
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i rrelevant. But, the chances that robots will play any-

thing more than a limited role are slim. I think we

must anticipate that sentient beings will still have to

meet the demand for serv i c e s .

Fears of the future are often focused on fiscal mat-

ters, especially government deficits, but these appre-

hensions rarely arise from the scarcities and stre s s e s

that will be caused by the low number of workers re l-

ative to the population of consumers. Seemingly, the

belief prevails that rising productivity will prevent any

c h ronic gap between demand and supply.

In our re s e a rch we focus on GDP per full-time

equivalent worker. (Using the number of FTE

employees adjusts for any diff e rences between out-

put per worker and output per hour associated with

the recent pattern of increasing part-time work.) We

take the GDP figures for goods, for services pro-

vided by government, and for services provided by

the private sector (the balance of the nation’s out-

put). We divide these figures by the number of FTE

employees in, re s p e c t i v e l y, goods-producing indus-

tries, government, and private serv i c e s - p ro d u c i n g

industries. We use these terms in the same way they

a re used in the national income and product gro s s

p roduct originating accounts and in the widely

watched Bureau of Labor Statistics data on employ-

ment and its establishment series.

During the two decades ending in 1997 the

g o o d s - p roducing sector’s GDP per worker incre a s e d

at the average rate of 2.3 percent a year (Figure 4).

G o v e rnment GDP per worker increased 0.2 perc e n t

a n n u a l l y. It tends not to change, because GDP in the

case of government usually equates output with

input. The private serv i c e s - p roducing sector’s GDP

per worker crawled upward at the average rate of 0.2

p e rcent a year. Between 1992 and 1997 it declined

s l i g h t l y, 0.1 percent a year.

We are projecting a continuation of the 20-

year trend of a 0.2 percent average annual gain in

s e rvices GDP per worker. Past perf o rmance, i n c l u d-

ing the five-year decline in GDP per worker, does

not argue for future improvement. We have no

evidence of a change that will increase the serv i c e s

GDP per worker. More o v e r, the growing need for

s e rvices, especially health care for the elderly and

education, is an argument for less than the 0.2

p e rcent increase that we are pro j e c t i n g .

Despite the slow rise in services GDP per worker,

s e rvices GDP in 1992 dollars grew quite steadily at

the average rate of 3.2 percent per year from 1977

to 1997. Services were 47 percent of personal con-

sumption in 1977 and 59 percent in 1997. Even

though the services GDP per worker was close to

stagnating, the demand for services was met by the

3 percent average annual increase in services sector

employment. The sector’s expansion exceeded the

g rowth of the total labor force by almost 100 per-

cent; the labor force grew at 1.6 percent annually.

In order for the services GDP per worker to

i n c rease at the rate of the past decade, the labor forc e

would have to include 35 million more people in

2030 than can be foreseen under our optimistic

assumptions. Only if the economy’s per capita con-

sumption of services stopped increasing and held
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steady would the labor force be able to meet the

demand, and then only if labor force part i c i p a t i o n

continued to increase and the unemployment rate

averaged 3.5 percent in the 2020s.

The higher the rate of employment, the more

workers there will be in the services sector. In view

of the enormous federal outlays for Social Security,

including Medicare benefits, and unprecedented dis-

saving from pension funds and other repositories, we

a re projecting prosperity and an average unemploy-

ment rate for the next 30 years that will not exceed

last Marc h ’s 4.2 percent. Unemployment in the

2020s is assumed to be 3.5 percent. If these pro j e c-

tions materialize, private services employment will

g row at only one-third of the average rate of the past

two decades.

The working-age population increased at an aver-

age annual rate of 0.9 percent from 1985 to 1998.

The labor force, fed by the continuing trend to

higher female participation, grew faster, 1.4 perc e n t

per year. In the years to 2030, the working-age pop-

ulation will grow 0.5 percent annually, a re d u c t i o n

of almost 50 percent from its rate from 1985 to

1998. Our projection for labor force growth is 0.6

p e rcent annually. Thus we anticipate that labor forc e

g rowth will be at a slightly higher rate than the

i n c rease in the working-age population.

We have projected that between 2000 and 2030,

g o v e rnment employment will grow at the same rate

as in recent decades, and goods-producing employ-

ment will decline a trifle rather than incre a s i n g

s l i g h t l y. That leaves services employment, which

accounts for the balance of the labor force. Its

g rowth rate may barely exceed the growth rate of

the total adult  population (aged 18 and over). The

average annual increase in the services GDP per

worker will be close to zero. Any gain will re s u l t

f rom increases in services output between 2000 and

2015. During the succeeding 15 years, when the 65

and older cohort will increase 52 percent and the 18

to 64 population 2.1 percent, the need for serv i c e s ,

especially health care, will be surging (see Figure 5),

and the services GDP per worker will decline. Our

employment projections assume that the perc e n t a g e

of persons 18 to 64 in the labor force will incre a s e

f rom 83.1 percent in 1997 to 84.5 percent in 2010,

and then remain there. 

As work calls increasingly for people with post-

s e c o n d a ry education, a growing pro p o rtion of the

young population will attend two- and four- y e a r

colleges. Indeed, persons between the ages of 16 and

24 have been shunning the labor force in favor of

education. The percentage of school attendees aged

20 to 24 years rose from 22.3 in 1980 to 32.5 in

1996. The pro p o rtion of young persons attending

some kind of postsecondary school will continue to

i n c rease. Educational services will be a strongly gro w-

ing industry.

While youth have been shunning the labor forc e ,

p a rticipation by people aged 55 to 64 has been ris-

ing, more among women than among men. The

p ro p o rtion of men over age 55 in the labor force has

been almost stagnant in recent years, despite inten-

sifying pro s p e r i t y. In 1993 the percentage was 66.5,



12
T h e  J e r o m e  L e v y  E c o n o m i c s  I n s t i t u t e  o f  B a r d  C o l l e g e

d e s c r i ption of how finance almost inevitably moves

f rom hedge to Ponzi; it provides us with a bro a d

t h e o ry of behavior and offers us a basis for analyzing

and confronting these critical issues.

Hy implicitly gave us a general theory of people’s

p ropensity to lose a sense of reality as they pursue

wealth. One has only to pay some attention to the

ubiquitous advertisements of financial firms selling

a ffluent re t i rement, what Jerome Levy would have

called “something for nothing.” No concern about

the future availability of desired goods and especially

s e rvices mars these sales  eff o rts. Hy stressed the

i m p o rtance of such safety nets as lender of last re s o rt s

and deposit insurance. Where will the aging baby

boomers find the supplier of services of last re s o rt ?

The money that fuels the frenzied inflationary

economy of the 2020s will be pouring in from the

Social Security system and other pension pro g r a m s .

The growth in Social Security trust fund assets, $101

billion in 1998, is on an upward trend that will peak

a round 2010 at about $180 billion, according to the

i n t e rmediate projections of the Social Security

Administration. This flow of funds into the U.S.

Tre a s u ry will then begin to shrink and after a while

d i s a p p e a r. In 2025 the net outflow will be $226 bil-

lion. In another five years this torrent will have

s u rged to $602 billion, and the fund’s assets will fall

back to where they will have been at the end of 2000.

Since the $70 billion federal surplus in 1998

would have been a deficit were it not for the Social

Security surplus, what will happen to the budget

when over $200 billion and then $600 billion are

being drawn from the Social Security account? The

federal deficit will be a 16-cylinder turbocharg e d

stimulus to the economy, and household negative

saving will be giving the economy a further high-

p o w e red boost. 

Net private pension fund flows will follow the

same general pattern as Social Security: money will

pour into them at a rising rate until about 2010

(when the earnings of the baby boom generation

will be nearing a peak), this flow will subside, and

then it will become negative. Pension funds typical-

ly have been about 35 or 40 percent in stocks and

m o re recently 60 percent. Pensions will be liquidat-

ing billions of dollars of stock. Similarly, individuals

who have been saving for re t i rement through IRAs,

401(K)s, and other plans will be drawing down

these assets. The Federal Reserve calculated that

households, including not-for- p rofit org a n i z a-

tions, held about $7.5 trillion of corporate and

mutual fund shares at the end of 1997, plus another

in 1997 67.6. The 1999 re p o rt of the Council of

Economic Advisers states,  “Older men’s hours of

work are still falling, even if the percentage of older

men working is not, because of the shift from full-

time to part-time work.”

The upward trend of women’s labor force part i c-

ipation continues, but it appears to have at least as

much to do with the job opportunities created by

the expanding economy as with an expansion of the

t rend of females leaving home for the workplace.

That shift seems largely to have been completed.

Although observers repeatedly note that many of

those old enough to receive Social Security benefits

a re well able to continue to work, the trend has been

t o w a rd early re t i rement. The labor force part i c i p a-

tion rate in 1997 of people aged 55 to 64 was 59

p e rcent, considerably lower than the 83 percent of

workers aged 45 to 54. Some of this early re t i re m e n t

results from prejudice against older workers, but

much of it arises from the anticipated joys of not

having to show up  regularly at the workplace. We

a re estimating a small increase in the labor force par-

ticipation rates of people over 65, and of those

between 55 and 64 as well, between now and 2015.

T h e re a f t e r, we are assuming no further change.

To visualize what retiring baby boomers will do

to the economy, we re t u rn for a moment to the

1980 to 1995 period, when wage earners, especially

low-paid ones, bore the brunt of re t i rees’ expanding

appetite for economic pie. The growing cost of sup-

p o rting this rising leisure class occurred when the

ratio of producers to re t i rees held quite steady at 4

to 1 (in spite of the temporary decline in the older

c o h o rt). This ratio will be maintained until 2010,

but by 2030 it will have decreased to about 2.5 to 1.

The baby boomers who will have become beloved,

g r a y - h a i red grandmas and grandpas certainly will be

a challenge to society’s productive capabilities.

S e e m i n g l y, the financial pre p a redness for the re t i re-

ment of the baby boom generation—the funds going

into Social Security and various public and private

pension plans, including IRAs and 401(K)s—may

enable consumers of 2030 to buy the products of 177

million full-time workers, but only 139 million per-

sons will be available for work. Demand for personnel

will far exceed supply. The results will be soaring

wages and a tidal wave of inflation. Indeed, the baby

boomers will not be able to redeem their earnings for

the standard of living that they, with a certain degre e

of legitimacy, expect. This failure is a new aspect of

Ponzi finance. Hy Minsky’s insight into financial

instability provides us with much more than a



13
N i n t h  A n n u a l  H y m a n  P .  M i n s k y  C o n f e r e n c e  o n  F i n a n c i a l  S t r u c t u r e

$7.4 trillion in pension re s e rves. Retiring baby

boomers may well need or want to turn some of these

assets into cash, but consequent sales of shares may

p recipitate a bear stock market unlike any before .

Still, the soaring corporate profits resulting f rom the

massive dissaving will make equities alluring.

The federal deficits, consumer dissaving, surg i n g

p rofits, and uncontrollable inflation will hardly con-

tribute to financial stability. If there are still doubters,

Hy Minsky’s stress on the necessity of coping with

the eccentricities of the financial sector will be

emphatically validated. In the retiring baby

boomers’ frenzied economy, demand will far out-

strip supply. Almost surely the Federal Reserve will

tighten, but no matter how high it raises intere s t

rates, its eff o rts will be like engaging a colony of

beavers to stem the Jonestown flood.

To alleviate the future mismatch between

demand and supply, we must raise the re t i re m e n t

age and increase immigration. We might also

encourage re t i rees to take advantage of foreign labor

by spending their latter years abroad (the induce-

ment for living abroad often has been a much lower

cost of living than in the United States).

Medical re s e a rch might change its emphasis. It

seems to emphasize prolonging life while only inci-

dentally improving the quality of the lives of the eld-

e r l y. The distinction may be murky at best. Still, we

continually hear that the medical profession and,

indeed, our laws governing the use of various sub-

stances neglect people who suffer from both psychic

and physical pain.

The hazards of forecasting behoove us to con-

sider some of the ways that our projections might

not happen. Almost certainly the future will be

changed by developments that we now are unable to

imagine. In the United States and other developed

economies, although most people expect to re t i re ,

some people 70 and older, whose work does not

re q u i re physical exertions beyond their capabilities,

have no intention of retiring. Perhaps this attitude,

despite the flood of propaganda glorifying re t i re-

ment, will become dominant in a decade or two, and

the majority of people will be active members of the

labor force well past the age of 70.

And robots may still save the economy of the

2020s from the shortage of services-sector labor

that we have described. Some inventors and scien-

tists visualize robots perf o rming almost every task,

f rom cooking oatmeal for breakfast to tucking

their owners into bed at night. Such a pro s p e c t

seems tantamount to sentencing many infirm per-

sons to solitary confinement for the rest of their

lives, yet by the time physical limitations make

such a robot or team of robots necessary for many

aging baby boomers, people may have adapted to

using the latest communications devices as a sub-

stitute for personal contact. Telephones will trans-

mit not only the voices of their users, but also their

p i c t u res and even the scent of their perfume or

aftershave lotion. Sure l y, every now and then one

of these devices will break down, usually on a

weekend. But don’t worry, a repair robot will

show up to get it ru n n i n g .
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’ Twas six scholars of Economics

To learning much inclined

Who set about reading Minsky 

To see what was on his mind

That each might discover Minsky’s meaning

And reveal to the world his find.

The first one read a little while

Then cried out, “Here ’s the gist.

H e re ’s what Minsky is about.

H e re ’s what others missed.

Equilibrium does assume 

Financial markets in good re p a i r. 

When someone borrows and someone lends

I n t e rmediaries must be there .

This Minsky is like a warning flare

Something could go wro n g — b e w a re ! ”

The second read, “Hedge to Ponzi,

The risk level relentlessly rises.

This is a recipe for default 

And quite unhappy surprises.

When banks give firms credit ro p e

F i rms often ask for more

And given enough, they hang themselves 

And the creditor shuts its door. 

Minsky worries about unsound banks.

He is like a bank re g u l a t o r. ”

The third, who was a Darwin fan,

Read Minsky on financial evolution.

“Now here ’s an idea worthy of note

An intellectual re v o l u t i o n .

Regulators set the ru l e s

For financial firms to obey. 

Then some innovate to circ u m v e n t

To sneak ’round the back way. 

Minsky knows that misbehavior 

Will arise one way or another.

Now I see it plain as day:

H e ’s very like a mother. ”

The fourth economist read and re a d

Then “Eureka!” he finally called.

“Mathematical simplicity bothered Hy 

And left him quite appalled.

‘Math is math,’ the orthodox claim, 

‘And equations do not lie.

When several equations must all be tru e

X must equal Y. ’

‘But wait a minute,’ Minsky says, 

‘The process isn’t like that.

As X changes, so do other things

I t ’s not so neat and pat.

Time dynamics, nonlinearity, 

Chaos and the like 

DAV I D A. LE V Y

Vice Chairman and Director of Forecasting, 

Levy Institute

Nothing Is Inevitable, 
But If It Looks Like Rain, 
Bring Your Umbre l l a

This conference honors Hyman Minsky in two

ways: first, by giving special attention to his work,

rethinking it, and trying to understand and learn

f rom it; and, second, by continuing what he felt

was the never-ending task of studying the financial

system, its changes, and how it interrelates with

the rest of the economy. Tonight I would like to

t ry to do a little bit of each.

T h e re are five points that I will make tonight.

First, that Minsky’s work is more profound than

the sum of its parts; second, that the aggre g a t e

p rofits identity is a linchpin in Minsky’s model that

often is overlooked; and, third, to show what my

title says, that nothing is inevitable. Tu rning fro m

t h e o retical issues to current practical issues, I will,

f o u rth, talk about the global crisis and why it is

not over and, fifth, explain why the U.S. economy,

despite its recent growth, is far more fragile than it

may appear, and point out reasons for concern .

M i n s k y ’s Wo r k
The contributions of Hyman Minsky are very

much like an elephant. The elephant I have in

mind is the one made famous by poet John

G o d f rey Sachs in “The Blind Men and the

Elephant.” The poem is based on a fable about six

blind men and how each interprets an elephant

depending on what part of the elephant he

encounters: one touches the side and says it is like

a wall, another the trunk and says it is like a snake,

and so forth. The poem concludes, 

And so these men of Indostan disputed loud and long 

Each in his opinion exceeding stiff and stro n g

Though each was partly in the right and all were in the wro n g .

It seemed to me that someone could write a

similar poem substituting Hy’s work for the ele-

phant. Recently, while leafing through a book of

poems about famous economists, I came across

something called “The Blind Economists and the

Economics of Hyman Minsky.” 
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Suggest that simplistic economics 

Should go and take a hike.’

The mathematics of simplification

R e p resent an intellectual blooper.

To those who believe in perpetual stability

Minsky is a part y - p o o p e r. ”

The fifth found yet another tru t h

And asserted it quite ru d e l y.

“ You my friends have missed the boat

So I’ll explain it to ye. 

The common model is built on pro b a b i l i t y

On people playing odds shre w d l y.

But Hy says often folks just don’t know 

And make decisions cru d e l y.

Estimatable risk is one thing; 

U n c e rtainty is another.

Minsky is very like Frank Knight.

He could be his bro t h e r. ”

The sixth, who voted GOP,

Found Minsky most disturbing.

“ W h a t ’s this talk of big govern m e n t ?

I do not like his wording. 

He says a depression is possible

Big government he re q u i res. 

Yet that sounds like taking leaps 

F rom frying pans to fires. 

Minsky is hard to argue with,

I will give him that

But I think that he is very much 

Like a Democrat.”

And so the six economists 

Disputed loud and long

Each in his own opinions

Exceeding stiff and stro n g

Though each was partly in the right, 

And all were in the wro n g !

M o r a l :

They all explained Minsky 

And thought their coverage sublime. 

But Minsky was too deep for them

To cover in so little time.

I hope this poem does illustrate

Their superficiality was a crime 

But not as bad as a worse off e n s e

The construction of this rh y m e .

The importance of Minsky’s work is indeed

g reater than the sum of its many parts. He gener-

ated or revived numerous ideas about the behavior

of various parts of the economic system. Generally,

those behaviors were diff e rent and more compli-

c a t e d than those assumed in the orthodox textbook

model that he critiqued. Each of his ideas was

i m p o rtant in its own right, and many economists

adopted some of them and integrated them as addi-

tional details or pieces of their own visions of how

the economy worked.

M o re important is what happens when all the

pieces of the model are assembled to make a whole.

The interactions of these pieces introduce so many

possibilities that the system is elevated to a new level

of complexity. The very character of the system

changes: it is no longer a machine but an org a n i s m .

A machine runs pre d i c t a b l y, consistently, monoto-

n o u s l y. Unless a part breaks down or there is some

outside interf e rence, it will keep running without

fail. The formal orthodox model is very much a

machine. An organism, on the other hand, is highly

complex, changing, unpredictable, adaptable, and

subject to problems of both internal and extern a l

origin. Minsky’s model is in that way an org a n i s m .

In the mechanical model, investors make rational

decisions about the assets they purchase based on

risk-adjusted discounted cash flows or statistically

unbiased estimates. In the organic Minsky model,

investors have limited rationality, they have psycho-

logical urges, they follow herds, they face gre a t

u n c e rtainties, and they may make systematic and

cumulative errors. They are people like today’s on-

line Internet stock speculators, who have discovere d

that they are investment prodigies because they have

bought and sold shares of you-name-it.com. For

example, the January 25 issue of F o r b e s re p o rts that

Nancy Sy, a credit specialist for a pharm a c e u t i c a l

d i s t r i b u t o r, began trading web stocks in 1997

t h ro u g h E * Trade and made up to $100,000 in a

two-year period. She paid off her Honda and

c h a n g e d her career goals. “Over the next five

years, she f i g u res she can grow her nest egg by at

least 25 percent a year and become a millionaire , ”

writes the re p o rt e r. 

B a rry Plotkin, a 51-year-old personal injury

a t t o rn e y, took out a $300,000 home equity loan and

began trading, but he rapidly got bored with Home

Depot and Wa l g reens and started trading stocks like

Amazon and Yahoo. He says, “My philosophy is to

buy high and sell higher and not be afraid to take

risks. I use no re s e a rch tool or software. I just surf

the message boards and look for volume.” He pre-

dicts he will build his nest egg to $15 million by his

sixtieth birt h d a y. Finally, Dorine Essey, a 75-year- o l d

woman who lives with her husband in Miami Lakes,

Florida, buys and sells only such stocks as Skymall
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and Egghead.com. When asked how high a multiple

of earnings she is willing to pay for a company, she

responded, “I pay no attention to PE’s.”
Although these individuals may seem a bit

e x t reme, they illustrate the kinds of human

p rocesses that can occur in Minsky’s world. And we

can find traces of some of the same gut feelings and

emotions in the most skilled and highly sophisti-

cated portfolio manager. In Minsky’s model, these

o c c u rrences are a natural part of the landscape. But

because agents in the orthodox model make

rational decisions about their asset purchases, that

model cannot account for these occurrences or such

o c c u rrences as the savings and loan crisis, the failure

of the Bank of New England, or credit cru n c h e s .

An analogy for the Minskian economy is Jurassic

Park. The failure of the planners of this fictional

theme park for genetically engineered dinosaurs was

rooted in the belief that their system—the genetic

engineering process, the electric fences, the comput-

ers, the back-up systems—was composed of man-

ageable components that together made a clock-

work system. However, as we are reminded by one

character in the story, a mathematician whose field is

chaos theory, the creators of the park failed to re c-

ognize the complexity of the various parts of the

system (the flawed and corrupt human beings, the

unexpected genetic consequences, and so fort h ) .

The parts of the system were then capable of pro-

viding surprises, and the surprises could interact and

cause the system to become something very diff e r-

ent from what was expected. Nightmarish scenarios,

t h e re f o re, came out of what was supposed to be a

clockwork system. 

In my mind, such results are very similar to the

p rocess by which a capitalist economy can enter a

Fisher debt deflation in which the various compo-

nents that are supposed to act as checks and balances

in markets can break down and the behavior of the

mechanisms in the market can become something

totally diff e rent from what it had been.

The Profits Identity
Minsky not only had important micro e c o n o m i c

o b s e rvations, but macroeconomic observations as

well. Both types departed from conventional think-

ing dramatically. Linking micro and macro was the

p rofits identity, the derivation of which is simple. 

S t a rt with the equation that saving equals

investment (Figure 1). Saving can be divided into

business saving and nonbusiness saving. There f o re ,

business saving equals investment minus nonbusi-

ness saving. Business saving is profits after taxes

and dividends; nonbusiness saving is saving by

households (personal saving), government, and the

f o reign sector. If, for simplicity, dividends are

d ropped, profits after taxes equal investment minus

saving by the nonbusiness sectors: households,

g o v e rnment, and foreigners. Deriving this identity

is an algebraic exercise. It does not prove causality.

What it does say is that the wealth acquired by the

business sector (profits) is equal to the total value

of new assets created in the economy less the

wealth accumulated by the nonbusiness sectors.

A dynamic explanation also can be off e re d .

Without going into details, the argument is based

on the decisions that are made, who makes those

Investment = Saving*

Investment = +Business saving
+Nonbusiness saving = +Personal saving

+Government saving
+Foreign saving

Business saving = Investment  –  Nonbusiness saving

Profits (– taxes – dividends) = +Fixed investment
+Inventory investment
–Personal saving
–Government saving
–Foreign saving

*All terms are net of depreciation
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decisions, and the time line involved. In the short

run, causality runs largely to profits from the other

items, which we call profit sources. There are sev-

eral articles by Tom Asimakopulos (as well as writ-

ings by Hyman Minsky, Jerome Levy, Jay Levy, and

me) that explain these dynamics more fully.

This dynamic view was critical to Minsky

because it means that investment booms generate

unusually high profits and those high profits lead

to expectations of higher future profits, higher

f u t u re cash flows. The investment boom, there-

f o re, generates excessive optimism via a positive

feedback mechanism. Of course, this mechanism

could work in the opposite direction: if disappoint-

ing conditions tended to discourage investment,

the drop in investment would hurt profits, which

would further aggravate the initial problems, and a

vicious cycle could result. The most extreme case

of that was between 1929 and 1933 when invest-

ment (net of depreciation) declined from 6.0 per-

cent of GDP in 1929 to –6.4 percent in 1933

(with the negative figure the result of investment

falling below depreciation). When that happened,

wealth creation in essence was negative; profits also

w e re negative—not only falling, as in a re g u l a r

re c e s s i o n — t h roughout the whole business sector.

As Minsky put the pieces of his ideas together,

he took the idea of the profits identity from Michal

Kalecki. It wasn’t until late in his career that he

found out that Jerome Levy, a physics student

t u rned businessman, had derived the same identity

in almost complete obscurity several decades

b e f o re Kalecki. Hy wrote, “Jerome Levy’s insight

leads to the proposition that the math of profit is

d e t e rmined by macroeconomic relations, in part i c u-

lar by the stru c t u re of demands and the availability

of financing. Individual profit-seeking businesses

compete for shares in this aggre g a t e . ”

T h ree generations of my family have employed

this framework to analyze the economy over

almost the entire twentieth century and I believe,

based on that experience, that the framework has

i m p o rtant implications, which I will discuss short l y.

It was this common perception about the impor-

tance of this identity that connected Minsky and

the economics of Jerome Levy and eventually led

to his spending his final years at the Institute. 

Nothing Is Inevitable
I once asked Hy what, according to the financial

instability hypothesis, causes the eventual crisis. I

understood that debt levels could rise and markets

would evolve and re g u l a t o ry changes could be made

and perception of risk would diminish, and that all

this would make the system vulnerable. But what

caused a crisis to finally unfold? 

“Nothing is inevitable,” he replied. He explained

that as time passes, changes in the economy can

i n c rease both the financial system’s fragility and the

e c o n o m y ’s overall vulnerability to demand interru p-

tions or financial shocks, but that doesn’t mean that

the system is headed necessarily or directly or inex-

orably toward a crisis. The apparent probability of

that crisis may rise and might even be close to 100

p e rcent, but there can always be some new develop-

ment that will move the system away from crisis.

Nothing is inevitable, but sometimes the forc e s

moving the system toward crises seem rather for-

midable relative to any visible forces for stability. At

such times, it’s wise to be pre p a red. If it looks like

rain, you want to take your umbrella, just in case.

The Global Crisis
A c c o rding to the descriptions in what I will call the

pop financial press, a financial crisis evolved in a few

fairly small Asian economies in 1997 because of cir-

cumstances peculiar to those economies: poor trans-

p a re n c y, an otherwise unsound banking system, too

much monetary growth, corruption, and massive

inflows and outflows of hot, short - t e rm port f o l i o

m o n e y. These circumstances caused nasty pro b l e m s

over there, but they now are all on the mend.

T h e re are two problems with this view. First, there

never really was an “Asian” crisis; second, it’s not over.

T h e re never was an Asian crisis because all along it has

been a global crisis that happened to begin in Asia. It

began as financial strains around the globe, manifest

in overcapacity and deflation in many commodities

and other manufactured goods, which began to put

m o re and more stress on the financial system. The first

crack appeared in the most overextended and vulner-

able of the world economies. As the problems deep-

ened, they affected the global economy and the whole

financial environment, with the spread due to existing

strains on a global basis. The crisis was not some-

thing that showed up like a virus in one spot and

then spread. 

I believe the underlying reason for the financial

strains that caused this global crisis was long-term

overinvestment, which does not occur in a neoclassi-

cal economy. It can happen in a Minskian economy.

O v e rcapacity has been a creeping menace to the
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global economy over the past two decades. It first

a p p e a red in the United States in the early 1980s and

seemed to virtually everybody to be a manifestation of

the severe recession and trade problems in the United

States at that time. 

But downsizing seemed to be an ongoing theme

t h rough the 1980s and, by the early 1990s, suddenly

E u rope, Japan, the entire world was struggling with

too much capacity, a problem that was not related to

a momentary downturn but appeared to be a major

p roblem looking to the years ahead.

As overcapacity has increasingly placed a drag on

the global economy, falling interest rates have at vari-

ous times counteracted it. This certainly was the case

during the major declines of the early 1980s, the mid-

dle 1980s, and the early 1990s. I think the main re a-

son these drops had strong stimulative effects was not

because they lowered the cost of capital—there b y

inducing people who had too much capacity to add

even more capacity—but for another reason, namely,

the effect they had on portfolios. These sharp declines

in interest rates had tremendous wealth effects in

t e rms of refinancing bonanzas, which produced cash

flow booms for households and the corporate sector

and for the real estate and equity markets. The house-

hold sector in part i c u l a r, as can be seen by looking at

the personal saving rate, changed its behavior dramat-

ically over those 20 years as wealth accumulated;

households became increasingly willing to spend

m o re and more income. The personal saving rate is

now zero, at least on a national private account basis.

Of course, that is not the whole story; there are other

factors and a lot of questions still unanswered about

this behavior. But I think it’s very hard to deny that

these wealth effects had an important impact.

We can see from the profits identity that the

falling saving rate provides a direct injection to

p rofit. In essence, the fall in personal saving super-

c h a rged consumer demand and helped us cope

with overc a p a c i t y. Yet despite the rise in demand,

o v e rcapacity has increased furt h e r. The most

recent episode focused in the emerging markets.

E n o rmous margin pre s s u res caused by overc a p a c-

ity provided incentives to, for example, build a

f a c t o ry in those markets in order to lower labor

costs, environmental costs, tax costs, and so fort h .

The move to a more global environment re s u l t e d

in building more capacity to solve the problems of

o v e rc a p a c i t y. And ultimately world overc a p a c i t y

became larg e r.

By 1997, when the global economy was purr i n g

along about as well as at any time in the 1990s, we

s t a rted to see acro s s - t h e - b o a rd deflation in commod-

ity prices and intensifying in manufactured goods

prices. If we step back and ask what happens to finan-

cial conditions after a long period during which capac-

ity rises faster than demand, several answers come to

mind. First, there is a large accumulation of debt to

pay for all these new assets. And, when a lot of assets

a re being built, prices of existing assets also are being

bid up, causing financial debt and debt service obliga-

tions to rise rapidly so that corporations re q u i re rising

cash flows.

Second, when capacity outpaces demand over a

long period of time, the capacity utilization rate falls

and prices start to fall. Revenue streams, there f o re ,

d o n ’t look as favorable and cash flow will be disap-

pointing. Disappointing cash flow plus rising debt

obligations is not a good combination: loan defaults

i n c rease, banks begin to experience increasing port f o-

lio problems, financing conditions begin to tighten.

This situation clearly adds up to trouble. Overc a p a c i t y

discourages investment, deflation discourages invest-

ment, reduced credit availability re t a rds investment,

and falling cash flow reduces the ability to finance

investment. Guess what happens to investment? It

slows down. Our profits identity tells us this is bad

news for profits. If profits weaken, not only does that

aggravate the cash flow problem, but it also pro b a b l y

leads to cutbacks in labor, which will lead to income

declines and further demand declines. A very nasty

vicious cycle can occur unless some other develop-

ment offsets the process. This dynamic is not like a

typical inventory cycle or a short - t e rm recession or a

disturbance, but reflects many years of building up

i m b a l a n c e s .

This describes how the so-called Asian crisis

s p read. Even if a few small countries in a situation of

o v e rcapacity crash, in essence, and their demand goes

down a bit, this aggravates the general overc a p a c i t y

and deflationary environment that tends to put pre s-

s u re on other countries. At the same time, some

countries have to defend their currencies by raising

i n t e rest rates or taking fiscal actions to try to cut back

on spending, which further reduces their demand. All

the consequences of the initial crisis reduce demand.

In an overcapacity situation, it only aggravates the

deflation and the cash flow pro b l e m s .

This process has been to some extent reversed, at

least in terms of financial panic (the pre s s u res put on

widening interest rate spreads on loans to developing

countries, for example). I certainly think that the Fed

did a remarkably good job—better than I thought

possible. But the fundamental problem is not fixed;
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t h e re is no way to fix the fundamental problem of

having too much capacity, too many assets that too

many people pay too much for by taking on too

much debt that they have to service with inade-

quate cash flows. If you compare where we are

now to where we were in 1997, commodity prices

a re lower and capacity utilization rates are lower,

so the situation has advanced. We should not be

too re a s s u red by the bounce. In fact, because

investment lags behind general economic condi-

tions, we are now starting to see more signs of

investment weakening in countries beyond the

Asian countries that already have been hit. Japan is

still suffering a major decline in investment and now

we are beginning to see a lot of signs that invest-

ment is getting ready to top out in the United

States. It’s interesting that Germ a n y, the hardest hit

of all the European countries, has a major source of

s t rength in its exports of capital equipment, which

made it vulnerable when demand for capital equip-

ment started to weaken.

The Fragility of the U.S. Economy
A re conditions slowing in the United States? Wa s n ’t

t h e re 6 percent growth in the fourth quarter of

1998 and a tremendous surge in consumption in

the first quarter of 1999? This does not sound like

an economy that is bogging down in any way.

T h e re is tremendous momentum, but I would like

to make a few points. First, when you see a period

of strong GDP growth, as in 1998, with pro f i t s

falling—which means margins are being squeezed—

it is not a comfortable situation for business and w i l l

impact its decisions on future capital spending. We

have seen a lot of evidence of that, whether it’s in

h a rd-hit areas like industrial, agriculture, mining, or

oil, or in areas in which demand has been so high

that there is no pent-up demand left. We can look

at everything from aircraft to heavy trucks, even

computers, where, across the board, things are bog-

ging down. I think we are going to see a peak in

capital spending—not a falling off, a leveling off —

p robably by midyear.

The second point is that there were a lot of

strange things that happened to the pattern of

g rowth in 1998. We had the warmest winter ever

re c o rded in the United States, thanks to El Niño,

which caused a booming first quarter and then a

weak-looking second quart e r. Then there was the

General Motors strike, which had enorm o u s

impact. And then we had the financial crisis, which

skewed activity. This is an imperfect art, but if we try

to remove all those effects, the growth rate of GDP

was very strong, over 4 percent for about three quar-

ters before it fell to closer to 3 percent in the fourt h

q u a rter of 1998. It’s worth noting that in the fourt h

q u a rter more than 2 percentage points of the 6 per-

cent growth rate can be accounted for by the bounce

back to above-trend production from the re d u c e d

automotive production caused by the strike.

F i n a l l y, while the global financial Band-Aid

applied by the Fed, the other central banks, the

I M F, and others prevented a severe financial

b reakdown and allowed a bounce back in some

a reas that the crisis had stalled, we still have a fun-

damental problem. We tried to come up with a

t e rm to describe this and settled on “the gard e n

hose effect,” which describes a temporary and very

misleading burst of activity. If you are watering

your flowers and someone steps on the hose, the

s t ream suddenly slows to a trickle. We can com-

p a re that event to a financial crisis: a plunge in the

stock market, currency market turmoil, et cetera,

cause people to freeze up. “Hold off on that

o rd e r.” “I’m not sure I want to make that pay-

ment.” “Before I buy that house, let me see; I’m

not sure what’s happening with the stock market.”

But then, when someone lifts that foot off the

hose, not only does the stream re t u rn to norm a l ,

but the built-up pre s s u re causes the water to spurt

ahead a bit before it re t u rns to its original trajec-

t o ry. Moving from that trickle to that spurt, you

get a sense of tremendous movement. 

I am concerned that the statistics that show a lot

of bounce back are really not much more than a jig-

gle in the trend. We certainly have moved back fro m

crisis. There has been a tremendous improvement in

confidence, but that’s not entirely a good thing if it

f u rther inflates the bubble. We are going to see

i n c reasing pre s s u re on the situation this y e a r.

I agree with what Wynne Godley said this morn-

ing. I, too, think that there is a lot going on that is

not sustainable. Unlike Wynne, who said he would

not be crucified by being held to a short - t e rm fore-

cast, I am the Institute’s resident masochist. I have

a lot of trouble seeing how this episode can end

smoothly and believe that there is a very high pro b-

ability that it will begin to come apart in 1999.

In U.S. fixed investments, even housing, which

is very strong, probably will hit a plateau midyear.

C o n s t ruction is bogging down. The contract

a w a rd data look poor, the financing conditions

have worsened. 
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F i g u re 2 provides a schematic of what is happening

f rom the perspective of the profits identity. Listed are

p rofit sources—the turns in the profits equation—

and what their influence is on the trend in profits for

each period. In the first row is a “+” for personal sav-

ing in 1997, which means that from the end of 1996

to the end of 1997 changes in personal saving tend-

ed to boost profits. It does not mean saving rose; in

fact, saving fell, but since saving is a negative term in

the profits identity, its decline caused profits to rise.

T h e re were a lot of pluses in 1997. An import a n t

one, inventories, went negative in 1998. Yet even

with the pluses—strong investment and falling per-

sonal saving—there was a modest decline in pro f i t s .

Looking ahead, while there is some momentum car-

rying into the first half of 1999, even when assum-

ing the economy stays pretty even, a lot of these

t rends start to die. A pent-up demand for invest-

ment has weakened; the profit squeeze has been

enough to slow things down. The trade deficit is

getting worse. Housing is leveling off, even though

at a very high level. And suddenly the growth in

p rofits is entirely dependent, if all of our assumptions

a re right, on a continued drop in personal saving.

This result takes us back to the superc h a rg e d

c o n s u m e r. Unless consumers continue to drop the

saving rate lower and lower, profits are going to

e rode in the United States. This raises all kinds of

questions about the sustainability of the stock mar-

ket. It can also have implications for cash flows and

raises the likelihood of even weaker investment than

we’ve expected. 

The U.S. economy is counting on the global

e c o n o m y, which is weak enough as it is, even with

the stimulation of foreign demand by the United

States. The foreign economy is, in turn, depending

on a superc h a rged U.S. economy: a superc h a rg e d

consumer and a stock market where price/earn i n g s

ratios are already more than 50 percent above the

highest levels seen prior to the 1990s (and not just

in Internet stocks, but the S&P 500). That’s a fairly

frightening set of circ u m s t a n c e s .

Although nothing is inevitable, I think it looks

like heavy rain, maybe even a monsoon. So forg e t

the umbrella, I think a life raft might be in ord e r.

H o w e v e r, I am an optimist. I believe in Minskian

stabilizers, at least in the United States, so I don’t

suggest you need to build an ark.

P RO F I T  S O U RC E S 19 97 19 9 8 19 9 9 I - I I 19 9 9 II I  -  I V

Personal saving + + + ?

Inventory investment + – – –

Residential investment + + + 0

Equipment investment + + + –

Investment in nonresidential structures + + 0 –

Depreciation – – – –

Net foreign saving – – – –

Government surplus/deficit – – – –

NOTES:The table shows the influence each profit source had on the trend of profits during the indicated period.  For exam-

ple, the “+” for personal saving in 1997 means that between 1996IV and 1997IV, changes in personal saving increased

profits because personal saving, a negative term in the profits equation, was falling.  The table ignores dividends, an omis-

sion that has virtually no impact on the profits trend during the years displayed.
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complement, and perhaps antidote, to my other-

wise conventional upbringing.

H y ’s analysis of the sources of financial crises—his

“financial instability hypothesis” (Minsky 1977)—is

the foundation for my interpretation of the sourc e s

of the Asian crisis. In addition, his work on how

policies and institutions in advanced capitalist

economies have evolved over time to mitigate the

risks and attenuate the effect of financial distur-

bances—as developed in “Can ‘It’ Happen Again?”

(Minsky 1963)—is central to my discussion of how

to mitigate the risks of such serious financial and

banking crises in the future .

S o u rc e s
Recessions in general, and especially when accom-

panied by financial crises, are the product of a coin-

cidence of adverse shocks on an already vulnerable

e c o n o m y. External shocks that would have been

s h rugged off by a robust economy can lead to

seemingly dispro p o rtionate declines in economic

activity when they fall on an economy characterized

by excessive leverage, speculative excesses in asset

markets, poor risk management, and inadequate

regulation and supervision in the banking sector.

The adverse shocks that appeared to trigger the

crises in Asia included the slowdown in export re v-

enue due to a slump in the semiconductor market;

the slump in Japan in the spring of 1997, which

removed a source of demand for the region; and the

a p p reciation of the dollar relative to the yen,

which undermined international competitiveness

in the region.  These shocks—individually and col-

lectively—did not seem large enough to account

for the dimension of the crises, thus the impor-

tance of understanding the vulnerabilities that I

believe were instrumental in transforming a series

of modest shocks into dispro p o rtionate effects on

these economies.

H y ’s work focused particularly on the endoge-

nous nature of evolving vulnerabilities. Indeed, he

often viewed his major contribution as the explana-

tion of the upper turning point in the business cycle.

I have often described his views as suggesting that

“stability is destabilizing.” That is, a period of stabil-

ity induces behavioral responses that erode marg i n s

of safety, reduce liquidity, raise cash flow commit-

ments relative to income and profits, and raise the

price of risky relative to safe assets—all combining

to weaken the ability of the economy to withstand

even modest adverse shocks. This is, at least in my

TH E HO N O R A B L E LA U R E N C E H. ME Y E R

Member, Board of Governors, 

Federal Reserve System

Lessons from the Asian Crisis: 
A Central Banker’s Perspective

This paper has its origin in a request by Don Brash,

g o v e rnor of the Reserve Bank of New Zealand, to

p resent a central banker’s perspective on the Asian

crisis to a group of Southeast Asian central bankers.

So the central banker’s perspective remains an

o rganizing theme. 

Central banks have two core missions: the pur-

suit of monetary policy to achieve broad macro e c o-

nomic objectives and the maintenance of financial

s t a b i l i t y, including the management of financial

crises. The latter mission is closely connected to re g-

ulation and supervision of the banking system, so I

include this within the central banker’s perspective,

as well as broader issues related to systemic risk in

the financial sector. Central banks also often have or

s h a re with finance ministries control over exchange

rate policy, including the choice of an exchange rate

regime and the management of that regime. So,

t o d a y, I consider the role of exchange rate policy,

m a c roeconomic policy, and bank supervision and

regulation in the crises and suggest some lessons in

each case.

As I was writing the paper, it became clear that

my interpretation of the sources of and appro p r i a t e

policy responses to the crises among the emerg i n g

Asian economies drew heavily upon the work of Hy

M i n s k y. Perhaps that should not be surprising since

Hy and I were colleagues for more than two

decades at Washington University. But the truth is,

in many respects, Hy and I came from diff e re n t

worlds. My highly traditional background in eco-

nomic theory was in rather stark contrast to Hy’s

s e l f - p roclaimed war on neoclassical economics.

While it is true that I never lost my commitment to

traditional models—not a surprise to those who still

hear me talk about the critical importance of the

NAIRU framework to understanding inflation

dynamics—I have often found words coming out of

my mouth that reflect the distinct and powerf u l

influence that Hy has had on my thinking. The

t ruth is there are few who have influenced my

thinking about economics more than Hy. Indeed,

he had so much to offer that if I accepted only a

small dose, it was still enough to be a powerf u l
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p rograms was very important and that a perc e p t i o n

of government commitment to IMF pro g r a m s ,

once in place, was imperative.

H y ’s work helps us to bring a balanced perspec-

tive to the debate that still rages about the Asian

c r i s i s . Was it due to vulnerabilities in the Asian

economies or was it an illustration of the inhere n t

instabilities of global capitalism?  Hy, I expect, would

have concluded that the answer is both. Capitalism,

in its domestic or global form, brought great poten-

tial for higher living standards but also the potential

for instability, including occasional financial and

banking crises. The key was to maximize the oppor-

tunity to take advantage of the benefits while miti-

gating the risks. 

Still, it is important to appreciate the interplay

between developments in the industrial countries

and in the emerging market economies leading up

to the crisis. The weakness in Japan certainly took

its toll on the emerging Asian economies. The

e x t r a o rd i n a ry inflow of capital into emerging Asian

economies from the industrial countries contributed

to possible overheating and set the stage for the

a b rupt and dramatic reversal of capital flows that was

a defining feature of the crises.  Contributing to the

s u rge in capital inflows to the region were short f a l l s

in risk management by financial institutions in these

countries, misperceptions about the riskiness of such

investments, and attempts to diversify portfolios in

these economies following a run-up in domestic

equity prices.

In “Can ‘It’ Happen Again?” Hy argued that

advanced capitalist economies have found ways to

mitigate the risks of financial and banking crises, or

at least to attenuate their adverse effects. He empha-

sized the central bank’s role as lender of last re s o rt

and the stabilizing role of a large government as the

central features of this policy and institutional evolu-

tion. I’ll take a somewhat broader view of the nature

of the policy and institutional evolution in capitalist

economies and of the structural re f o rms that would

mitigate risks of future crises in the emerging market

economies. This broader view might also extend to

the appropriate evolution of international financial

institutions and cooperation to keep pace with the

i n c reasingly global form of capitalism.

The importance of robust institutions and sound

policies in mitigating the risks associated with inher-

ent instabilities in capitalism suggests a role for pol-

icy “sequencing” in emerging market economies. It

is widely argued, for example, that capital account

liberalization in emerging market economies should

i n t e r p retation, the substance of Hy’s “financial

instability hypothesis.”

In the case of the emerging Asian economies,

t h e re was evidence of speculative excesses in financial

and real estate markets in some of the countries.

T h e re was, in addition, an extraord i n a ry taking on of

risk in the form of enormous leverage in the non-

financial sector and in the financing of longer- t e rm

domestic investment projects with short e r- t e rm

f o reign-denominated borrowing. The failure to

re s p e c t risks was evident not only in financial mar-

kets and financing practices but also in the invest-

ment decisions themselves. These risks were com-

pounded by poor risk management and inadequate

bank supervision and regulation. It should be noted,

h o w e v e r, that not all the countries were affected by

all of these vulnerabilities or to the same degre e .

Financial sector vulnerabilities often increase dur-

ing a cyclical upswing, as Minsky emphasized so

often, setting the stage for the subsequent down-

t u rn. But in the case of the developing Asian

economies, there was also a systemic source of these

vulnerabilities: weaknesses in corporate govern a n c e

and moral hazard associated with implicit or explicit

g o v e rnment guarantees. The result was incentives

for excessive risk taking. 

To understand the dimension and spread of the

crisis among the developing Asian economies, we

also have to take account of the vulnerability gener-

ated by fixed exchange rates in the presence of

volatile international capital flows, the role of market

p s y c h o l o g y, and the role of contagion eff e c t s .

Financial sector weaknesses, pegged exchange

rate regimes, and volatile capital flows combined to

yield a highly combustible mixture that, with the

spark of adverse shocks, resulted in the igniting of

c u rrency and debt crises, including the collapse of

banking systems throughout the region. The re s u l t

was both a particularly sharp economic downturn

and significant obstacles to re c o v e ry, specifically the

joint problem of re s t ructuring the banking systems

and resolving the excessive debt in the nonfinancial

corporate sectors.

The dramatic declines in currency and equity

markets in this case were also affected by the sharp

swing in market psychology. In part due to a lack of

t r a n s p a re n c y, markets had a hard time sorting out

what the fundamentals dictated in terms of exchange

rates and equity prices. That made the markets very

sensitive to factors that affected confidence in the

policies followed by the countries. This meant that

p rompt and decisive policy action in advance of IMF
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be preceded by improvements to the institutional

i n f r a s t ru c t u re to make the economies less exposed to

risks associated with the volatility of capital flows.

These improvements include both appro p r i a t e

exchange rate and financial re g i m e s .

But, in fact, we seem to only pay lip service to

such an optimal sequencing of policies. Some worry,

p e rhaps with reason, that sequencing might become

an excuse for not moving ahead with capital account

liberalization. What we really seem to encourage is

rapid liberalization, independent of the state of the

banking and financial sector, hoping that financial

liberalization will pre s s u re the authorities to move

m o re quickly with improvement in supervision and

regulation. The Asian crisis is, I believe, a test of this

a p p roach. At the very least, we have to match the

pace of capital account liberalization with care f u l

consideration of exchange rate regimes and eff o rt s

to improve corporate governance and bank re g u l a-

tion and superv i s i o n .

The sequencing perspective also suggests that the

s t o ry behind the crisis in emerging Asian economies may

have less to do with the inherent instabilities of global

capitalism than with a mismatch between the evolu-

tion of institutions and policies and the pace of liber-

alization of financial markets and the capital account,

the critical entry points to global capitalism. What may

be in play, there f o re, are the transition costs of a

rapid increase in globalization and especially the tran-

sition costs associated with the entry of emerg i n g

market economies into the global economy.

A third theme in my interpretation of the

Asian crisis is perhaps a lesser focus in Hy’s work,

but nevertheless one that was quite prophetic. He

warned that the ability of a central bank to act as

a lender of last resort is limited to debts denomi-

nated in the country’s own currency (Minsky

1984). When countries finance their domestic

p rojects with foreign-denominated debt, there f o re ,

they lose the stabilizing potential of their central

b a n k ’s lender of last re s o rt power and confront a

far more challenging and potentially unstable envi-

ronment. In the case of the Asian crisis, the financing

of domestic projects with fore i g n - d e n o m i n a t e d

debt—either directly or through the banking sys-

t e m — c reated an important vulnerability, one that

was dramatically aggravated by the sharp depre c i a-

tion of the currencies in the crisis countries and one

that domestic central banks had limited power to

a rre s t .

So, what are the lessons from this framework for

thinking about recessions in general and the Asian crisis

in particular? It would be tempting to encourage

countries to avoid adverse shocks. But, of course,

shocks are by definition unavoidable. To be sure, risks

can be avoided or mitigated by limiting vulnerabilities.

It is especially important not to become complacent

during a period of excellent macroeconomic perf o rm-

ance about the underlying strength of balance sheet

positions, debt-income ratios, credit quality, quality of

bank credit risk management, and adequacy of pru d e n-

tial supervision. This experience only re i n f o rces the wis-

dom of the adage “Bad loans are made on good times.”

N o rmal times may also be opportunities to make the

transition from pegged to more flexible exchange rate

regimes. But, to an important degree, there is an almost

inexorable tendency for vulnerabilities to build to some

d e g ree during expansions. There f o re, another key lesson

is the importance of policies and institutions that miti-

gate the risks that evolving vulnerabilities will trigger seri-

ous crises. This episode emphasizes the importance of

robust institutions—such as exchange rate re g i m e s ,

bank regulation and supervision, and corporate

g o v e rnance—as well as sound policies in pro m o t i n g

good economic perf o rm a n c e .

Exchange Rate Policy
Exchange Rate Policy Prior to a Crisis: The Case
for Flexible Exchange Rates Many countries have

tried to run exchange rate regimes that fall some-

w h e re between fully flexible exchange rates and

“ v e ry fixed” exchange rates, meaning a well-

designed currency board a rrangement or even, in

the extreme, dollarization.  However, arr a n g e m e n t s

between the extremes are often difficult to sustain

indefinitely and when such arrangements bre a k

down, the result can be very painful. Whether or

not currency boards are a viable option re m a i n s

c o n t roversial. Such arrangements may increase the

durability of fixed exchange rate systems, but per-

haps at great expense to the real economy.

T h e re f o re, I conclude that one of the lessons fro m

the Asian crisis is that a flexible exchange rate

regime is, in general, preferable to a pegged

exchange rate regime as a means of minimizing vul-

nerability to adverse shocks. 

Exchange Rate Policy during Currency Crises  I n
principle a devaluation or float of the exchange

rate, by allowing the exchange rate to reach a more

sustainable level, should lead to a subsequent eas-

ing of interest rates and other financial pre s s u re s .

But, during the Mexican crisis of 1994–95 and the
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Thailand. Another lesson from this episode is that

early devaluations are not a cure - a l l .

M a c roeconomic Policy
M a c roeconomic Policy prior to the Crisis By con-

ventional standards, the monetary and fiscal poli-

cies of the developing Asian economies prior to

the crisis were largely disciplined and appropriate.

In all of these countries, consumer price infla-

tion—the prime metric for the success of mone-

tary policy—was relatively subdued, especially by

emerging market standards. By the metric of pub-

lic sector deficits, fiscal policy also appears to have

been disciplined. Therefore, another important

lesson of the Asian crisis is that sound macroeco-

nomic policies alone do not preclude crises. This

experience also suggests that sound macroeco-

nomic policy must be complemented by sound

financial practices, effective bank supervision, and

effective corporate governance. 

I suspect, however, that Hy might have raised

a serious question about this favorable assessment

of pre-crisis policy. There was, as I noted earlier,

some evidence of speculative excesses in financial

and real estate markets in some of the countries

and, despite the relatively good inflation perform-

ance, an argument could be made that the specu-

lative excesses were evidence of overheating and

could have been remedied by macroeconomic

policy.  Higher interest rates, on the other hand,

would have encouraged still more capital inflows

and appreciation of the currencies at a time of

i n c reasing current account deficits. Fiscal

restraint, in retrospect, would have been desir-

able, but, at least on the spending side, would

have to be weighed against the substantial infra-

structure and other priorities.

While the inflation perf o rmance was good by

developing economy standards, it was consistently

higher than inflation in the United States, the

country to which exchange rates were pegged. As

a result, there was a tendency toward real appre-

ciation, which contributed to the deteriorating

current account deficit in several of the crisis

countries.

M o n e t a ry Policy During the Speculative Attack
While monetary policies may not have been inap-

p ropriate in the years prior to 1997, they were pro b-

ably not tightened sufficiently or for long enough

in the immediate pre-devaluation phase of the

m o re recent crises in Asia and Russia, devaluations

have served to intensify downward pre s s u res on

financial markets: currency values plummeted, inter-

est rates skyrocketed, capital outflows intensified,

and economic activity dropped off sharply. The

adverse consequences of devaluing or floating dur-

ing speculative attacks re p resent all the more re a s o n

for countries to exit from a pegged exchange rate

regime into a more flexible regime during periods of

n o rm a l c y. 

If a country has failed to exit from its pegged

exchange rate regime during normal times and is con-

f ronted by a speculative attack, then the key question

becomes whether and when to abandon the peg. The

answer depends on whether or not a successful defense

is possible. If the country ’s position is strong enough

(i.e., the financial sector is sound, output gaps are not

a l ready large, and foreign exchange re s e rves are larg e )

to avoid devaluing during a financially volatile period, it

p robably should endeavor to do so through some com-

bination of monetary tightening, structural re f o rm, and

f o reign exchange rate intervention. Defending the peg

in this way may entail costly increases in interest rates

and declines in economic activity, but these costs might

be substantially less than in the alternative case of an

u n c o n t rolled devaluation spiral. 

Of course, this leaves the key practical problem

of identifying the probability that a peg can be

defended. This is an extremely difficult proposi-

tion, even for a completely objective analyst. Not-

so-objective players, such as national govern-

ments, have often been excessively optimistic

about their chances of defending a peg.  And, it

was also the case in this episode that the pegs w e re

not strongly defended during the early stages of the

crisis. The increases in interest rates were too timid

and the willingness to take other preemptive moves to

re s t o re investor confidence too limited. 

C o n v e r s e l y, recent experience could suggest that,

in the face of a speculative attack, an exchange rate

peg should be abandoned as soon as it is clearly

unsustainable. The sooner the peg is abandoned in

this circumstance the better, since the government is

likely to have more re s e rves remaining, financial

institutions will have incurred fewer losses from high

i n t e rest rates, the maturity stru c t u re of the debt will

have had less time to shorten, and expectations are

less likely to have galvanized around the exchange

r a t e . Still, the lessons from this period are not

always so clear. Indonesia and Malaysia gave up

their pegs within a month after the Thai baht floated,

but suff e red consequences comparable to those of
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attention to controlling inflation. Striving to keep

real ex ante i n t e rest rates positive may be a re a s o n-

able benchmark for post-devaluation monetary

p o l i c y. Once the exchange rate stabilizes and infla-

tion expectations moderate and pre s s u re on the

capital account eases, it may be useful and appro-

priate to lower interest rates. The interest rate

policies eventually followed by the Asian countries

roughly followed this pattern. At present, in fact,

nominal and real interest rates are below their pre -

devaluation levels. At the same time, the incre a s e

in inflation has been very modest.

Fiscal Policy during the Financial Crisis  In ret-

rospect, it seems clear that the initial objectives for

tightening fiscal policy set by the IMF for the

a ffected Asian countries were inappropriate. The

markets clearly recognized that fiscal profligacy was

not behind the crisis and did not view fiscal auster-

ity as a policy that was likely to resolve the crisis.

Output in these countries has declined by more than

anyone anticipated, and so fiscal loosening rather

than fiscal tightening is re q u i re d .

An important source of initially inappropriate fis-

cal targets may have been poor forecasts. As fore c a s t s

w e re adjusted, new fiscal targets had to be negotiat-

ed because the targets themselves were set in term s

of the overall rather than the structural deficit. This

renegotiation took time and often appeared to put

the Asian economies in the position of asking for

relief from IMF conditionality, undermining

investor confidence, rather than as a disciplined and

a p p ropriate response to changing conditions and

m o re realistic forecasts. This suggests setting targ e t s

in terms of structural deficits, or at least allowing

built-in fiscal stabilizers to continue to operate.

H o w e v e r, estimates of structural deficits are only

now being developed for Asian countries and such

estimates may not be straightforw a rd enough to

f o rm the basis for IMF perf o rmance criteria. But the

principle should be re s p e c t e d .

Banking and Corporate Debt Pro b l e m s
Weaknesses in the financial sector and excessive lever-

age in the corporate sector clearly contributed to the

crises in the emerging Asian economies.  Indeed, the

defining character of these crises was the intersection

of curre n c y, banking, and corporate debt crises. The

weakness in the financial sector, in turn, was encour-

aged by the moral hazard associated with perc e i v e d

wide-ranging government guarantees and political

e m e rging crises in the developing Asian economies.

Had monetary policy been tightened adequately in

o rder to defend exchange rates in the first part of

1997, it is possible that the crises might have been

moderated, if not avoided.

M o n e t a ry Policy after Exchange Rates We re
Floated One of the most controversial aspects of

post-float policy has been the appropriate stance of

m o n e t a ry policy. From a theoretical standpoint, the

j u ry is still out on the usefulness of monetary policy

tightening once the exchange rate is floated after a

speculative attack. Proponents of tightening point to

the usefulness of keeping rates high in order to make

domestic assets attractive and to help contain infla-

tion expectations following a nominal depre c i a t i o n .

Detractors argue that by weakening the financial sys-

tem and corporate balance sheets and by depre s s i n g

economic activity, higher rates may further re d u c e

c o u n t ry cre d i t w o rthiness and thereby heighten

d o w n w a rd pre s s u res in the curre n c y. Both positions

have merit and economic theory offers little guid-

ance as to which deserves greater weight.

Recent experience also fails to offer decisive guid-

ance on the most appropriate monetary policy

immediately following a float forced by a speculative

attack. There is little in the Asian post-float experi-

ence to convincingly support the view that higher

domestic interest rates did help to support the

exchange rate. Currency values, for example, fell as

much in countries that raised interest rates sharply

(Thailand and Korea) as in countries where intere s t

rates were raised by less (such as Malaysia). These

t rends, of course, mostly reflect the endogeneity of

both the exchange rate and interest rates to swings

in investor confidence. Countries where investor

sentiment declined most strongly experienced

sharper falls in currency values and were re q u i red to

raise interest rates higher to prevent even sharper

d e p reciation. This suggests that, during the months

following devaluation, exchange rates were driven as

much by broad concerns about cre d i t w o rthiness as

by concerns about interest rate diff e re n t i a l s .

These considerations suggest that, once the

exchange rate is floated and broader concern s

about an economy’s financial position emerg e ,

t h e re is a limited contribution that monetary pol-

icy can make to stabilize the situation. Of course,

by abandoning an exchange rate peg, a re l i a b l e

nominal anchor is lost at a time when the devalu-

ation threatens higher inflation; it is essential that

m o n e t a ry policy be conducted with appro p r i a t e
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i n t e rf e rence in lending decisions by banks. As a

result, banks had insufficient incentives to manage

their credit risks and firms had inadequate incentives

to limit their leverage and make sound investments.  

There are two broad lessons that emerge from

this episode and earlier experiences involving

financial crises. First, to reduce the vulnerability

of an economy to banking and financial crises, a

high priority should be given to sound corporate

g o v e rnance, narrow and explicit govern m e n t

guarantees, and adequate prudential supervision

of banks. Second, while it is of course desirable to

encourage robust institutions to minimize the

likelihood of such problems in the future, once a

crisis has occurred, the first priority should be to

repair the damage done by the crisis to banking

and corporate balance sheets. Corporate balance

sheets need to be de-leveraged and banking sys-

tems need to be restructured and recapitalized in

a proactive and timely manner, or insolvent banks

and corporations will continue to be an enormous

macroeconomic weight on the economy and a

serious obstacle to recover y.

What Do Emerging Market Economies 
Need to Do?
Some financial sector safety net appears to be essen-

tial to avoid bank runs and promote systemic stabil-

i t y. But, safety nets should be narrow and explicit, as

opposed to broad and implicit.  As a general princi-

ple, it is constructive to have safety nets in place that

p rotect small depositors at depository institutions

and thereby protect the functioning of the payments

system from bank runs in the face of severe adverse

shocks. Elsewhere, market discipline, supported by

e ffective disclosures and sound corporate gover-

nance, should be relied upon to control risk taking.

Even narro w, explicit safety nets for the banking

sector result in moral hazard incentives for excessive

risk taking and there f o re must be complemented

with adequate prudential supervision. Such superv i-

sion not only promotes the safety and soundness of

the banking system, but also limits the govern m e n t ’s

contingent liabilities associated with the safety net.

Still, there are limits to the ability of superv i s o r s

and examiners to monitor banks effectively and con-

t rol their risks. Market discipline there f o re has to be

enhanced to support sound corporate govern a n c e

and complement bank regulation and superv i s i o n .

The practices of directed lending to support govern-

ment priorities and lending to well-connected firm s

u n d e rmine normal incentives for prudent behavior

by both banks and business customers. Poor incen-

tives on the part of both lenders and borrowers con-

stitute a recipe for the insolvency of both. There f o re ,

i m p roved corporate governance is an essential part

of structural re f o rm, encouraged by freeing banks

f rom political interf e rence in lending.

It is difficult to see how the economies can get

back to sustainable growth without taking the

necessary steps to strengthen their banking sec-

tors. What needs to be done includes a familiar

list: restructuring loans, taking losses, recapital-

ization, improving corporate governance and dis-

closure, and enhancing supervision. However,

unlike Japan, the burden of recapitalizing the

banks is likely to be a significant burden on

emerging market economies, and they may lack

the technical expertise to accomplish the steps

necessary for successful banking system restruc-

turing on their own. F o reign technical assistance,

i n t e rnational official financial support, and fore i g n

bank investments will be re q u i red. The debt pro b-

lems of banks are closely related to the excessive

leverage and weak financial conditions of the cor-

porate sectors in these economies. So, re s o l v i n g

financial sector weaknesses means both re s t ru c t u r-

ing and recapitalizing banks and orderly workouts

of the debt problems of their corporate sectors.

Another clear lesson from the Asian crisis is

that widespread insolvencies in the nonfinancial

sector can be even more difficult to remedy than

banking sector problems. The absence of ade-

quate bankruptcy laws and procedures has in

many cases meant that there was an absence of

established mechanisms for allocating the burden

of excessive debt problems among the borrowers

and the lenders.

What Can Industrial Countries Do?
We need to continue work by expert groups to

develop standards. An excellent example of an

effective process and excellent execution is the

Core Principles for Effective Banking Supervision

p roduced by the Basle Committee on Bank

Supervision. The process that produced this set of

standards sets an important standard of its own.

The experts should set and, as necessary, update

standards in a cooperative effort of supervisors

and regulators around the world. It is important

that these eff o rts include emerging market

economies.
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We need to improve monitoring of compliance with

these standards. In part i c u l a r, the IMF is incorporating

into its country assessments compliance with intern a-

tional standards for banking and bank supervision. 

We need to have sufficient re s o u rces dedicated to

technical assistance for countries that are working to

c o n v e rge to best-practice standards and incentives

for countries to comply. Market discipline, encour-

aged by more limited safety nets and enhanced dis-

c l o s u re, could play an important role here. This

could be re i n f o rced by market access policy in devel-

oped countries, i.e., limiting access to domestic

banking markets to banks from countries that meet

i n t e rnational standards for bank supervision. Finally,

p roposals for pre-conditionality are intriguing,

though fraught with practical problems and obsta-

cles.  There have recently been proposals for contin-

gency funds for countries that met certain condi-

tions, perhaps including compliance with intern a-

tional standards. This might be a way of enhancing

incentives to comply with international standards. 

Questions that have to be resolved include: Why

would emerging market economies want to part i c i-

pate, if doing so singles them out as in potential

need of liquidity lines? This may be similar to the

reluctance of banks to borrow from the Federal

R e s e rve discount window. Would the IMF (or who-

ever is implementing the lines) be willing to re m o v e

access to the liquidity facility if policies and condi-

tions deteriorated in the country in question and

t h reaten to precipitate a crisis in the process?  Do we

know enough about early warnings of crises to iden-

tify countries that meet appropriate standards and

t h e re f o re deserve to qualify for such a facility?

Moral hazard incentives affect foreign as well as

domestic lenders. It is, there f o re, important to find

ways to ensure that foreign private lenders bear the

consequences of the risks they take. Imposing losses

on creditors will, of course, limit their willingness to

extend credit to other borrowers. Doing so in the

midst of a crisis is obviously problematic. Deciding

how and when to involve the private sector in

responding to international financial crises remains a

challenge. Pro g ress can be made at the margins. In

p a rt i c u l a r, it might be worthwhile to look for ways

to encourage the inclusion of collective action

clauses in sovereign bond contracts to encourage

g reater cooperation among creditors when financial

crises occur. Another promising direction is to pro-

mote the adoption of sound bankruptcy codes in

e m e rging market countries to handle private debts

m o re eff e c t i v e l y. These measures can move the

p rocess in the right direction, but they are no

panacea. We must continue to struggle to find ways

to contain and resolve international financial crises

without offering undue protection to intern a t i o n a l

i n v e s t o r s .

Industrial countries, as well as the emerging mar-

ket economies, have superv i s o ry issues related to

e m e rging country risk exposures. Better superv i s i o n

in the industrial countries would insure better focus

of lending banks on risks associated with lending to

e m e rging market countries, re i n f o rcing eff o rts to

lessen moral hazard associated with such lending.

Industrial countries should continue to support

i n t e rnational financial institutions so that the institu-

tions have the re s o u rces to provide liquidity support

and to assist in designing programs to mitigate the

crisis and promote structural re f o rm .

F i n a l l y, when appropriate, industrial countries

can adjust their macro policies to offset the re s t r a i n t

on their growth from spillover effects from the crisis

countries and thereby ensure that they re m a i n

anchors in the world economy.
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always handle this, because you can pour liquidity

into the system, but people will clutch it to their

bosom and will not use it, because they’re scare d .

In Minsky’s work Stabilizing an Unstable
E c o n o m y, t h e re is a section in which he talks about

two somewhat separate markets—one for assets and

one for goods and services—and he asks how these

markets are related. We don’t know how they’re

related. He didn’t know how they’re related. And

we know less today. All of our theories have not

gotten us v e ry far. It’s still a mystery, and it’s a scary

m y s t e ry. In 1991–92, the Fed poured money into this

economy and the money went into portfolio invest-

ment. I don’t think there ’s anybody in the world who

knows why. We do know that we were very lucky.

This was a substantial risk run by the Fed because

t h e re was a serious economic downturn, yet we got

away with it. We revived without significant inflation.

We are in a situation where monetary policy now

works through its impact on asset pricing and not

t h rough its influence on the behavior of the banks.

T h a t ’s a huge change in the world. And it’s a huge

change in aspects of governance. Back in the 1920s

t h e re was a period when two-thirds of the re q u i re d

re s e rves for the banking system were being met by

b o rrowings from the discount window. The Federal

R e s e rve System, assuming that the banks were all

working together, which was at times a larg e

assumption, had its hooks into what the banks were

going to do, and what the banks did was extre m e l y

influential on the economy. The whole system oper-

ated in a very diff e rent way. To d a y, there is no dis-

count window. The shift from the discount window

to the open market is a very interesting thing; it’s a

m a c ro e c o n o m i s t ’s delight. 

T h e re has been a democratization. The use of the

open market rather than the discount window is part

of the movement away from banks and into markets.

But nobody knows when a strong action in the open

market can turn into price inflation. In Minksy’s

work there is a passage in which he says that the

function of the bank is to accept the loan, not to

fund it. Placing itself on the line for the loan is the

fundamental banking function. That’s what the

lending officer does. But we were all brought up,

and the laws in our country say, that a bank is an

institution that accepts deposits, which is the money

s u p p l y, and makes loans. But, in fact, this is not nec-

e s s a ry and we are moving into a time of technology

when this is not going to be tru e .

The banks and the Fed have these huge sunk

costs in paper processes. The Fed has this atavistic
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One of the things that not many people are con-

scious of is just how bad the financial situation was

last fall. One morning last fall there was a meeting of

v e ry distinguished fellows—heads of banks, heads of

central banks, former heads of banks, former heads

of central banks, and some major league academics.

And at the very end, William McDonough, the pre s-

ident of the Federal Reserve Bank of New York, got

up and said, “Everybody in this room is a banker or

a bank superv i s o r. If you’re a banker, lend. Do not

apply the same criteria you might have applied thre e

or four months ago. We must have the money. And

if you are a bank superv i s o r, cut them some slack.

D o n ’t apply the same standards to the banks that

y o u ’ re supervising that you might have applied at

another time. This is the worst financial crisis since

the war and we have to get out of it. And the only

way we can get out of it is if the banks will re - l i q u i f y

the markets.”

As we were going into this whirlpool, Alan

G reenspan threw a piece of string, and it turned out

to be a lifeline. Everybody said, “Thank God, Alan’s

in charge, it’s going to be all right.” And people

went back to doing business. But it was a damned

close thing. I’m going to say something that goes

against a lot of stuff I believe, which is that I think

if the press had known what was going on, we

c o u l d n ’t have gotten out of it. It’s only because, in

general, the public did not know, did not have the

faintest notion of how much trouble the financial sys-

tem was in, that we were able to get out of it. If any

of this panic had communicated itself to a larger a u d i-

ence, I think it would have been much worse.

Crises such as that happen not because the bor-

rower can’t re p a y, but because the lender can’t

a ff o rd not to be repaid. And that is Minsky’s vision

of the articulation of cash flows and of payment. If

the payment is not made, if the cash flow is not

t h e re, then the lender is thrown upon the re s o u rc e s

of the credit market in order to make the payment

that he had expected he could make from the peo-

ple who owed him. People will not make a payment

until they see the cover that is going to be useful to

them. And then everything freezes, and that’s what

was happening in October of 1998. And it is by no

means clear, by the way, that the central bank can
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reluctance now to promote electronic payments.

Half the people who work for the Fed work pro-

cessing this paper. They don’t want to see it go away,

but it’s going to go away. It is expensive and a waste

of money. There is a law that says that the United

States government should make all its payments by

e l e c t ronic funds transfer. It was part of the budget

act in 1996. It costs us 43 cents to make a paper pay-

ment and 2 cents to make an electronic payment.

The federal government makes 650 million paper

payments a year. If we substitute electronic pay-

ments at a saving of roughly 40 cents a payment,

then we save a quarter of a billion dollars a year. We

work on this crazy six-year time horizon; we can save

$1.5 billion over six years. So Congress passed this

l a w. No banking committee held hearings on it. No

bank regulator was consulted on it.

E v e ry other year the Data Interchange Standard s

Association has a conference that attracts 700 to 800

people who work in various electronic data inter-

change operations in big corporations and in trade

associations, but no banking regulators ever go. The

banks and the regulators have cut themselves off ,

d e l i b e r a t e l y, from development in electronic pay-

ments. I don’t know what this technological

advancement will do to central banks over time.

This technological change might ultimately be

quite healthy because the great problem is over-

leveraging. Banks are, by definition, almost always

overleveraged institutions. Banks have to fund

themselves out of the markets and become expert s

in lending and in trading. That may be a better sys-

tem than the one that is inherently unstable

because of the mismatch between the duration of

the liabilities and the assets.

Discussions on re f o rming the banking system

must also deal with repos because they are the worst

s o u rce of leverage. As you finance from repos, you

c reate a duration mismatch, and that’s where you

get into terrible trouble. We also have, of course,

g reat growth of leverage on the derivative chassis.

We now have little collateralization, if you’re not a

big player. If you’re a big player, you probably do

not have to have it. You get total re t u rn swaps.

Tr a n s p a rency is also an issue that must be

a d d ressed in re f o rm. Over-the-counter derivatives are

deals made by consenting adults behind closed doors.

Therefore, you cannot talk about transparency

and still protect derivatives from exposure. That’s

idiotic. In reality, bankers believe in their hearts in

bank secrecy, and I’m not 100 percent sure that

they’re wrong.

The one thing that worries me most is the atti-

tude of regulators that they know what they’re

doing. When it turns out that they don’t, the central

bank reacts in bewilderment. You must retain a

d e g ree of suspicion that these plausible fellows, with

their big computers, really have to be watched care-

fully and when they get in trouble, you have to be

ready to do something about it. 

We live in a world of dynamic hedging, and in

dynamic hedging you’re balancing your risks,

y o u ’ re operating all the time on a low time hori-

zon. It’s very short term. And those who measure

risk feed the most recent data into the machine as

though it were much more important than pre v i-

ous data, because they operate on short term. The

question is, What can I do today? What can I do

t o m o rrow? Ye s t e rd a y ’s data had a high weight, the

day before it had a high weight. One goes back a

couple of weeks and it is weighted, but if one goes

back more than a couple of weeks, then things dro p

out of the machine. Now experienced traders, of

course, are looking at the machine and they know

what the machine doesn’t know. Academics may

n o t .

And what happens is, since one is pricing these

things on implied volatility, one looks at what the

recent historical re c o rd shows the volatility of this

option, or optionlike instrument, should be fro m

the machine. And the machine says it is not part i c u-

larly volatile. The market has in its guts a re c o l l e c t i o n

of trouble—last year, the year before, the year before

that. There f o re, it assumes a somewhat higher

v o l a t i l i t y. But the machine says that it is safe to sell

v o l a t i l i t y. Now, one will not make much money sell-

ing volatility, but if one is leveraged up the kazoo,

then one can make money selling volatility.

S t a t e - o f - t h e - a rt risk management methodology

endorsed by, and imposed by, industrial count ry re g-

ulators is a primary source of the contagion eff e c t s

of a crisis. A volatility event in one country will

automatically generate an upward reestimate of

c redit and market risk in a correlated country, trig-

gering automatic margin calls and tightening of

c redit lines. Thus, apparently bizarre operations

that connect otherwise disconnected securities mar-

kets are not the responses of panicked green traders

arbitrarily driving economies from a good to a bad

equilibrium. Rather, they work with relentless pre-

dictability and under the seal of approval of super-

visors in the main financial centers.

The notion that gains are made from making

pieces of paper easily substitutable for each other is
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always and every w h e re. With the elimination of

these frictions, one has a financial instrument whose

only dimension is a price and whose pattern of

movements in this price can be tracked by a com-

p u t e r. The fact that one of these patterns re p re s e n t s

a Korean steel mill and the other re p resents a

Brazilian paper factory is irrelevant because we can

abstract down. Since we all have perfect inform a t i o n

about everything, all of these instruments can be

c o m p a red with each other. We teach beginning stu-

dents in statistics that we can’t compare apples and

oranges, but there are guys out there designing

derivatives to do just that every day. And it doesn’t

make sense. And it’s one of the reasons why we have

the problems we have.

These are multidimensional problems. They are

not susceptible to purely economic analysis.

E ff i c i e n c y, in other words, winds up imposing costs,

and the assumption among economists is that eff i-

ciency is a good, but there are going to be situations,

and we are living with them now, where efficiency is

a danger. And this is what the Tobin tax should be

doing. I think that technologically we’ve gone to a

point where we must slow down the machine so

people can think once and a while.

Another observation is that all banking is cro n y

capitalism. Banking is a matter of re l a t i o n s h i p s .

Banking is information-intensive lending. And you

cannot have information intensity without having

personal contacts and knowing people. This is the

function of the lending off i c e r. The bank lending

o fficer weeded things out. By the time you came

a round as an investor in the market, the junk was

gone. It would be dangerous to lose this function of

the lending off i c e r.

The lesson in Asia is the continuing import a n c e

of banks, although in this country it’s not true any-

m o re. Banks are marginal today, re a l l y. But they are

not marginal in Asia, and they are not yet marg i n a l

in Europe, although they soon will be. And the clash

between markets and banks—between the systems

of information that serve markets and the systems of

i n f o rmation that serve banks—is the clash between

the tectonic plates, which puts us in danger of an

e a rt h q u a k e .

Banks have deep and narrow information.

Markets have shallow and broad information. And,

u n f o rt u n a t e l y, each of them assumes that the other

knows what it’s doing. At those moments when this

is not true, you have more serious clashes than you

would have had before, because we are in this

motion period. That’s the transparency hassle also.

Markets want and will process enormous quantities

of information. Banks generate information and

keep it for themselves. And these things are not

working well together. We are moving toward a

market world and markets have the advantage that

they allocate losses quickly and let people go about

their business.

One of the reasons we must move to markets is

that we must find a process to allocate losses.

B a n k ruptcy courts can’t do it and banks are very bad

at it. And as long as banks are doing maturity trans-

f o rmation and they’re highly leveraged and they’re

p a rt of a banking system, there is a great danger in

imposing the responsibility of losses on the banks.

But we have to get through a period of transform a-

tion. Calling for better supervision and more trans-

p a rency and all that is not going to do it. There are

cultural questions involved here, too.
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ness. To help maintain financial stability, the FDIC

i n s u res deposits and the Federal Reserve stands

ready to act as a lender of last re s o rt. Yet these and

other government interventions in the name of

financial stability carry their own risks. By impair-

ing market discipline, they let banks take gre a t e r

risks without having to face a corre s p o n d i n g l y

i n c reased cost of funds. The result can be excessive

risk taking and the potential for accentuating both

speculative mania and the ensuing hardships of

a d j u s t m e n t .

This was what went wrong in the U.S. thrift

debacle of the 1980s. The old system of deposit

insurance and thrift regulation inadvert e n t l y

encouraged thrift institutions’ owners and man-

agers to act in ways that harmed the deposit insur-

ance fund. All thrift institutions paid premiums at

exactly the same rate, meaning that safe institutions

subsidized risky institutions. More o v e r, deposit

insurance impaired market discipline, perm i t t i n g

weak institutions to remain open and compete

a g g ressively with healthy institutions. Weak institu-

tions paid higher than average rates to attract

deposits and channeled the proceeds into riskier-

than-average investments.

This behavior re p resented a rational response to

the incentives created by the combination of flat

rate deposit insurance, limited liability, and low

capital. If the risk taking paid off, the institutions’

owners kept the profits and the managers kept their

jobs. If it failed, the insurance fund bore the loss.

But this behavior harmed healthy institutions. It

squeezed net interest margins both by incre a s i n g

the cost of funds and by decreasing interest rates

on loans. It undermined credit standards by mak-

ing credit more freely available to marginal bor-

rowers. Too much money chased too few bankable

loans and lenders received inadequate compensa-

tion for credit risk. The erosion of credit standard s

i n c reased loan losses and depository institution fail-

u res. The failures depleted the insurance fund,

necessitating high premiums that further underc u t

the profitability of healthy institutions.

In the face of these patterns, public policy

should maintain adequate stability. Yet, by inter-

vening to promote stability it can impair market

discipline, exacerbate the cycle of boom and bust,

and promote instability. So it seems that we face a

paradox. In order to maintain long-term financial

s t a b i l i t y, we must be willing to tolerate some short -

t e rm financial instability. In order to avoid fueling

speculative excess, we must pre s e rve the cre d i b i l i t y

RI C H A R D S. CA R N E L L

Assistant Secretary for Financial Institutions, 

U.S. Department of the Treasury

S h o rt - Te rm Financial Stability 
versus Long-Te rm Instability

As we look back in history, the speculative excesses

of other times and other places can easily amaze us.

In seventeenth-century Holland, people mort-

gaged their shops and homes to buy tulip bulbs

and even tulip futures until prices crashed igno-

m i n i o u s l y. In eighteenth-century Britain, there was

a huge rise in the stock price of South Sea, a little

understood company with a scant re c o rd of pro-

ducing products or profits, and when the bubble

burst, it shook Britain’s monetary and political

foundations. In the bubble economy of the 1980s,

Tokyo real estate changed hands at prices implying

that the grounds of the imperial palace might be

w o rth as much as all of California. History shows

us a pattern of speculative mania followed by

painful adjustment. This cycle of boom and bust

has its roots in human nature .

Benjamin Graham touched on these roots in his

classic book The Intelligent Investor. In discussing

how to allocate investments between stocks and

bonds, he noted the logic of moving money into

stocks when stock prices are down, and out of

stocks when stock prices are up—buy low, sell

high. But he went on to make the following obser-

vation. “These copybook maxims have always been

easy to enunciate and always difficult to follow

because they go against the very human nature that

p roduces the excesses of bull and bear markets. It

is almost a contradiction in terms to suggest as a

feasible policy for the average stock owner that he

lighten his holdings when the market advances

beyond a certain point and add to them after a cor-

responding decline. It is because the average per-

son operates, and apparently must operate, in

opposite fashion that we have had the gre a t

advances and collapses of the past, and are likely to

have them in the future . ”

We can take that passage from Benjamin

Graham as a starting point and explore its implica-

tions for banking policy. Banks are vulnerable to

the ups and downs of the economic cycle and par-

ticularly to speculative booms and busts. Their lia-

bilities are more liquid than their assets. They must

redeem deposits at par if they plan to stay in busi-
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of the adjustment process and the corre s p o n d i n g

incentives to refrain from overe x t e n d i n g .

One can liken the adjustment process in an

economy to fire in a forest. In the short run both

a re destructive. But consider the alternative. If one

s u p p resses all fires in a forest, year after year, decade

after decade, the forest is made more susceptible to

major conflagration. Vegetation grows unnaturally

dense. Dead wood accumulates. The fore s t

becomes vulnerable to drought, insects, disease,

and devastating wild fires that burn longer and

m o re intensely than anything that would otherw i s e

have occurre d .

S i m i l a r l y, if public policy goes too far in shield-

ing banks and others from the consequences of

their own excesses, the ultimate adjustment will be

needlessly costly, painful, and destructive. In the

thrift debacle, the federal safety net played the ro l e

of Smokey the Bear, suppressing market discipline

just as Smokey suppresses fires. Like a forest that

g rows unnaturally dense, depository institutions

s u ff e red from persistent overcapacity with too

many dollars chasing too few good loans. Dead

wood accumulated in the form of poorly managed

and economically insolvent institutions. By weak-

ening market discipline and by letting policymakers

postpone the day of reckoning, the safety net

allowed problems to worsen, which increased the

ultimate cost of resolving them.

In the FDIC Improvement Act of 1991,

Congress sought to correct defects in the old sys-

tem of deposit insurance and depository institu-

tion regulation. Through such reforms as prompt

corrective action, least-cost resolution, and risk-

based premiums, this legislation sought to bring

the incentives of the depository institutions’ own-

ers, managers, and regulators more closely into

line with the interests of the deposit insurance

funds. These incentive-oriented reforms made an

i m p o rtant contribution to strengthening the

banking system in the early 1990s. Although not

yet fully tested, they have worked well thus far.

They have created a better set of incentives. They

have reduced the potential for moral hazard.

They have helped regulators be more faithful

agents of the taxpayers.

These re f o rms are consistent with the paradox

described earlier. Specifically, they protect deposit

insurance funds and maintain long-term financial

stability by fostering market discipline through a

willingness to place some stress on weak institutions.

But how has domestic banking policy done more

recently? Are we maintaining a healthy set of incen-

tives for the owners, managers, and regulators of

d e p o s i t o ry institutions? And, in part i c u l a r, do those

who take excessive risks face the credible prospect of

having to internalize the costs of that risk taking?

The re c o rd of the past six to eight years is mixed,

but there have been achievements. The thrift

cleanup has been completed. Legislation has been

enacted that removed the remaining federal re s t r i c-

tions on interstate banking and branching, which

should improve opportunities for banks to diversify

their loan portfolios and thus increase their ability to

weather shocks. Also enacted was legislation that

tightened constraints on the policy of treating larg e

banks as if they are too big to fail. This legislation

explicitly prohibits the FDIC from using deposit

insurance funds to protect the shareholders of

t roubled banks and re q u i res that depositors have

priority over other creditors. Legislation was also

enacted that resolved the problems of the FDIC’s

savings association insurance fund, which is a

notable example of Congress actually acting to head

o ff a crisis before it starts. For the first time since

1980, no federal deposit insurance fund has signifi-

cant pro b l e m s .

In addition, there have been both full capitaliza-

tion of FDIC funds and more rigorous disclosure

s t a n d a rds for instruments with off - b a l a n c e - s h e e t

risks, including derivatives. But there has been some

backsliding. Legislation enacted in 1996 made

FDIC insurance free of charge to most banks

whenever the deposit insurance fund exceeds the

s t a t u t o ry target of $1.25 in re s e rves for each $100

of insured deposits. Thus, a well-capitalized bank

pays no premiums unless regulators find it to have

significant financial, operational, or compliance

weaknesses. The result is that institutions holding

nearly 98 percent of FDIC insured deposits cur-

rently get their insurance fre e .

The Tre a s u ry strongly opposed this partial ban

against deposit insurance premiums. The ban

u n d e rcuts the risk-based premium system and

needlessly complicates the FDIC’s eff o rts to

i m p rove that system. The ban also rests on a mis-

taken premise that the insurance funds belong to

federally insured banks and thrifts, so that the

i n t e rest earned on those funds re p resents a kind of

implicit premium. On the contrary, the insurance

funds belong to the nation’s citizens and taxpayers.

The funds re p resent the net proceeds of pre m i u m s

received in re t u rn for the insurance protection pro-

vided. After all, FDIC insurance is valuable and it is
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c e rtainly worth more than nothing. Giving it away

re p resents a conspicuous and easily avoidable sub-

s i d y. Also on the minus side is the potential for the

federal home loan bank system to serve in the

f u t u re as a lender of last re s o rt in competition with

the Federal Reserve discount window.

T h e re are two classic views on the lessons of

h i s t o ry. The first is by the English poet Samuel

Taylor Coleridge and the second by the Germ a n

philosopher Georg Wilhelm Friedrich Hegel.

Coleridge,  the gentler and more accommodating

of the two, voices a longing to learn from history,

but stresses the intrinsic difficulty of doing so. He

said, “If we could learn from history, what lessons

it might teach us. But the light which experience

gives is a lantern on the stern, which shines only

on the waves behind us.” Hegel, by contrast, goes

right to the bottom line, and a very hard line it is.

He said that what experience and history teach is

that people and governments never have learn e d

anything from history or acted on principles

deduced from it.

T h e re is evidence to support both views.

Meanwhile, our history has yet to be written. We

will have plenty of choices to make about public

policy with re g a rd to the financial system. And in

making those choices, we should weigh the costs as

well as the benefits of government interv e n t i o n

and be careful about purchasing short - t e rm tran-

quility at the price of greater long-term instability.
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on growth in the rest of the world, continued

expansion of the U.S. economy re q u i res that pri-

vate expenditure continue to rise relative to

income. But for this to happen the growth of debt

will have to rise to such incredible pro p o rtions that

at best the expansion would be halted and at worst

the economy would be in danger of instability or

s e v e re recession. It is impossible to say when the

expansion will end, but, unless the stance of fiscal

and trade policy is changed, a long period of stag-

nation seems inevitable in the medium term .

TH E HO N O R A B L E ED WA R D M. GR A M L I C H

Member, Board of Governors, 

Federal Reserve System

[The transcript was not available for Edward
Gramlich’s remarks. His presentation is summarized.]

Stabilization Policy Strategies

Should stabilization policy rely primarily on mone-

t a ry or on fiscal policy. In the standard macro e c o-

nomic model both monetary and fiscal policies

a ffect the economy but through diff e rent channels.

Their effectiveness depends on the exchange rate

regime. Fiscal policy is more effective when

exchange rates are fixed and monetary policy is

m o re effective when exchange rates are flexible.

When exchange rates are fixed, monetary policy

cannot be used for business cycle stabilization

because it must be devoted to maintaining the

exchange rate.

A major problem with stabilization policy is the

lag time between the recognition of the need for

action and the effect of the policy on the economy.

The time it takes to implement an action is called

the inside lag; the time it takes for the action to

a ffect the economy is called the outside lag.

M o n e t a ry policy has a relatively short inside lag.

Once it was thought that monetary policy had a

long outside lag because it worked through invest-

ment spending, but now, because credit markets

a re highly anticipatory and monetary policy works

t h rough net worth and consumption, it has a much

s h o rter outside lag. Fiscal policy has a longer inside

lag and there f o re, is more appropriate for longer-

t e rm goals. Because exchange rates are flexible,

m o n e t a ry policy can be used for stabilization, and

fiscal policy can be devoted to increasing aggre g a t e

s u p p l y.

WY N N E GO D L E Y

Distinguished Scholar, Levy Institute

[The transcript was not available for Wynne Godley’s
remarks. His presentation is summarized.]

Unsustainable Processes: Prospects 
and Policies for the United States and 
the Wo r l d

The current expansion of the U.S. economy has

been long-lived but not rapid, with an average rate

of growth of only 3.2 percent—less than the aver-

age rate for the entire period since 1947 including

all the recessions. And, quite striking to a

Keynesian, the expansion has occurred despite a

tightening fiscal stance.

T h ree important ratios can be used to examine

the effects of government spending and intern a-

tional trade on aggregate demand. The fiscal

ratio—the ratio of government expenditure to the

average tax rate—has risen steadily with GDP

t h roughout the postwar period. The trade ratio—

the ratio of export propensity to import propen-

sity—has deteriorated since the beginning of the

Asian crisis. The combined fiscal and trade ratio

rose until 1992, but has hardly grown at all since

then. Thus, the expansion has been occurr i n g

despite the contractionary effects of fiscal policy

and net export demand. What then has driven it?

The answer is an unprecedented increase in private

e x p e n d i t u re relative to income.

The private financial balance (measured as the dif-

f e rence between total private disposable income and

private expenditure, expressed as a percentage of

GDP) has moved from approximately +4 percent in

1992 to –4 percent today. The balance has two com-

ponents: household and business. The business bal-

ance is not unusually low; thus, by far the greater part

of the decline is attributable to household spending

b e h a v i o r. Household saving has fallen below zero ,

and much of the increase in spending has been

financed by borrowing, which has grown to an

u n p recedented scale. Net lending to the nonfinancial

private sector has risen from near zero at the begin-

ning of the expansion to 15 percent of private dispos-

able income today. The stock market boom has gen-

erated so much wealth that the existing level of

indebtedness may not pose a threat to private balance

sheets at the moment, but the net flow of credit can-

not continue to grow indefinitely.

In the absence of a major fiscal policy change in

the United States and given the consensus fore c a s t
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Fiscal policy can be used to increase aggre g a t e

supply by encouraging saving; if the govern m e n t

runs a budget surplus, people will save more and

a g g regate supply will increase. The govern m e n t

should treat the Social Security trust fund as sepa-

rate from the rest of the budget and balance both

budgets. Today the main budget is in deficit, but the

overall budget is in surplus because of the enorm o u s

Social Security surplus. If Social Security is not tre a t e d

as a separate budget, a large portion of the federal

budget will go to support Social Security when its

budget is projected to go into deficit.

If the nonaccelerating inflation rate of unemploy-

ment (NAIRU) is known, the Fed could use the

Taylor rule, which re q u i res estimating the equilibri-

um Fed funds rate, raising interest rates when unem-

ployment is below the NAIRU, and lowering them

when unemployment is above the NAIRU.

H o w e v e r, economists today are not certain what the

NAIRU is. A possible solution to this problem is to

t a rget the inflation rate instead of the unemploy-

ment rate, but a better approach would be to mod-

ify the Taylor rule to target changes in inflation and

unemployment instead of their level. That is, the

Fed should try to keep unemployment and inflation

within a given range of values and maintain them by

using policy to equate the growth rates of aggre g a t e

demand and aggregate supply.
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economics,” an approach that conjures up the

image of a policymaker sitting at a console mak-

ing key labor market decisions by the numbers.

Also ludicrous is the idea that public workers and

private sector employees will respond in precise

numbers and in stipulated time periods to these

specific economic signals, ignoring all other

aspects of the compensation package, working

conditions, and prospects.

Most jobs are created in the private sector.

Thus, to encourage economic growth, we must

reduce the many obstacles that government has

placed in the path of business expansion, both

wittingly and unwittingly. The obstacles to

growth and job creation range from regulatory

and legislative restrictions to tax disincentives to

distorting expenditure subsidies. There is no pro-

gram that has the express mission to depress

employment, but many of them do have that

undesirable side effect through those obstacles.

Government laws and rules weaken the demand

for American labor and often reduce the supply of

labor as well.

For example, the Merchant Marine Act was

intended to save U.S. merchant marine jobs by

requiring all ocean-going travel from one port in

the United States to another to be on a U.S. flag

vessel, but how does it work in practice? American

tourists who want to travel to Alaska by sea rare l y

use the port of Seattle, which is a natural U.S. gate-

way to Alaska. Instead, they go by surface or air to

Va n c o u v e r, Canada, and pick up a foreign ship,

which is typically owned by an American firm that

wants to avoid the costly regulations involved in

operating U.S. flag vessels. The Merchant Marine

Act thus weakens the demand for labor by failing

to save merchant marine jobs and by losing the

potential employment connected with using a U.S.

p o rt of embarkation.

The disability part of the Old-Age Survivors

and Disability Insurance program is another

example of a government mandate that reduces
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Reconsidering Minsky’s View on 
Transfer Payments and Govern m e n t
I n t e rv e n t i o n

Hyman Minsky was correct to try to shift the eco-

nomic debate from the traditional focus on

income flows, entitlements, and handouts to the

need to move people from long-term dependence

to productive employment. That shift has now

come. The change in intellectual attitude toward

poverty that he advocated has become part of

American public policy.

H o w e v e r, there are arguments against

Minsky’s proposals for full employment through a

larger and more innovative governing sector.

Scholars at the Levy Institute have proposed that

the government establish a wage at which it

would offer employment and then provide jobs

for all who want to work at that wage. This pro-

posal is a rather naïve example of “push-button
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the labor supply. The beneficiaries of the pro g r a m

almost never re t u rn to work. Once they become

eligible, the program becomes an early re t i re m e n t

system. In a typical year less than 0.5 percent of the

beneficiaries successfully complete a trial work peri-

od. All the others, 99.5 percent, continue re c e i v i n g

their monthly checks from the government. 

Tax laws and regulations also hamper job

expansion. The burden of regulation and taxation

disproportionately hits newer, smaller enterprises

that lack the resources and experience to deal

effectively with the bureaucratic processes of big

government. This reduces their ability to expand

to create new jobs. So rather than focusing on

g o v e rnment correction of market failure, we

should begin with the other side of the coin, gov-

ernment failure in its effect on the private sector.

Minsky was also concerned with improving the

fairness of the distribution of income and wealth,

but Minsky equated improving equity with a

more egalitarian allocation. This view is too sim-

plistic to form a useful basis for public policy

because it is not apparent that equity is enhanced

when the state uses its power arbitrarily to take

money from A to give to B. A recent report by

the economic staff of the International Monetary

Fund presents two key findings. The first is that

there is a consensus that extreme inequality of

income, wealth, or opportunity is unfair and

efforts should be made to raise the incomes of the

poorest members of society. The second is that

t h e re is little agreement on the desirability of

g reater income equality for its own sake or on what

constitutes a fair distribution of income. Ta k i n g

money from one person to give to another might

discourage some people from working longer or

h a rder or taking entre p reneurial risks to get

ahead. In the long-term, this might have negative

consequences for the economy as a whole.

However, when one goes beyond these reser-

vations about the specifics of Minsky’s analyses

and proposals, one finds the basic force that so

many have found compelling and enduring:

Minsky’s insistence that we deal with the serious

problems facing our society, whether or not read-

ily acceptable answers or even relevant techniques

of analysis are available. Minsky constantly prod-

ded us, and himself most of all, to wrestle with

the truly big questions even if, or perhaps espe-

cially when, it was not fashionable to do so. We

t ruly honor Minsky when we continue that

wrestling match. 

CH A R L E S J. WH A L E N

Hyman Minsky’s Theory of Capitalist
D e v e l o p m e n t

Many post–World War II economists have shown

little interest in contributing to the resolution of

practical economic problems, but for Hyman

M i n s k y, practical problem solving is the necessary

first step toward the goal of making the world a

better place. In his view, practical problem solving,

not abstract puzzle solving, is the fundamental pur-

pose of economic analysis. 

M i n s k y ’s search for practical answers was made

d i fficult by the fact that during his career the

American economics profession was dominated by

neoclassical theory, an approach that he rejected as

an inadequate starting point for economic analysis.

Minsky believed that effective policymaking re q u i re s

an understanding of the dynamics of an accumulat-

ing capitalist economy. Since those dynamics include

both short - t e rm macroeconomic fluctuations and

l o n g - t e rm economic evolution, he saw a pere n n i a l

need for developing theories of both.

In an attempt to enable economists and policy-

makers to do better, Minsky developed a financial

t h e o ry of investment, known as the Wall Street par-

adigm, and an investment theory of business

cycles, called the financial instability hypothesis. In

recent years economists have shown much intere s t

in these two theories, but they have virt u a l l y

i g n o red Minsky’s exploration of the development

of capitalism. He developed this theory in the years

of the Republican control of Congress. During this

period there was a growing dismissal of counter-

cyclical macroeconomic management, and Minsky

sought to combat this trend with an analysis that

was grounded in history and in institutional re a l i t y.

Focusing on the decades before and after the New

Deal, he stressed that unregulated markets are

i n h e rently unstable and can produce intolerable

distributions of income.

Minsky noted the importance—for the United

States and the formerly socialist economies—of

recognizing that capitalism comes in many vari-

eties and that each variety may differ in its impli-

cations for stability, efficiency, distribution of

market power, and distribution of income. All

capitalisms are flawed, but not all capitalisms are

equally flawed. U.S. economic history provides

evidence that capitalism does indeed come in

many varieties and its form can change over time.
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It can be stagnant, deteriorating, tranquil, turbulent,

even chaotic. A fundamental determinant of the par-

ticular path of capitalist development is the institu-

tional stru c t u re. The stru c t u re facilitates, influences,

regulates, and constrains economic activity. Minsky

identified five stages of capitalism in U.S. history :

m e rchant, or commercial, capitalism; industrial capi-

talism; banker, or financial, capitalism; managerial

capitalism; and money manager capitalism.

While standard economic theory emphasized

exchange, Minsky placed credit and finance at the

center of capitalist development. His recognition

of historical time caused him to focus on the fact

that production must precede exchange and

finance must precede production. He wro t e ,

“because credit is essential to the process of devel-

opment, a theory of economic development needs

to integrate money into the basic formulation.” It

cannot be added as an afterthought or secondarily. 

Also essential to Minsky’s theory is the concept

of the profit motive as the driving force. He had

long argued that present and prospective pro f i t s

influence economic activity within a given institu-

tional stru c t u re and that the stru c t u re changes in

response to profit seeking. But as he gave more

attention to capitalist development, pro f i t - d r i v e n

s t ructural change became increasingly important. 

A final important element in Minsky’s theory of

capitalist development is the role of govern m e n t .

G o v e rnment policy shapes the institutional frame-

work that influences economic activity. Economists

and policymakers must be concerned with both the

design and operation of institutions because of their

influence on economic development. And these

policies must continuously be evaluated because the

economy evolves. Policies that work well in one

period may not be adequate in another because of

innovations in the economy. 

Minsky’s work points to directions for future

research: development of the theory of capitalist

development and its application to the U.S. econ-

omy; application of the theory to other nations;

and continuation of his efforts to model alterna-

tive institutional structures and examine their

impact on the dynamic path of the economy. One

can also use Minsky’s research as a starting point

to address a host of other questions: How, for

example, can technological dynamism be sus-

tained in the current era of money manager capi-

talism? In short, Minsky’s theory of capitalist

development provides the basis for a comprehen-

sive research program.

ED WA R D J. NE L L

The Simple Theory of Unemployment

Hyman Minsky focused directly on issues and

sought to address them in the simplest terms that

the subject matter would allow. Analysts today

tend to make everything complex. For example,

there is a simple explanation for the fact that lots

of people, with adequate skills and experience,

would like a job but cannot find one. That expla-

nation is that businesses do not need more work-

ers because they do not need to produce more

goods and services.

T h e re is a positive relationship between real wages

and employment. Unemployment can result when

there is a deficiency in demand. Much of that

demand is driven by household consumer spend-

ing, which is tied to household income. An

increase in household saving can reduce employ-

ment because if households are saving more, it is

likely that they are spending less. Their reduction

in spending, however, can be offset by govern-

ment spending. 

According to a dominant economic theory,

value reflects scarc i t y. Prices measure re l a t i v e

scarcities. Factor prices, in particular, will reflect

the extent to which the limited endowment of the

factor permits the realization of agents’ prefer-

ences. There is a fundamental theorem, known

sometimes as the theorem of the alternative, that

states that if a factor is not binding, it will not

have a positive price; it will be priced at zero. By

the same token, if it has a positive price, the

amount of that factor is a binding constraint on

economic activity, that is, it is scarce relative to

demand. 

Society has an endowment of labor that is able

and willing to work. The lack of jobs for some part

of the labor force would seem to indicate that labor

is not a binding constraint, but then wages should

be driven to zero, or at the very least they should be

falling. In fact, wages are positive and often quite

steady even in periods of high unemployment. In

s h o rt, if wages are positive, the labor constraint must

be binding, so what appears to be unemployment

must really be something else, for example, some

kind of voluntary unwillingness to work. 

Thus, one must explain why there are positive

wages and equilibrium unemployment. There must

be some disequilibrium. Rather than take as our

foundation the scarcity theory of value, we can take
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a theory that has greater prescriptive value, such as

the classical theory of value (relative prices are a

function of wages and profits, and relative sizes of

i n d u s t ry are a function of the growth rate) or we

can take the re p roduction theory (a theory of how

y e a r-in and year-out the goods and services and

skills of the labor force are re p roduced). 

This approach has an advantage in the light of

M i n s k y ’s preoccupation with evolution. It is a natural

basis for an evolutionary approach to the economy.

And this perspective can be used to examine the idea

of an employer of last re s o rt. In a sense, govern m e n t

has been able to be a stabilizer because of its size,

and it has acted as a stabilizer through discre t i o n a ry

p o l i c y. The employer of last re s o rt is a proposal to

c reate an automatic mechanism that would stabilize

the money wage rate and stabilize aggre g a t e

demand. This proposal is designed to respond in a

stabilizing way to market forces and do so as a re s u l t

of market incentives. Viewed this way, the pro b l e m

of unemployment is not so complex. There are a lot

of people who want to work, but the current system

does not permit them to do so. Thus, what is needed

is a new system.
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NAIRU is and then trying to get to it and stay there

by varying money market interest rates. He pro-

posed an employer- o f - l a s t - re s o rt policy that guaran-

tees employment for any one willing and able to

work at a fixed minimum money wage rate. He sug-

gested a number of programs similar to the New Deal’s

Works Pro g ress Administration, Civilian Conserv a t i o n

Corps, and National Yo u t h Administration. Minsky

a rgued that the built-in stability effects of fiscal policy

would be enhanced by the variations in the number of

the applicants for the guaranteed jobs, and nominal

wage and price level would both be stabilized by the

fixing of the guaranteed wage. 

This proposal has several practical problems, the

most important among them being that not all of

the unemployed are minimum wage workers. A

person should be considered unemployed if he or

she cannot get a job at a wage commensurate with

his or her qualifications. Another problem is how

to deal with errant workers and provide pro d u c t i v e

employment, both for its own sake and for the sake

of the morale of the workers. If these diff i c u l t i e s

can be overcome, an employer- o f - l a s t - re s o rt policy

would, in Minsky’s view, dispense with the need for

m o n e t a ry and fiscal responses to macro e c o n o m i c

e v e n t s .

Big government, Minsky thought, can have a

stabilizing effect because it is comparable in size to

p rofits, and profits are the driving force behind the

m a c rodynamics of capitalism. He favored balancing

the federal budget when the economy is operating

at full employment; cyclical depart u res from full

employment would generate deficits and surpluses.

His prescription of balanced budgets across busi-

ness cycles would tend to hold federal debt constant

relative to GDP over the longer run. Minsky

believed that such constancy would stabilize the

t e rm stru c t u re of interest rates and thereby con-

tribute to overall financial stability.

Minsky re g a rded capitalist financial markets and

institutions as the principal agents of instability, and

much of his agenda for re f o rm pertains to the finan-

cial sector. Replacing the role of the central bank in

m a c roeconomic stabilization with the employer- o f -

l a s t - re s o rt policy is one such re f o rm. Nevert h e l e s s ,

the central bank does have important roles in

M i n s k y ’s utopia. 
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On Minsky’s Agenda for Reform

The last chapter of Hyman Minsky’s Stabilizing an
Unstable Economy can be described as his utopian

design for capitalism. There is a close connection

between economists’ theories of the world and their

policy recommendations. By examining the ambi-

tious and comprehensive manifesto outlined by

M i n s k y, a better appreciation of his theory about

the capitalist economy can be obtained.

M i n s k y ’s objective was no less than to design a

s e l f - regulating capitalist system, one that does not

depend on frequent discre t i o n a ry policy changes,

whether by a central bank or finance ministry or leg-

islative body. At the same time, although he pro-

posed a number of institutions to protect and pro-

mote competition, the system he had in mind is not

driven solely by the invisible hand. Its stability

depends on big government—the main source of

built-in macroeconomic, countercyclical variations of

a g g regate demand and thus of variations of pro f i t s .

A c c o rding to Minsky, the federal govern m e n t

should account for about 20 percent of full employ-

ment GDP. At the time of his writing (1986) he

identified full employment with 6 percent unem-

ployment, but he probably would have been glad to

revise that down a couple of points in light of re c e n t

experience. Minsky rejected the now prevalent prac-

tice of basing monetary policy on guessing what the

SE S S I O N 2

M o n e t a ry and Financial Policies
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Minsky wanted to revive the discount window as

the major source of bank re s e rves. He favored re a l

bills monetary policy, what he called specific-to-

the-asset lending; he considered it healthy for the

central bank and commercial banks to cooperate

in this type of finance by using those bills as the

paper for their discounting operations. He also

thought it desirable to use appropriate tax and

re g u l a t o ry policies to pre s e rve a diverse financial

sector with financial firms that vary in size, pur-

pose, and location. He recommended stro n g

m e a s u res against speculative and Ponzi finance.

Most import a n t l y, Minsky wanted the central bank

to be the sole regulating agency for the entire

financial system, not just for money markets and

banks and other depository institutions.

In the area of social policy, Minsky advocated

p rograms to diminish inequalities of market out-

comes among individuals. He greatly pre f e rre d

p rograms with good incentive effects, such as the

employment policy mentioned above, and he dis-

liked means-tested transfers.

M i n s k y ’s view about the slowdown in economic

g rowth since the 1970s was diff e rent from both the

Keynesian and neoclassical interpretations of post-

war economic history. He attributed the reversal of

the early postwar prosperity to the inevitable evolu-

tion of capitalism, particularly capitalist finance. It is

not clear how Minsky would have judged the ro l e

of economic policy in the current expansion. It is

i n t e resting to note that he concludes the discussion

of his agenda by characteristically predicting that

capitalists’ destructive financial innovations are

c h ronic and that they would spoil even a Minsky-

designed capitalist system.

C. A. E. GO O D H A RT

M o n e t a ry Policy Adjustments with Asset
Price Fluctuations

Hyman Minsky was profoundly dissatisfied with the

m a c roeconomic consensus that informs most mod-

els and lies at the heart of policy making because it

fails to take into account the interactions between

m o n e t a ry expansion via the banking system, asset

prices, and investment, on the one hand, and the

interactions between economic activity and inflation,

on the other. The consensus view is that the central

bank sets the short - t e rm nominal interest rate and

the effect of that interest rate on real economic

activity is mediated through the interest elasticity

of various expenditure functions. In this view, both

h i g h - p o w e red money and broad money are pure l y

endogenous variables, with the implication that the

m o n e t a ry aggregates themselves and their re l a t i o n

to the operation of the banking system can be

l a rg ely neglected in policy making.

Underlying the consensus view is a view of

money as simply a universal ration coupon that

s e rves as a medium of exchange. In contrast, Minsky

held that in a capitalist economy money is created in

the process of financing investment and positions in

capital assets. There is a two-way causation between

changes in the monetary aggregates and asset prices,

and the interaction between the two affects real eco-

nomic activity and inflation.

Nominal monetary shocks have effects on re a l

economic activity because of wage and price sticki-

ness. The initial impact of such shocks is on asset

prices, which are flexible. The changes in asset prices

a ffect investment (To b i n ’s q), consumption (wealth

e ffects), and the exchange rate, all of which in turn

a ffect real economic activity. The transmission mech-

anism, however, is uncertain, variable, and hard to

m e a s u re accurately.

As Minsky emphasized, the reverse causation is

also important: asset prices can affect both mone-

t a ry and real variables. Stronger asset prices raise

collateral and encourage borro w i n g . If banks share

b o rrowers’ expectations about future activity and

higher profits, bank lending and monetary expan-

sion will be stimulated at a constant nominal intere s t

r a t e . H o w e v e r, to the extent that higher asset prices

encourage expectations of future asset price

i n c reases and capital gains, the effective real intere s t

rate to borrowers intending to purchase such assets

falls. Higher asset prices can there f o re lead to

higher levels of economic activity.

The linkages between movements in asset prices

and other macroeconomic variables suggest that,

f rom a policy standpoint, movements in asset prices

may provide useful information (in addition to mon-

e t a ry growth and interest rates) in assessing likely

f u t u re movements in real activity and inflation. The

asset market predominantly used for fore c a s t i n g

inflation is the foreign exchange market. This is

reflected in the large number of studies on the esti-

mation and use of the monetary conditions index,

an index that combines the exchange rate and the

i n t e rest rate. However, arguments in the theore t i c a l

l i t e r a t u re suggest also using residential and commer-

cial pro p e rty prices and equity prices, which may
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a ffect inflation through private sector wealth,

To b i n ’s q, wages, and cre d i t .

The most widely discussed transmission mecha-

nism for asset prices is the credit channel. Accord i n g

to this view, which was also highlighted by Minsky,

a rise in asset prices raises the borrowing capacity of

f i rms and households by increasing the value of their

collateral. The additionally available credit can be

used to purchase goods and services and may thus

lead to consumer price inflation. It follows, on the

basis of this mechanism, that the asset prices that will

have the strongest influence on inflation will be

those that are most used as collateral by firms and

h o u s e h o l d s .

One way to evaluate this proposition is to re g re s s

the change in consumer prices on the following vari-

ables: lagged change in consumer prices, a measure

of the output gap, the nominal interest rate, and a

variety of measures of asset price inflation, including

residential pro p e rty price inflation. This re g re s s i o n

was run for 10 OECD countries, although all the

e x p l a n a t o ry variables could not be included for all

the countries because of data limitations. The re s u l t s

revealed that among the measures of asset price

inflation, residential pro p e rty price inflation was the

most important in predicting future inflation.

Neither exchange rate changes nor equity price

changes, two popular measures of asset price infla-

tion, perf o rmed well in this respect. While the good

re g ression result on the housing prices variable does

not necessarily suggest a causal relation, that variable

does appear to be a simple, yet powerful, pre d i c t o r

of inflation in the immediate future .

JA N TO P O R O W S K I

M o n e t a ry Policy in an Era of Capital
Market Inflation

In his early work on financial fragility, Hyman

Minsky did not discuss capital markets at any

length on the grounds that only experience would

enable us to know if the widespread and indirect

ownership of equities, through mutual funds,

would increase or decrease the stability of equity

markets. However, even in his later work on

finance he held a banking perspective, as

expressed by his view that once the assets and lia-

bilities of banks are set, the economy’s financing

framework is largely determined. While such a view

may have been appropriate then, the subsequent

development of capital markets (that is, markets for

l o n g - t e rm securities) as a source of business finance

requires its modification. Minsky’s analysis needs

to be extended to capital market inflation and the

relationship of monetary policy to capital market

inflation.

A theory of capital market inflation that extends

M i n s k y ’s work is a nonequilibrium theory of capital

markets. It argues that the actual value of a capital

market is determined by the inflow of funds into that

market. Most of that inflow is then taken out by the

net issue of bonds by governments, and a large part

of the remainder is taken out by the net issue of secu-

rities by corporations. The portion of the total inflow

that is left is called the net excess inflow. The net

excess inflow forms the market’s liquidity, which

allows the market to absorb a modest degree of net

sales by financial investors. When the net excess

inflow increases over an extended period of time,

capital market inflation results, as experienced

recently in the United Kingdom and in the United

S t a t e s .

The nonequilibrium theory of capital markets has

the important implication that the reason stock mar-

kets crash is not, as the mainstream theory suggests,

that they had been in equilibrium and then went out

of equilibrium, and the crash enables them to get

back to equilibrium. Stock markets crash because the

disequilibrium was inadequate to accumulate enough

net excess inflows to accommodate the desired net

sales by financial investors.

The effect of capital market inflation is not uni-

f o rm across all capital assets; it tends to be concen-

trated on the longest-term assets, which may yield a

capital gain in addition to dividend and interest. As a

result, the liquidity pre f e rence of rentiers is re d u c e d

at a time when the additional money that caused the

inflation is flowing in and the liquidity pre f e re n c e

should have been increasing to “equilibrate” the

market. Thus, capital market inflation is not only

a result of disequilibrium, but is also profoundly

disequilibrating.

For stock-issuing corporations, capital market

inflation is a blessing. They can issue equity at a lower

e a rnings per share than previously and at a lower cost

because their stockholders now obtain and expect

capital gains paid by other financial investors in the

f u t u re rather than by the corporations. Indeed, since

p re-tax profits are calculated by deducting intere s t

payments from operating profits, an easy way of mak-

ing pre-tax profits levitate is to issue equity and use

the proceeds to re t i re debt, which in turn lowers
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i n t e rest payments. When this avenue is no longer

open, profits may be levitated by acquiring or merg-

ing with another indebted corporation and by

“deglomerating” subsidiaries and bringing them to

market with new share issues. Capital market infla-

tion thus encourages a whole set of changes in cor-

porate stru c t u re. However, capital market inflation

does not encourage fixed capital investment because

p roduction activities become incidental to the

re s t ructuring of the corporate balance sheets and the

making of money by buying and selling subsidiaries. 

An important consequence of capital market infla-

tion and the attendant changes in corporate stru c t u re

is a process of bank dis-intermediation. Since larg e

corporations find that they can finance their activities

much more cheaply and conveniently through issu-

ing bonds or company paper, their reliance on bank

b o rrowing decreases. This decreased reliance has a

negative effect on banks’ balance sheets and re n d e r s

the banking system increasingly fragile.

The argument developed above is Minskian in the

sense that the capital market is considered a financial

c i rcuit in future claims and liabilities of exactly the

type that Minsky analyzed. There is also a move fro m

hedge to speculative to Ponzi finance. Capital market

inflation pushes financial investors’ portfolios toward

l o n g - t e rm securities, and they become dependent on

f u t u re inflows of funds into the capital market to be

able to realize their expected capital gains. And that

makes the capital market itself more fragile.

Minsky suggested that generalized lender- o f - l a s t -

re s o rt facilities and lower interest rates would be

remedies for greater financial fragility. These meas-

u res may be effective when the overw h e l m i n g

s o u rce of business finance is bank borrowing, but it

is not certain that they would be effective when the

major source of finance is the capital market. In prac-

tice, governments have entered the securities market

and made huge purchases only in extraord i n a ry cases

in which collapse of vital sectors of the economy was

imminent. Furt h e rm o re, the idea of the govern-

m e n t ’s serving as a generalized lender of last re s o rt

simply in order to give financial investors the capital

gains that they are expecting is rather dubious. It can

even have the negative effect of encouraging furt h e r

speculative and Ponzi finance.

Bank dis-intermediation has two main implica-

tions for monetary policy. First, it creates fundamen-

tal problems for trying to regulate the economy

t h rough interest rates. As Minsky rightly pointed

out, the effect of changes in interest rates depends

on whether an economic unit is a net debtor or a net

c reditor and on the interest rate elasticity of the

e x p e n d i t u res of various economic units. The princi-

pal expenditure effects of changes in interest rates

occur among the net debtors of the economy, pri-

marily firms and households. The reduced depend-

ence of large firms on bank borrowing as a result of

capital market inflation substantially reduces the sen-

sitivity of their expenditures to interest rate changes.

This implies that the main effect of interest rate

changes will be on the expenditures of households

and small and medium companies financing them-

selves with debt.

The second implication for monetary policy is

related to the extent to which interest rate changes

can actually effect an end to capital market inflation.

The effectiveness of interest rate policy in this con-

text depends on a stable relationship between short -

t e rm interest rates and capital markets, as suggested

by Keynes’s theory of speculative demand for

m o n e y. This theory holds that as short - t e rm intere s t

rates along the whole maturity spectrum decline,

t h e re is a shift in rentiers’ portfolio pre f e re n c e

t o w a rd liquidity (toward pre f e rence for short - t e rm

financial assets) because they believe that they will be

able to buy longer- t e rm assets at a cheaper price later

on. Hence, falling interest rates could, by incre a s i n g

the demand for short - t e rm assets, restrain excessive

inflation in the capital market.

Capital market inflation has, however, under-

mined any such stable relationship presupposed

by Keynes. The reason is that capital market infla-

tion adds a premium of prospective capital gain to

the market yield on long-term financial assets.

C o n s e q u e n t l y, for investors to shift from long-term

assets to short - t e rm assets, the central bank must

push the short - t e rm interest rates above the sum of

the market yield on long-term assets and the

p rospective capital gain. Only at this point will there

be a shift in investors’ pre f e rences, causing capital

market inflation to cease or bursting an asset bubble.

But the cost of such an interest rate policy is that

investors’ interest in long-term assets becomes weak

and the market for long-term assets becomes dor-

mant. It may be possible to re s u rrect the dorm a n t

market by a cheap money policy. However, the main

point is that short - t e rm interest rates are a rather

poor policy instrument to regulate the inflationary

expectations in the capital market.
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combine to an implausible 50 percent of existing

levels. This revenue can be used for education,

public infrastructure, poverty alleviation, and the

environment.

The STET aims to reduce volatility by incre a s i n g

the cost of short - t e rm speculative trading. However,

some critics argue that discouraging traders from the

market will not reduce volatility but worsen it by

reducing the number of market participants and

t h e reby reducing market liquidity. Empirical studies

have produced no clear-cut results re g a rding this

issue. Such ambiguity is consistent with an impor-

tant analytic point that three separate factors influ-

ence volatility: the underlying perf o rmance of the

nonfinancial economy, the potential for herd behav-

ior to become dominant on financial markets, and

p rospects for quelling herd behavior once it has

begun. A STET, or more generally any change in

transactions costs, will have the most influence on

the second factor, the size of the speculative port i o n

of the market, and taken by itself may have little

influence on the other two.

Paul Davidson asserts that the proponents of a

STET conflate a decline in volume with a decline in

volatility; a STET will reduce trading volume, but

such a decline may well increase volatility. Davidson

a rgues that financial markets are fundamentally

u n c e rtain and market participants hold a diversity of

views on market conditions. Larger trading volume

can create a situation in which pessimists and opti-

mists counterbalance each other. Reducing the size

of the market by means of a STET increases the like-

lihood that pessimists and optimists will not balance

out and volatility may incre a s e .

D a v i d s o n ’s argument depends on the notion that

a diversity of views is a necessary condition for

i n c reasing market size to reduce volatility. However,

both Keynes and Minsky suggested that unstable

financial markets do not encourage a diversity of

views. Rather, they encourage herd behavior.

A c c o rding to Davidson, the appropriate policy inter-

vention in markets with herd behavior is to have a

market maker, such as a central bank, with suff i c i e n t

financial re s o u rces to assure market price stability. But

how does one know when the market maker has suf-

ficient re s o u rces? Clearly, we can measure the suff i-

ciency of re s o u rces only relative to the size of the
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Securities Transactions Tax for 
U.S. Financial Markets

Hyman Minsky had pointed out in Stabilizing an
Unstable Economy that although it is easy to list

objectives of economic policy, it is more difficult to

c reate institutions and start processes that will achieve

these objectives. A policy proposal to which this

o b s e rvation is particularly relevant is a securities

transaction excise tax (STET) for the U.S. economy.

The severe financial instability that the world econo-

my experienced over the past year makes the need for

a new financial arc h i t e c t u re that includes a STET ever

m o re evident, but the problem is to construct such a

m e a s u re that is analytically coherent and workable

within the existing institutional enviro n m e n t .

A small STET on all transactions in U.S. financial

markets would create a significant disincentive for

market participants to engage in speculative asset

c h u rning, while having a negligible impact on part i c-

ipants who intend to hold their assets for the long

t e rm. In addition to contributing to stabilizing over-

speculative, fragile financial markets, a STET can also

be a substantial source of revenue. Pre l i m i n a ry re v-

enue estimates fall in the range of $60 billion to

$100 billion per year, even after allowing for

declines in trading volume and security prices that

SE S S I O N 3

I n t e rrelationships between Finance and Investment



45
N i n t h  A n n u a l  H y m a n  P .  M i n s k y  C o n f e r e n c e  o n  F i n a n c i a l  S t r u c t u r e

market the market maker is seeking to influence. An

e ffective STET is a crucial policy instrument in such

a situation. It increases the cost of engaging in spec-

ulative behavior, and, in doing so, it also reduces the

size of the herd, thereby increasing the possibilities

for effective intervention by the market maker.

P robably the most effective criticism of a STET is

that it creates distortions between market segments,

inviting migration and other tax avoidance strate-

gies. One widely cited example of a STET that had

such effects was the tax imposed in Sweden in 1984,

which was lifted in 1990. The Swedish tax was nar-

rowly targeted, applying only to trades executed

t h rough Swedish brokerage firms. It did not apply

to foreign trades of domestic taxpayers, even if they

w e re trades of Swedish financial instruments, or to

domestic trades conducted through foreign bro k e r-

age firms. It was initially limited to equity and

equity derivative trades and only later extended to

bond markets and bond derivatives. Another exam-

ple of a STET is the British stamp tax—a tax on the

registration of ownership of a financial asset. In con-

trast to the Swedish tax, the British tax does not dis-

criminate among market participants, but it is not

u n i f o rm across all markets. It does not apply to

f u t u res markets and applies to options only when the

options are exercised. This created incentives for

investors to migrate from spot markets to derivative

m a r k e t s .

The STET proposal designed by Pollin, Dean

B a k e r, and Marc Schaberg follows the British model,

being a tax on the transfer of a financial instru m e n t

f rom one owner to another. Asset transfers would

not be legally effective until they had been off i c i a l l y

stamped. Assuming market participants place a high

value on establishing legal status for their asset acqui-

sitions in sales, a strong disincentive is in place

against eff o rts to circumvent the STET. 

The proposed U.S. STET embodies three main

principles. First, the coverage of the tax is as broad as

possible. It applies to trades of all financial instru-

ments in all domestic market segments by domestic

and foreign residents, to foreign transactions of U.S.

nationals and corporations (as was the case with

D e n m a r k ’s STET), and to trades of U.S. securities

by foreigners in non-U.S. markets. Second, since

transaction costs vary widely across assets, the tax is

d i ff e rentiated across assets so as to maintain neutral-

ity between assets and avoid market distort i o n s .

T h i rd, the tax is applied relative to the total value of

the instruments being traded.

P re l i m i n a ry estimates of tax revenue from the

STET were derived under three scenarios. The first

scenario assumes no change in the trading volume or

prices; the resulting revenue is about $128 billion.

This scenario is unrealistic since the rationale for

imposing the STET is to reduce the trading volume.

The second scenario allows for a 10 percent decline

in trading volume and a 10 percent decline in prices;

the resulting revenue is roughly $98 billion. The

t h i rd scenario postulates a rather unlikely decline of

25 percent in volume and price, but the STET still

generates a sizeable revenue of $61 billion.

In conclusion, a securities transaction excise tax

can be designed in a way that is analytically cohere n t ,

spans the markets, minimizes distortions, and raises

considerable tax revenue that can be used for a lot of

the things we care about.

ST E V E N M. FA Z Z A R I

Minsky and the Mainstream: Has
R e s e a rch Rediscovered Financial
K e y n e s i a n i s m ?

Hyman Minsky’s re s e a rch focused on the central ro l e

of finance in macroeconomics. This is re m a r k a b l e

because during most of his career mainstre a m

m a c roeconomics did pretty much the opposite.

Financial relations entered mainstream models pri-

marily through the money demand function that

p rovided the foundation for the LM curve. There

w e re exceptions (for example, James Tobin), but

these models generally invoked a strong form of the

Modigliani-Miller theorem, according to which

financial conditions are irrelevant for “real” eco-

nomic decisions and finance is largely an adjunct to

the underlying engine of economic activity emanat-

ing from pre f e rences and technology.

The role of financial factors in mainstream

macroeconomics, however, changed in the early

1980s. Developments in the economics of infor-

mation led to theories of capital markets based on

principles of neoclassical optimization in which

the Modigliani-Miller theorem failed. The main-

s t ream began to explore the theoretical and

empirical importance of financial factors for

investment and, as the recently published survey

by Glenn Hubbard in the Journal of Economic
Literature shows, this research has now become

well established.

These developments raise some intere s t i n g

questions: Does the new research represent just a
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rediscovery of what Minsky knew all along? Are

there new insights from the mainstream work that

extend Minsky in useful ways? Are there aspects of

Minsky’s research that are not captured in the

mainstream work? These questions can be exam-

ined from three different perspectives: the micro-

economic foundations of the link between invest-

ment and finance (including empirical evidence),

the importance of finance in business cycles, and

the role of financial relationships in economic

p o l i c y.

The mainstream microeconomic foundations

of investment were largely informed by the

Modigliani-Miller theorem, which is a set of nec-

e s s a ry and sufficient conditions under which

financial structure would not affect firms’ invest-

ment decisions. It is like the Arrow-Debreu exis-

tence proof for general equilibrium in the sense

that it outlines a set of conditions under which

certain things will happen without implying that

these conditions hold in the real world. The con-

ditions certainly might fail. Empirical work based

on this theoretical perspective, probably best

illustrated by Dale Jorgensen, portrayed invest-

ment as driven by productivity and relative prices

and independent of firms’ financial structure.

Nothing could be further from Minsky’s

a p p roach. He characterized his and Keynes’s

approach as an investment theory of output and a

finance theory of investment. Access to finance is

crucial to Minsky’s theory of investment. Internal

finance and cash flow are important as a means to

fund investment without the need to tap external

sources. If desired investment exceeds internal

finance, firms borrow, but the ability to borrow

depends on the firms’ balance sheet. Balance

sheet conditions reflect the financing of past

investment and influence the ability of firms to

undertake new investment projects. These finan-

cial conditions are independent of the productiv-

ity of the new investment projects. Clearly, in

Minsky’s view, investment is not determined in a

Modigliani-Miller world; finance is central to

investment.

Minsky was critical of what he saw as main-

stream ignorance about the importance of finance

for investment. In Stabilizing an Unstable
Economy, he wrote, “In today’s standard economic

theory, an abstract non-financial economy is ana-

lyzed. Theorems about this abstract economy are

assumed to be essentially valid for economies with

complex financial and monetary institutions.” Of

course, Minsky thought these assumptions were

fundamentally at odds with reality. However, even

as he wrote these words, the mainstream itself, or

at least part of it, was changing. The changes

came from microeconomics.

G e o rge Akerlof’s paper “The Market for

‘Lemons’: Quality Uncertainty and the Market

Mechanism” emphasizes that asymmetric infor-

mation between buyers and sellers can fundamen-

tally change the nature of market transactions.

Beginning with the paper by Joseph Stiglitz and

Andrew Weiss, “Credit Rationing in Markets with

Imperfect Information,” this idea began to be

applied to credit markets. Imperfect information

exists because firms (the buyers of credit) know

m o re about their “quality,” that is, the pro b a b i l i t y

of repayment, than the lenders (the sellers of

credit). Lenders realize their informational limita-

tion and treat their customers with rational skep-

ticism; they charge all loan applicants the same

market interest rate, a rate that corresponds to the

average quality. The result is that firms with

“good” (positive expected net present value)

projects must pay a premium above the market

interest rate (which is the opportunity cost of

internal funds in a setting with no intermediation

costs) to obtain loans. Indeed, it is possible that

firms with good projects may not be able to

obtain credit and hence undertake the investment

project—a result that is fundamentally inconsis-

tent with the Modigliani-Miller theorem, which

would say any positive net present value invest-

ment project would be undertaken. These theo-

retical developments, and many related ideas, led

to empirical tests that strongly supported the idea

that investment depends on finance. 

How do these new ideas relate to Minsky’s

perspectives on investment in the financial sys-

tem? Asymmetric information is a fundamental

characteristic of decentralized economies. It is

almost inherent in the notion of decentralization

and is responsible for certain kinds of financing

constraints on investment. The alternative view is

that asymmetric information is not necessary for

the same financing constraints to exist. A fair

assessment of the debate between proponents of

the two views is that the consideration of asym-

metric information, kindled by developments in

the mainstream, has pushed researchers in the

intellectual tradition of Minsky to analyze more

carefully why firm investment depends on finan-

cial markets.
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While the theoretical debate remains unre-

solved, empirical work emanating primarily from

the mainstream research lends strong support to

Minsky’s view about a link between investment

and finance. This work suggests that cash flow

does matter for investment in a number of differ-

ent contexts for different kinds of firms and the

connection is similar to Minsky’s description.

Also important, but somewhat less studied, is the

effect of the link between debt leverage and lia-

bility structures on investment.

The mainstream research on what has come to

be called capital market imperfections in the last

couple of decades has moved orthodox econom-

ics closer to Minsky in terms of the microeco-

nomic theory of investment. There are some

complementarities in theory and strong support

empirically, but things are somewhat different

when we turn to macroeconomics. The primary

reason that Minsky developed a link between

investment and finance at the microeconomic

level was to employ it as a piece of a macroeco-

nomic model designed to explain cyclical fluctua-

tions in advanced capitalist economies. It is less

clear that this is the objective of mainstream

research. Much of the work in the mainstream is

motivated by microeconomic concerns alone, and

no macroeconomic generalizations are even

attempted.

A strand of research within the real business

cycle approach has actually incorporated the cap-

ital market imperfections research. In these mod-

els, financial constraints affect the size of the cap-

ital stock, and output fluctuates when the capital

stock changes for entirely supply-side reasons.

This approach has little, if any, intellectual com-

mon ground with Minsky or Keynes and is not

very interesting.

There may be a closer link between Minsky’s

perspective and recent research investigating the

“ c redit channel” as a monetary transmission

mechanism. The credit channel literature is trying

to understand the large empirical effects of mon-

etary policy on the real economy, especially since

many researchers believe that the interest elastici-

ties of consumption and investment are quite

small. An example of this is the recent paper by

Ben Bernanke and Mark Gertler, “Inside the

Black Box: The Credit Channel of Monetary

Policy Transmission.” They argue that the bal-

ance sheet conditions of the kind that Minsky

might have emphasized have a role to play in

aggregate fluctuations. Monetary policy affects

balance sheet conditions, which in turn affect

access to credit and thereby investment.

This type of research may move the main-

stream conception of aggregate fluctuations in

the direction of Minsky, but fundamental differ-

ences remain. First, in the mainstream credit

channel perspective, financial factors work

through what Bernanke and Gertler call the

“financial accelerator.” As such, financial factors

a re a propagation mechanism for “shocks.”

Financial factors help explain why fluctuations are

substantial, but do not explain the source of the

fluctuations. In Minsky, the finance-investment

link not only propagates instability, it is the very

source of instability. Financial cycles are inherent

to the modern system and do not depend on

exogenous shocks.

Second, the Kalecki-Levy link between aggre-

gate investment and aggregate profits present in

Minsky’s framework is not to be found in the

mainstream. This link implies that higher invest-

ment leads to higher profits, which increase cash

flow necessary to raise future investment more.

This occurs because higher cash flows provide

sources of internal funds, raise margins of safety,

and increase access to debt. The expansion has its

limits, however, as the economy appro a c h e s

capacity constraints that limit the extent to which

new investment can generate the profits necessary

to validate the debt incurred to finance past

investment. The result is an endogenously gener-

ated downturn. There is really no similar mecha-

nism in the mainstream with respect to aggregate

fluctuations.

Third, Minsky rejected the neoclassical synthe-

sis view that deflation (or disinflation) pushes the

economy to full employment equilibrium. His

rejection was, not surprisingly, based on financial

relationships: because historical liability structures

a re denominated in nominal terms, deflation raises

the incidence of bankruptcy and insolvency and

lowers investment sufficiently to overcome any

stimulus to demand that arises from increasing

consumer wealth via the “real balance effect.” If

this criticism is right, then no good foundation

will remain for cherished mainstream conclusions

such as the long-run neutrality of money or the

dominance of supply-side factors (and the exclu-

sion of Keynesian demand-side considerations) in

the theory of economic growth. In spite of the

relative openness of more recent mainstre a m
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on microeconomic foundations of finance and

investment, but there are many interesting aspects of

M i n s k y ’s work, even at the micro level, that are not

adequately captured in mainstream models. E m p i r i c a l

work motivated by mainstream theory is stro n g l y

s u p p o rtive of the kind of microeconomic finance-

investment links that were emphasized by Minsky.

However, much less work is being done in the

mainstream that reflects Minsky’s insights with

respect to macroeconomics. This is true both

about the source and nature of business cycles

and about m a c roeconomic policy.

PE R RY ME H R L I N G

Instability and the Distribution of
Corporate Debt

Hyman Minsky saw capitalism as essentially a finan-

cial system and argued that the behavioral attrib-

utes peculiar to a capitalist economy stem from the

impact of finance on the economy. This perspective

implies that every economic agent behaves like a

bank in the sense that each agent attempts to bal-

ance cash inflow and cash outflow over periods of

time. Persistent failure to do so leads to bankru p t c y.

Minsky called this the re s e rve or cash constraint.

In the case of firms, the problem is to ensure

that their cash inflow is greater than or equal to

their cash commitments over a particular period.

F rom this point of view, the “promise” of capital,

that is, fixed capital investment, is profit. Firm s

expect their cash inflow to be greater than their

cash outflow on the average, but because they

operate in an uncertain environment, at times cash

inflow can be less. Given the long-lived and re l a-

tively illiquid character of fixed capital assets, they

cannot be used to tide firms over such occasions.

Investment in such assets could not take place if the

f i rms did not have some way of refinancing when

their cash inflow fell short. The mechanisms of re f i-

nance are there f o re the key to understanding the

d e t e rminants of investment.

Investment in Minsky’s conception is thus not

just a function of the interest rates, but is a func-

tion of refinance expectations, the expectations

that firms have about their ability to get short - t e rm

finance when they need it. These expectations are

based not just on psychology, but on looking

a round and seeing how financing works. One way

thinking to the idea that financial structure plays

an important role for investment, little, if any,

headway has been made to obtain recognition for

what Minsky (and Keynes before him) had known

for decades: The linkage between aggre g a t e

expenditure and financing implies that deflation

may very well not be stabilizing.

Minsky laid great emphasis on macro e c o n o m i c

policy, especially on the link between macroeco-

nomic policy and financial instability. Mainstream

models such as the credit channel model use cap-

ital market imperfections to explain why money

matters. In the credit channel model, expansion-

ary monetary policy has two effects. It makes

bank loans more available to firms and house-

holds that must rely on banks for credit. It lowers

interest rates, and the resulting rise in asset prices

creates stronger balance sheets for firms, which

improve their access to external finance.

This view is potentially useful, but it has a

much narrower scope than Minsky’s “big bank”

ideas. In Minsky’s view, monetary policy inter-

vention, including lender-of-last-resort activities,

is a fundamental part of the necessary structure to

contain financial instability. He believed that

without this intervention we would have had

much more severe financial crises than we have

observed in the postwar period. Additionally,

there is a contrast with the moral hazard perspec-

tive. The mainstream cites moral hazard as the

reason lender-of-last-resort intervention is not

desirable. Minsky takes a much more sophisticat-

ed and dynamic perspective on this issue. He does

not deny that this type of intervention can lead to

increased financial fragility by validating risky

financial practices, but he argues that not inter-

vening also has great risks, in particular, of debt

deflation and depression. 

As far as fiscal policy is concerned, there is nothing

in the new mainstream re s e a rch that is similar to

M i n s k y ’s idea of “big government.” Minsky arg u e d

that government deficits in contractions sustain

a g g regate profits, which helps avoid triggering a chain

of bankruptcies that can change a downturn into a

d e p ression. Mainstream “New Keynesian” re s e a rc h ,

having accepted the view that expansion of govern-

ment spending will crowd out capital formation in the

long term, largely ignores fiscal policy for purposes of

economic stabilization.

To conclude, there are some useful theoretical

links between Minsky and recent mainstream work
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is to borrow from some other firm in a similar but

opposite position; if one firm is in deficit and another

f i rm is in surplus, the former may be able to borro w

f rom the latter. More generally, such short - t e rm

financing takes place ultimately through the lender of

last re s o rt, which is not a deficit or a surplus agent,

but, in fact, is injecting new liquidity into the system. 

In Minsky’s analysis of investment, investors in

the economy can range from hedge to speculative to

Ponzi investors, depending on the balance between

their cash commitments and their cash inflow. The

investment situation at a given moment can be

described by a frequency distribution showing the

balance between cash commitments and cash inflow

among firms. The skewness of that distribution will

indicate the overall balance in the economy between

cash commitments and cash inflow. Changes in the

financial stru c t u re, for example, the movement fro m

robust to fragile finance, can be described in term s

of changes in the distribution.

The empirical counterpart to such a distribution

was calculated using diff e rent measures of corporate

liquidity for every year from 1954 to 1991 for the

nonfinancial corporations in the Compustat database.

An interesting feature of the empirical distributions is

that they are remarkably stable, that is, the shares of

d i ff e rent types of firms stay roughly the same for the

e n t i re period. The distribution is also skewed to the

right and mean-re v e rting, suggesting that the follow-

ing mechanism (expected in theory) is at work in the

data: The cost of servicing large debt burdens dis-

courages firms from borrowing large amounts, while

the opportunity cost of holding balances discourages

f i rms from accumulating large balances.

The examination of corporate liquidity over time

revealed that the level of liquidity maintained by a

typical firm has declined and both the variance and

the positive skewness of liquidity levels have

i n c reased. To gain further insights into the

processes leading to these trends, corporate liquid-

ity was decomposed into internal liquidity and

e x t e rnal liquidity. Internal liquidity is a measure of

the extent to which the financing needs of corpora-

tions are met within the corporate sector, that is, by

s h o rt - t e rm borrowing from other corporations.

E x t e rnal liquidity is a measure of the extent to which

the financing needs of corporations are met outside

the corporate sector, that is, by net short - t e rm bor-

rowing from the rest of the economy. The data indi-

cate that from early 1970s the corporate sector

i n c reasingly became a net borrower in the short -

t e rm financial markets. Internal liquidity declined

somewhat from 1954 to the early 1970s, but then

stabilized and rose throughout the 1970s. The

i n c reases became more pronounced in the 1980s.

Minsky characterized contemporary American

capitalism as money manager capitalism. The

beginning of this phase was probably associated in

his mind with the Reagan-Volcker episode. The

s t rong rise in internal liquidity and the increase in

volatility in corporate liquidity as a whole in the

early 1980s can probably be considered as empiri-

cal indicators of the new, money-manager phase of

capitalism. More re s e a rch is definitely needed in

o rder to understand the dynamics of this new

phase. Such re s e a rch can profit from Minsky’s

work and, to some extent, from certain ideas in

m o d e rn finance theory.
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t u rned out, was a sideshow. The emerging world,

financed by the developed world, had a spectacular

boom that drove commodity prices sharply higher,

remained a full-fledged boom for six or seven years,

then ended in a bloodcurdling bust. The Fed became

the de facto global lender of last re s o rt when it chose

to ease interest rates aggressively last fall amid

s t rong domestic economic growth. The Fed had no

choice; collapsing emerging economy conditions, for

a moment in time, put U.S. financial markets under

e x t reme pre s s u re. 

The risk now for the Fed is at home and involves

U.S. asset prices. Greenspan and others at the Fed

see as their responsibility goods and services price

stability; asset prices, they contend, are not to be

d i rectly responded to. But if one carefully re v i e w s

what happened in the United States and in Japan in

the early 1990s, one discovers that in rare circ u m-

stances, asset prices, if they get to extreme heights,

make monetary policy impotent. The Fed was cor-

rect in taking a global vantage point last year, but

now it must think long and hard about what con-

stitutes too much of a good thing for U.S. asset

m a r k e t s .

It is important to understand the re l a t i o n s h i p

between the Goldilocks backdrop and the boom for

domestic and world economic activity. The collapse

of communism radically changed attitudes both

h e re and abroad, and the result was a quantum leap

in capital flows into the emerging world. With the

fall of communism, many believed that political

risks had greatly decreased and that country risk

analysts, who examine political events and assess

investment risk, were no longer needed. With coun-

t ry and currency risks no longer considered, invest-

ment decisions were based solely on rates of re t u rn .

And it was almost always decided to fund pro j e c t s .

As a result, in 1989 something on the order of

$25 billion in private capital flows went from the

developed to the developing world. In 1997 it was

$300 billion.

P rojects were approved that resulted in empty

o ffice buildings and golf courses a thousand miles

f rom nowhere. As they began to fail, investors

began to re t reat. As disappointments multiplied,

capital flight began in earnest. The resulting surg e

in interest rates in developing economies ensure d
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The Federal Reserve Goes Global

In July of 1997 Alan Greenspan adorned the cover

of Business We e k as the premier architect and cham-

pion of a brave new world. At that time we were

told that savvy corporate managers, exploiting new

i n f o rmation technologies and investing in untapped

e m e rging economies, were going to deliver a super

i n f l a t i o n - f ree, earnings-rich economic boom that

would eliminate business cycle concerns. One year

l a t e r, the world had changed. Emerging economies

had collapsed and asset markets in the United States

w e re under a great deal of pre s s u re. The Fed

i g n o red domestic economic strength, took its cue

f rom plunging asset markets, and eased monetary

p o l i c y.

Today Asia looks a bit better, Latin America

seems to have hit bottom, and in the United States

i n t e rest rates are easing amid brisk economic

g rowth. The U.S. equity market continues to con-

found traditional valuation measures as it climbs

ever higher. To some these developments mean that

we have re s u rrected the brave new world frame-

work, but a diff e rent framework explains the last

several years. It is based on the Minsky model, put

in a global context. 

The boom-bust cycle is alive and well. The

Goldilocks condition in America from 1992 to

1997—not too hot, not too cold, just right—as it
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recession. The list of projects that failed got much

longer and the result was a Minsky world in which

most everybody was a walking bankru p t .

By mid 1998 Asia was in deep recession, Russia

had collapsed, Brazil was on the brink, and equity

markets in the developed economies were falling.

U.S. money center banks lost 50 percent of their

market capitalization over a three-week period in

1998. The developing world was in recession and

the United States financed a fair amount of it. Our

banks were under duress as a consequence. The Fed

recognized this and eased monetary policy. The

Minsky model worked with the Fed as global lender

of last re s o rt .

But the success of Fed policy led some to believe

that the risk of exuberance is a thing of the past. On

the face of it, life couldn’t be better in the United

States. Economic growth is running over 4 perc e n t ,

the jobless rate is at 4.2 percent, and the rate of

inflation as measured by the consumer price index is

less than 2 percent. With the collapse of developing

economies, about $300 billion of capital that had

flowed into the developing world re t u rned home to

fuel the domestic boom. Millions of undere m-

ployed or unemployed Asians are also playing an

i m p o rtant role. Imports have soared as their prices

have dropped. Now, where does that leave the Fed?

It leaves it on hold, given its current constru c t .

P reemptive tightening is gone, and the Fed tightens

if and when it sees core inflation rising for several

months running. This is a risky policy, especially in

light of U.S. asset prices.

If we are in an environment over the next 12

months in which the CPI is dormant, the Fed’s

hands are tied, and asset prices are climbing, we

have a real problem. Right now it is only in the

I n t e rnet world that asset prices are excessive. We do

not want the rest of the market to follow that pat-

t e rn, because then the Fed is impotent.

FR A N K A. J. VE N E R O S O

I rrational Exuberance: A Minsky 
Model of Financial Instability with
an Equity Market and Adaptive
Expectations Behavior

The current situation in the United States is alarm-

ing in terms of financial instability. The equity mar-

ket is more overvalued than it has been at any prior

valuation peak. Capital stock is growing above

t rend by a substantial margin. Consumption is

g reater than income, resulting in rapidly gro w i n g

private debt. The banking crises that characterized

d e p ressions of the past are situations we have

l e a rned to handle through deposit insurance, lender

of last re s o rt operations, and so forth. What we are

seeing today is a diff e rent kind of pro b l e m — t h e

s o rt of financial fragility addressed by Hyman

M i n s k y.

Minsky said that financial fragility creates an ana-

logue for Fisher’s debt deflation process. Minsky

used a simple national accounts identity, which was

basically that investment is equal to the sum of sec-

toral saving. So investment is equal to profits plus

household saving plus government saving plus for-

eign saving. If we assume that household, govern-

ment, and foreign savings do not change much over

the cycle, then investment is depressed and pro f i t s

will fall. Once profits are depressed, there is a

d e c rease in cash flows to validate the debts that

w e re accumulated over the cycle. When faced with

an inability to meet the payments on the inherited

debts from the past, firms liquidate assets and cut

wages and capital spending. That causes them to

reduce investment, which causes profits to fall.

Debts become more difficult to pay, which causes

f i rms to cut investment more, and the result is a

recursive debt deflation process, but without a price

d e f l a t i o n .

Of two models used to explain investor behav-

ior—liquidity pre f e rence and adaptive expecta-

tions—adaptive expectations better fits the re a l

world and better explains the form of financial

instability seen today, especially if one intro d u c e s

an equity market into Minsky’s model.

In an economic expansion there is a tendency for

equity prices to rise above trend. In a long period in

which equity prices have appreciated above tre n d ,

an equity bubble can be generated by the adaptive

expectations of the households that buy equities.

One can see the same kind of adaptive expectations

or extrapolative expectations behavior re g a rd i n g

equities by firms. Given an equity bubble, firms will

not view equities as a cheaper form of finance than

debt. Instead, they will perceive the higher re t u rn to

equities, relative to debt, as an appreciation of

e q u i t y claims. They will, there f o re, not issue equity.

With this kind of speculative behavior, driven by

adaptive expectations, the equity market does not

p rovide the finance that precludes financial fragility. 

In the United States there is an unpre c e d e n t e d

equity bubble. Valuations are 50 to 75 perc e n t
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higher than any prior peak. Yet firms are buying

equity to the tune of 2 percent of GDP and are

doing so by issuing debt. What exists is a full-blown

Minsky model, driven by adaptive expectations, with

all the market components of finance that generate

e x t reme financial instability. When this whole pro c e s s

comes to some kind of a limit or encounters a shock

that finally depresses investment and spending, the

system will go into a recursive debt deflation

dynamic that bursts the whole bubble.

RO B E RT W. PA R E N T E A U

I rrational Exuberance: A Minsky 
Model of Financial Instability with
an Equity Market and Adaptive
Expectations Behavior

The questions to ask are why does investment

activity continue even as data on the re t u rn on

capital look bad, why do firms continue to invest

when interest rates go higher, and why do cre d i-

tors continue to fund them? The rational expecta-

t i o n s model that developed about 30 years ago

should have been particularly applicable to financial

markets, which are some of the most liquid markets

in the world. But the model is not applicable

because there is fundamental uncertainty when it

comes to re t u rns on capital. There are certain cru-

cial decisions, including investment, that have to do

with things about which we cannot form rational

expectations. Thus, the rational expectations model

is inappropriate from the start .

L i t e r a t u re in the field of behavioral finance

a rgues that agents in the market are fully rational,

maximizing beings. Other factors, however, play a

role in the decisions of agents. Among these other

factors are anchoring, overconfidence, and herd i n g .

Anchoring refers to the tendency for people to use

their present situation as the basis for decisions.

O v e rconfidence is the tendency for people to think

they know more about the market than they actu-

ally do. Herding is the tendency for agents to fol-

low their competitors. All of these factors limit the

usefulness of the rational expectations model and

make the adaptive expectations model more valuable.

S u rveys of investors indicate just how far off

their expectations can be. In one surv e y, mutual

fund investors were asked what they believe will be

the total annual re t u rn on stocks over the next 10

years. Their average answer was 34 percent. On the

basis of historical data on stock re t u rns, the pro b a-

bility of real annual re t u rns of 25 percent or gre a t e r

over the next 10-year period is less than 1 percent. 

Analysts’ earnings expectations, which should be

fundamental to any equity market valuation, tend

to be behind the curve when earnings are stro n g .

When earnings are weak, analysts tend to overe s t i-

mate the actual level of earnings. There is roughly a

year and a half lag between the time analysts’ earn-

ings expectations peak and actual earnings peak.

F rom 1994 on, operating earnings growth was

s t rong for a long time and analysts undere s t i m a t e d

what earnings would be, creating a setup for a

s t ructural break in earnings growth. In 1985 five-

year forw a rd earnings growth expectations avera g e d

between 11 and 12 percent. In 1996 they went up to

13 percent, and now they are at 15.5 perc e n t .

In 1998, earnings of the companies in the

S t a n d a rd and Poor’s index were down 5 perc e n t

and NIPA profits were down. Yet there is an extrap-

olation on long-term earnings growth at a double-

digit pace, two or three times nominal GDP rates.

And this is forgetting for the moment that we are

looking at operating earnings and that company

statements may not reflect true earnings. Companies

have write-offs that can be equal to 15 percent of

e a rnings at times. The SEC is scrutinizing i n c o m e

statements, asking companies to restate their earn-

ings because they do not look right. 

Companies are now issuing debt to re p u rc h a s e

s h a res. That means a debt load is being built up. In

the last year and a half we have had one of the

l a rgest corporate issuances that we have ever seen.

Because we have given managers stock options, we

have created a new moral hazard in that manage-

ment is buying back stock and using debt to lever-

age its re t u rns. That is a very dangerous and curious

twist in postwar financial history. 
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Since the crisis began 18 months ago in East

Asia, the debate has rightly focused on interna-

tional financial capital mobility and capital account

g o v e rnance. Problems in these areas exist inde-

pendently of the particular exchange rate arr a n g e-

ments and re p resent a deeper set of issues than

exchange rate flexibility. The debate is about the

merits of capital mobility and the further liberaliza-

tion of capital flows. The case for further liberaliza-

tion rests on two arguments. First, liberalization

i m p roves the efficiency of global allocation of scarc e

capital; lenders can benefit from higher rates of

re t u rn, and borrowers can benefit by access to more

capital at slightly lower costs. Second, to the extent

that world capital markets are liberalized, investor

p o rtfolios can become more diverse, reducing risk

f rom random variations in income and making

e v e ryone better off.  The same process may raise the

underlying rate of growth in the world economy to

the extent that more risky projects with higher rates

of re t u rn and faster growth rates are undert a k e n .

On the opposing side, there are three arg u m e n t s

against capital mobility. The first is Keynes’s arg u-

ment, which he made in the 1940s, that capital

mobility can lead to misaligned interest rates that

a re inconsistent with full employment. Underlying

the Keynesian argument is the notion that capital

moves a c ross countries in search of higher re t u rn s .

This arbitrage process tends to pull rates up in coun-

tries in which they are low and pull rates down where

they are high. Countries that need low interest rates

to attain full employment may thus be locked into a

condition of persistent unemployment.

The second argument is the Minskian arg u m e n t

that capital mobility can create financial instability. A

combination of speculation and herd behavior can

lead to asset market bubbles and accompanying

booms in some countries. In developed countries

such speculative booms are characterized by asset

bubbles and capital inflows that can lead to exchange

rate appreciation and job losses in export industries;

the United States in the 1980s is an example. The

negative effects are greater when the degree of global

integration is gre a t e r. The same process can unfold in

developing countries. However, they face an addi-

tional problem in that often their borrowing is

denominated in foreign curre n c y. When the bubble
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I n t e rnational Finance and Problems 
of Capital Account Govern a n c e

Hyman Minsky’s work has become more re l e v a n t

today as the issues that he was writing about are

coming to the fore with the globalization of finan-

cial markets. Issues of international financial arc h i-

t e c t u re are important for working Americans

because international financial markets affect wages

and jobs. Since March of last year the American

economy has lost 381,000 manufacturing jobs and

f u rther losses are in the cards. That decline re p re-

sents over 50 percent of the manufacturing jobs

that were created between 1993 and 1998. These

job losses are a result of the continuing fallout fro m

the East Asian financial crisis, indicating that in the

face of a financial crisis, job losses can be rapid.

E x p o rts are down and imports are up for a combi-

nation of reasons: devalued currencies in the crisis

countries and the urgent search for fore i g n

exchange earnings by companies in those countries,

which now have a debt deflation associated with the

i n c reased burden of foreign curre n c y – d e n o m i n a t e d

debts. In the present economic environment coun-

tries are integrated through increased intern a t i o n a l

trade, and instability in financial markets becomes

ever more important for the real economy.

SE S S I O N 5 

I n t e rnational Institutional Restru c t u r i n g
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bursts, a depreciation of the exchange rate occurs,

thus increasing the burden of foreign debt. The crises

in East Asia, Russia, and Brazil over the last 18

months reflect this phenomenon.

The third argument against capital mobility is

that it can lead to a loss of policy autonomy. The

details of this loss depend on the exchange rate

regime in place, but the basic point is that capital

mobility increases the power of financial capital. In

doing so, capital mobility gives financial capital the

ability to veto economic policy it does not like. To

the extent that financial capital tends to have a pre f-

e rence for price stability or even mild deflation

(because that enhances the value of financial assets),

its influence can lead to a more deflationary policy

regime. This has been especially true in We s t e rn

E u rope for the last dozen years, where countries

have been afraid of imported inflation and exchange

rate depreciation and there f o re have tried to woo

the good opinion of capital markets by keeping re a l

i n t e rest rates at a slightly higher level. Of course,

with every country pursuing such a policy, the aver-

age real interest rate for We s t e rn Europe has risen.

The Mitterand experiment in the early 1980s was

in some ways a mild Keynesian reflation that was

clearly vetoed by international capital markets, forc-

ing a change in that policy. And, consistent with the

Keynesian argument, the high rates of unemploy-

ment in France date back to that policy shift.

In the ongoing debate on capital mobility, the

Washington consensus has clearly emphasized alloca-

tive efficiency and portfolio diversification and has not

a d d ressed the arguments against unhindered capital

m o b i l i t y. In re g a rd to the crises in Mexico, East Asia,

Russia, and Brazil, the Washington consensus main-

tains the problems arose because of insufficient trans-

p a re n c y, surveillance, and openness. Insufficient infor-

mation led to bad investment decisions. Lack of open-

ness led to an insufficient amount of market discipline,

which there f o re encouraged investors to make bad

decisions and believe that they would not have to face

the consequences. Underlying this diagnosis is the

s o rt of rational investor model that Minsky opposed.

T h e re is absolutely no evidence that lack of

i n f o rmation has been the cause of the problems.  In

fact, a common finding has been that many banks

a p p a rently did not even use information that was

available when making lending decisions. Ongoing

loans to countries were made on the basis of prior

relationships and a fear of losing existing business.

Recent experience, such as the savings and loan cri-

sis in the United States during the 1980s and the

banking crisis in Scandinavian countries (the worst

banking crisis in Europe) in the early 1990s, also

suggest that the reasons for the crises lie elsewhere .

After all, these are countries that have some of the

best regulated and most transparent financial sys-

tems. Their experience shows that financial instabil-

ity problems are endemic to all systems, no matter

how well regulated or how transparent they are .

While no one would oppose an increase in trans-

p a rency and surveillance, it has to be recognized that

such measures are simply not enough. An agenda for

re f o rming the existing system of capital account gov-

e rnance has to be far more comprehensive. The

behavior of actors in the international financial sys-

tem—lenders, borrowers, and central banks—has to

change and the manner in which the system is coor-

dinated also has to change. Several measures have

been proposed to accomplish these goals.

As to changing lender behavior, one proposal is

a Tobin tax. The Tobin tax is often criticized

because of the need for coordinated action, the

a rgument being that in the absence of such action,

trading will just move to locations where there is no

Tobin tax. However, the same argument applies to

all international regulation and cannot be applied

selectively against the Tobin tax. Furt h e rm o re, even

if the Tobin tax cannot reduce speculation signifi-

c a n t l y, it still has a public finance rationale. The gov-

e rnment should tax the “bad” to create a win-win

situation: If regulators succeed in reducing specula-

tion through the tax, they prevent the “bad”; if they

fail to reduce speculation, they still raise re v e n u e

f rom the “bad.” This revenue can be used to re f l a t e

the global economy, particularly in helping devel-

oping countries.

A second proposal is the “Chilean speed bump,”

the idea that foreign investment has to be accom-

panied by a commitment on the part of the

investors to keep the funds in the recipient country

for a certain period of time. The fact that investors

know that they will be stuck in a country will give

them an incentive to evaluate the country on the

basis of fundamentals and give proper re g a rd to risk

and re t u rn. Also, governments that want to attract

f o reign capital will have an incentive to put in place

stable policy regimes that investors understand.

The Washington consensus has emphasized

i n f o rmation failures and economic cronyism as

causes of poor lender behavior. The re c o m m e n d e d

solution to overcome information failures is

i n c reased transparency and surveillance and to

o v e rcome cronyism is increased openness and the
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the problem of moral hazard by forcing banks to

i n t e rnalize risks  fully.  The same objective can be

attained with asset-based re s e rve re q u i rements by

identifying the riskier types of assets and placing a

higher re s e rve re q u i rement on them. Furt h e rm o re ,

asset-based re s e rve re q u i rements do not have the

destabilizing tendency that risk-based equity

re q u i rements have during recessions, when loan

defaults and equity write-offs are common. In a

recessionary phase banks have to raise new capital

and risk-based equity re q u i rements make it hard e r

for them to do so, thereby worsening asset price

deflation and credit contraction. In contrast, asset-

based re s e rve re q u i rements can s e rve as a counter-

cyclical mechanism. When loans default, the attached

re s e rve re q u i rements are released, thereby mitigating

any liquidity pre s s u re faced by the banking system.

The other aspect of central bank behavior that

needs to be changed is the conduct of exchange rate

i n t e rvention. Under the current system, when a cur-

rency comes under attack, the central bank can no

longer effectively intervene in the fore i g n e x c h a n g e

market; the central bank of a country with weak

c u rrency will be beaten by the speculators who have

re s o u rces to out-leverage it. The only way to avoid

this is if the central bank of a country with strong

currency i n t e rvenes to defend itself against appre c i-

ation. The “power of the printing press” can be

mobilized and speculators will face inevitable bank-

ruptcy if they try to bet against the stro n g - c u rre n c y

central bank.

These proposals to re f o rm the intern a t i o n a l

financial system have been subjected to two main

criticisms.  The first is that they need intern a t i o n a l

a g reement.  However, since coordination is essential

to all types of international financial re f o rm meas-

u res, including the transparency and surv e i l l a n c e

re f o rms advocated by the Washington consensus,

i n t e rnational agreement is not a problem peculiar to

the policy measures proposed here .

The second criticism is that the proposals will

not work because markets will innovate and evade

them. Over time markets will evade the regula-

tions, but this does not invalidate the reforms; it

merely demonstrates that regulation is an ongo-

ing process that needs to be continually updated.

Sometimes regulators are lucky enough to get ahead

of the market rivals, as illustrated by the successful

financial regulations of the New Deal. Sometimes

regulators merely manage to keep up. However,

t h e re is no rationale for capitulating and surre n d e r-

ing public interest to the dictates of the market.

resulting market discipline. Cronyism is politically

s p o n s o red behavior rather than economic behavior

per se and, there f o re, economic re f o rms do not get

to the root of the problem. Political re f o rm that

allows the development of countervailing political

f o rces that can block such behavior will be more

e ffective. The basis of such re f o rm should be

human rights re f o rm and labor rights re f o rm that

implement the five core International Labor

O rganization standards. As Minsky pointed out,

the financial system does not operate in a vacuum

and the whole system of governance has to be con-

s i d e red in formulating re f o rm pro p o s a l s .

Labor standards can also re d ress income

inequalities and contribute to tilting the global

economy  toward growth led by the expansion of

domestic markets. Part of the global financial pro b-

lem is an outcome of the reliance on export - l e d

g rowth. Since one country ’s trade surplus is another

c o u n t ry ’s trade deficit, it has to be recognized that

this strategy cannot be globally sustained without

serious costs.

As to re f o rming central bank practices, there

should be a move away from the current system of

liability-based re s e rve re q u i rements to a system of

asset-based re s e rve re q u i rements. This should

apply to banks and to other financial institutions

that engage in the businesses that banks do. Asset-

based re s e rve re q u i rements can help re s t o re mone-

t a ry policy autonomy since it allows the central

bank to affect the cost of credit in diff e rent sectors

and to do so without raising the general level of

i n t e rest rates. 

For example, in a situation in which a pro p e rt y

sector boom is destabilizing, such as occurred in

Thailand, the policy objective would be to “cool”

the pro p e rty sector without slowing the whole

e c o n o m y. In a system with asset-based re q u i re-

ments, the central bank can raise the re s e rv e

re q u i rements on loans to pro p e rty sector compa-

nies, which would raise the cost of credit in that

sector yet leave the general level of interest rates,

and there f o re the exchange rate, unchanged. In the

case of international capital flows, the re s e rv e

re q u i rements can be targeted to short - t e rm inter-

national lending that is believed to be destabilizing.

Banks can be discouraged from making such loans

by requiring them to hold a higher re s e rve re q u i re-

ment on them.

Asset-based re s e rve re q u i rements are superior

to the risk-based equity re q u i rements negotiated

under the Basle Accords of 1988 to grapple with
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AN D R E W CO R N F O R D

Regulation and Supervision in the 
New Financial Arc h i t e c t u re

The principal force driving recent global initiatives

to strengthen regulation and supervision has been

the international financial crises of the 1990s, above

all that in Asia. The initiatives are also related to the

agenda for global financial liberalization. Although

this agenda may now be given less emphasis as

questions are being raised about the appro p r i a t e-

ness of more liberalization in the light of re c e n t

experience, there are various arguments linking lib-

eralization to strengthened regulation and superv i-

sion. For example, it is argued that once intern a-

tional financial stability has been re s t o red with the

help of strengthened regulation and superv i s i o n ,

then the task of liberalizing a country ’s capital

accounts can pro c e e d .

T h e re have been many financial crises thro u g h-

out the world since the 1980s. However, there is

an important distinction between the financial

crises in industrial countries and those in develop-

ing countries. The crises in industrial countries

w e re confined to the domestic banking sector or,

in the case of those also involving external pay-

ments and exchange rates, took place in countries

that posed no threats to international banks or

financial markets. In contrast, the recent crises in

the developing world have typically occurred in

countries characterized by substantial net indebt-

edness in the balance of their external assets and

liabilities. In most of the Asian countries aff e c t e d

by recent financial instability, weaknesses in the

banking sector, such as inadequate credit evalua-

tion, speculative lending, and failure to contro l

c u rrency risks, contributed to the outbreak of the

crises and to their amplitude. The question of to

what extent re g u l a t o ry re f o rm can help prevent or

at least contain future crises still remains. Such

re f o rms would have to involve the economies in

which the crises happen and the economies that

s e rve as the sources of the cro s s - b o rder capital

flows that are an integral part of the crises.

Banking regulation and supervision measure s

can be split into two categories. The first category

is legislative acts, other statutory rules and instru-

ments, and pronouncements and standards issued

by accounting bodies or bankers’ associations.

The second category is licensing and superv i s i o n

in the narrow sense and also sanctioned pro c e-

d u res and crisis management, such as deposit

insurance, enforcement of competition and

antitrust rules, bank insolvency proceedings, and

lender-of-last-resort facilities.

The objectives of bank regulations generally

include ensuring some level of competitiveness in

the sector, providing smaller (especially re t a i l )

clients with protection, and ensuring systemic sta-

b i l i t y. These objectives are related in various ways.

The recent growth of huge, sometimes global

financial conglomerates, typically involving securi-

ties business, insurance, and commercial banking,

poses serious threats to cro s s - b o rder and cro s s - s e c-

toral financial stability should such firms run into

d i fficulties. In practice, it is not always easy to draw

a line between measures to ensure the stability of

financial firms (prudential measures in the strict

sense of the term) and measures to ensure systemic

s t a b i l i t y, owing to the relations of some banks to

other financial firms and to the real economy and

owing to the danger of runs by depositors in banks

w h e re the difficulties start and in other banks.

Licensing policies often involve criteria designed

primarily to ensure adequate levels of competency

and integrity among those who own and control a

bank. However, licensing often also serves less lim-

ited objectives, such as avoiding over-banking, lim-

iting financial conglomeration, and, in the case of

f o reign entities, restricting foreign ownership of the

banking sector or ensuring that the parent institu-

tion is adequately supervised in its home country.

The objectives of licensing usually have pro x i m a t e

relations to banking stability, but cannot and have

not prevented banking crises.

P rudential regulation consists of preventive re g-

ulation, designed to curb banks’ risk taking and

thus reduce the likelihood of liquidity and solvency

p roblems, and protective regulation, designed to

p rovide support for banks should problems arise

nonetheless. Regulation concerned with adequate

management and internal controls has pre v e n t i v e

objectives, but the measures used often also have a

p rotective character. For example, the explicit

objective of prudential capital re q u i rements is

c l e a r l y p rotective, but capital re q u i rements for

c redit and market risks also clearly contribute to risk

management of assets and liabilities and to appro-

priate pricing of the diff e rent products and serv i c e s

a bank offers. These objectives can also be appro-

priately classified as pre v e n t i v e .

P rudential guidelines or rules may cover expo-

s u re to foreign exchange risks, risks due to larg e
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e x p o s u re to single counterparties or groups of

related counterparties, adequate liquidity, loan loss

p rovisions, consolidated financial re p o rting, coun-

t ry exposures, and banks’ internal controls and

i n f o rmation systems. Banking regulation and

s u p e rvision are also focusing increasingly on

banks’ remuneration systems.  The concern here is

primarily banks trading in investment activities and

remuneration that re w a rds high profits without

taking proper account of the risks incurred to

achieve them.

The carrying out of prudential supervision typ-

ically depends on banks’ submission of financial

re t u rns to regulators, external auditing, various

kinds of formal and informal contacts between

banks and regulators, and regular on-site superv i-

sion. There is now a trend in the re g u l a t o ry

regimes in most industrial countries and in several

others toward greater public d i s c l o s u re .This trend is

intended to strengthen the market discipline that can

be exercised on banks by their creditors and

i n v e s t o r s .

Implementation of improved banking re g u l a-

tion, particularly in the form of strengthened pru-

dential supervision in the areas outlined above, can

contribute to financial stability by lowering levels of

financial risk, tightening banks’ internal contro l s ,

i m p roving banks’ management of their assets and

liabilities, and reducing banks’ involvement in spec-

ulation. But how great would be the contribution

of the increased financial stability to avoiding future

financial crises? The continuing occurrence of finan-

cial instability and crises in the industrial countries

suggests that re g u l a t o ry and superv i s o ry re f o rm is

unlikely to provide fail-safe protection.  If this is the

case even in countries with developed financial re g-

ulation and supervision, it is all the more likely to be

so in developing and transition economies.

The limits to the effectiveness of regulation and

s u p e rvision stem from the fact that financial re g u-

lation is constantly struggling, not always success-

f u l l y, to keep up with financial innovation There is

a continuing danger that innovation in the form of

new practices and transactions, not yet adequately

c o v e red by the re g u l a t o ry framework, may prove a

s o u rce of financial instability. Another form of inno-

vation has resulted in reduced transparency in

recent years; the balance sheets and other returns 

of many financial firms have an incre a s i n g l y

chameleon-like quality, which reduces their value to

regulators. The tensions between financial innova-

tion and effective regulation in modern financial

markets are unlikely to disappear. One can imagine

a tightening of regulations sufficiently drastic to

come close to eliminating the dangers due to inno-

vation, but the tightening would be too stifling to

be politically acceptable in any country valuing

dynamism in its financial sector.

P e rhaps the most fundamental limitation in the

ability of regulation and supervision to pre v e n t

crises is the susceptibility of most banks’ assets to

changes in their quality resulting from changes in

economic conditions. As long as cycles of financial

boom and bust are features of the economic system,

as Minsky’s work on financial instability suggests,

t h e re will be unforeseeable deteriorations in the sta-

tus of many bank assets. It takes time for risks to

build up and become widely evident. Indeed, the

quality of loans can actually be enhanced for a while

by the financing boom of which they are a part .

But, eventually, the effects of excess capacity gener-

ated by the boom and of the overextended position

of financial firms are likely to combine with other

factors, such as rising interest rates, to transform the

boom into a movement in the opposite dire c t i o n .

In recent boom and bust cycles in developing

and transition economies, where banking crises are

combined with currency crises and where both

c ro s s - b o rd e r and domestic financing contribute to

the boom, the process seems to be fueled by forc e s

similar to those characterizing purely domestic

c redit cycles. The crises are also characterized by

h e rd behavior of lenders and investors, driven part l y

by the conditions their lending and investment

helped to create, but also by peculiarities of competi-

tion within the financial sector. These peculiarities

include poor credit evaluation, often exacerbated in

the case of cro s s - b o rder financing by lesser familiarity

with the borrowers and their economies, and pre s-

s u res on loan officers from target re t u rns on capital.

An important distinctive feature of boom and

bust cycles with a cro s s - b o rder dimension is their

impact on the exchange rate. Capital generally flows

in, in the first place, in response to exchange-rate-

adjusted re t u rns and on assumptions about the sta-

bility of the exchange rate. Outflows, in most cases,

occur in response to exchange rate movements in

contradiction to these assumptions, often with dev-

astating effects on net indebtedness and the

incomes of many domestic economic actors.

T h e re is a dynamic interaction between bro a d e r

types of financial instability and financial risks that

regulation and supervision have to contend with.

Tr a d i t i o n a l l y, concentration risks are handled
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t h rough limits on the size of exposure to part i c u l a r

b o rrowers. For this purpose, “borrower” is typically

defined to include a group of counterparties linked

by common ownership, common directors, cro s s

guarantees, or forms of short - t e rm commercial inter-

d e p e n d e n c y. However, a boom and bust cycle brings

into focus another type of risk, often re f e rred to as

the “risk of latent concentration,” as it leads to

deterioration in the economic positions of counter-

p a rties apparently unconnected in normal times.

Indeed, a common feature of boom and bust cycles

appears to be the exacerbation of risks of latent con-

centration as lenders move into an area or sector en

masse. Risks of latent concentration seem part i c u-

larly important in international financing and help

explain the difficulties of managing the risks associ-

ated with the phenomenon described as contagion.

To some extent, risks of latent concentration

could be handled through banks’ general loan loss

re s e rves and through higher prudential capital

re q u i rements for credit risks. Nonetheless, to a sig-

nificant extent, this type of risk has to be counted

among those due to external or macro e c o n o m i c

changes, which cannot be completely handled by

the tools of bank regulation and superv i s i o n .

Some may argue that if strengthened financial

regulation and supervision are accompanied by cor-

rect macroeconomic policies, the credit risks due to

boom and bust cycles can be significantly re d u c e d .

What is more, conditions will then be in place for a

re t u rn to the pursuit of the agenda of global finan-

cial liberalization. However, as Minsky’s work sug-

gests, one has to be skeptical about the notion of

“ c o rrect” macroeconomic policy and its capacity to

do away with macroeconomic instability.

Several interesting proposals have been put for-

w a rd to improve the regulation and supervision of

financial institutions with a view to pre v e n t i n g

financial instability and crises with a cro s s - b o rd e r

dimension in the countries that are the major

s o u rces of international lending and investment.

One is George Soro s ’s proposal for a radical exten-

sion of credit insurance through an intern a t i o n a l

c redit insurance corporation. It is hoped that the

much higher pro p o rtion of international lending

c o v e red by such insurance than is now covere d

would act as a disincentive to uninsured lending

and excessive credit expansion.  

The proposal has the great advantage of building

on existing modalities, those of the export cre d i t

agencies of OECD countries, which might be given

the responsibility of implementing the new scheme

on the ground. However, it would involve confer-

ring on a single body the responsibilities for setting

the risk criteria and cre d i t w o rthiness indicators. It is

doubtful that any possible candidate, such as the

I n t e rnational Monetary Fund or the credit rating

agencies, has a good enough track re c o rd to be

given such responsibilities. This difficulty and the

closely related issue of such concentration of power

in an international agency are insuperable obstacles

to the adoption of the pro p o s a l .

Other proposals include higher capital re q u i re-

ments for international interbank lending and lend-

ing to hedge funds, tighter controls on banks’

c o u n t ry exposure, and higher general loan loss pro-

visions to such exposures. These are useful ideas,

capable of contributing to a better functioning

i n t e rnational financial system, but it is unlikely that

they will banish financial instability and crises.

Good financial information is like oxygen for

banking supervision, since without it, eff e c t i v e

s u p e rvision is impossible. The public disclosure of

financial information, or transpare n c y, is also neces-

s a ry for the exercise of market discipline by lenders

and investors. Nevertheless, arrangements for pub-

lic disclosure have deficiencies. Some light is cast on

these limitations by two surveys of regimes of finan-

cial re p o rting regulation and supervision from 1992

t h rough 1994. Most of the countries covered by

the surveys have relatively advanced financial sec-

tors. Perhaps the most important point to emerg e

f rom these surveys is that while arrangements for

the provision of financial information are clearly

being strengthened in the countries covered, the

a rrangements still frequently fall well short of levels

now considered to be best practice, and even

t o d a y ’s best practice levels are unlikely to pro v i d e

anything approaching fail-safe protection against

financial instability and crises. More o v e r, unsurpris-

i n g l y, countries disagree as to what best practice is

and these diff e rences are often reflected in diff e r-

ences in policy.

It is also pertinent to note that the quality of

a rrangements of financial re p o rting reflects not only

the re g u l a t o ry regimes but also the standards, espe-

cially those relating to accounting, and the norms of

i n d u s t ry practice. Such standards and norms are

generally not quickly or easily acquired. They are

developed as a result of the eff o rts of participants in

financial markets and of regulators and superv i s o r s

to solve management and control problems that are

generated by the development of financial markets.

The standards and norms tend to reflect the stage
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reached in the process of financial market develop-

ment and the speed at which that development is

o c c u rring, important determinants of the opport u-

nity to find successful solutions.

Recent proposals for the establishment of a world

financial authority are based on two arguments. First,

since financial enterprises are becoming incre a s i n g l y

i n t e rrelated and cro s s - b o rd e r, their regulation and

s u p e rvision should also be carried out on a unified

and global basis. Second, a more globally uniform

regulation can be expected to exercise better contro l

over the instability of capital movements and curre n-

cies than the present patchwork of re g i m e s .

R e g a rding the first argument, there is indeed

considerable scope for strengthening national re g u-

l a t o ry regimes and eliminating their several, often

glaring lacunae. There is also definitely scope for

i m p roving cooperation between national superv i-

sors. However, it is doubtful that establishing a

world financial authority would be better for this

purpose than improving the functioning of the

institutions and modalities already in existence.

The second argument does not address the cen-

tral questions of how the power vested in the new

institution would be exercised and by whom. It is

p e rhaps not realistic to think that a global institu-

tion with genuine clout could be established on the

basis of a distribution of power markedly diff e re n t

f rom that of existing global financial institutions. If

this is true, there is no reason to assume that a

world financial authority will be more successful

than the International Monetary Fund in achieving

stability in financial markets. 

LAW R E N C E R. UH L I C K

Banking and Regulatory Supervision 
in Te rms of the Global Financial Crisis

It does not seem likely that a world banking author-

ity would have been able to prevent the pro b l e m s

that occurred in Asia. Much of the discussion about

a world banking authority does not take into

account the fact that events in Asia were larg e l y

unanticipated, which would have made it diff i c u l t

for any authority to take any action, for example,

placing restrictions on lending practices and the

buildup of exposures. Although “we all believe in

good regulation,” a crisis, when it hits, often over-

comes the regulations in place. Prudential re g u l a-

tions should be in place before a crisis, because

lending institutions tend to act slowly in the wake

of a crisis due to pre s s u res from shareholders, exam-

iners, and policymakers, making the post-crisis envi-

ronment the most difficult time to institute change.

One suggestion for prudential regulation is re s e rv e

re q u i rements to mitigate the problems caused by

potential buildups. Unfort u n a t e l y, identifying

w h e re buildups will occur is difficult; if they could

be identified (which would be necessary in order to

regulate them), the tools available to bank superv i-

sors could be applied to allay them, thus making

re s e rves against them unnecessary. 

Although re g u l a t o ry institutions are expected to

c o n t rol risk, in reality they monitor the lending

p rocess. Since it is hard to know with cert a i n t y

w h e re excessive risk-taking occurs, a consensus on

when to act to alleviate a potential crisis is diff i c u l t

to reach. There f o re, the idea of a world banking

authority is hard to fathom, especially in terms of

having ultimate re g u l a t o ry authority. In the United

States, the Federal Reserve and the Tre a s u ry

D e p a rtment disagree about re g u l a t o ry authority.

The European Union has a single banking dire c t o r

and central bank, but does not have a sole banking

regulator; rather, it gives re g u l a t o ry authority to the

home country of banks and not to the host country

(for example, a German bank in London is re g u l a t e d

by the German authorities and not by the British).

Banking regulators in Basle—a more h o m o g e n e o u s

g ro u p — a re struggling to reach a new capital

a c c o rd. Although a generally agreed-upon theore t-

ical approach to good banking supervision is art i c-

ulated in the Basle Core Principles, a p ro b l e m

remains in the execution of that approach—how to

judge excessive exposure, how to standardize these

judgments, and how to establish risk controls. The

d i fficulty in obtaining agreement among nations on

such standards prevents the creation of a global re g u-

l a t o ry authority in the near future .

However, the current system of cross-border

banking regulation can be improved, especially as

it applies to big, global banks (those that operate

in a dozen to a hundred countries). Unlike the

European Union system, under which the home

country supervises its banks’ activities at home

and abroad, the Basle Committee suggests that

regulatory responsibility should rest with the host

country for activities undertaken in that country

by all banks, whether they are domestic or fore i g n .

This plan might seem reasonable in theory, but in

practice a great deal of regulation of excessive expo-

s u res and risk controls is based on the judgments of
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individual regulators and there is no way to stan-

d a rdize those judgments. Problems would also

arise, for example, in applying U.S. capital stan-

d a rds to a large German banking group because,

although risk-based Basle standards exist, there are

d i ff e rences in accounting, financial re p o rting, and

allowances to undertake securities activities. A sur-

vey on bank supervision and holding company

s t ru c t u re conducted with the help of banking

associations in several countries found that the

re g u l a t o ry agency in some countries did n o t

attempt to regulate a branch of a bank that came

f rom a country with a strong re g u l a t o ry framework.

Regulators in other countries, however, would try

to examine and supervise the branch as a host

c o u n t ry re g u l a t o r. Other than the United States

and the United Kingdom, no country tries to pro-

vide umbrella supervision of a global bank. This

also holds for areas other than bank superv i s i o n

and holding company stru c t u re, such as risk con-

t rols and global trading activities. 

What is the solution to these problems? There

is no shortage of forums in which to discuss stan-

d a rdization, and many of these forums work

quite well despite difficulties in reaching agre e-

ment. Moving toward a system like that of the

E u ropean Union—with the diff e rence that the

host country can step in if a foreign bank’s activ-

ities are believed to pose systemic risk to the

h o s t ’s markets—would seem a practical move. If

a bilateral or multinational agreement could be

reached about the quality of the home country

consolidated supervision, then the role of host

c o u n t ry regulator could be placed on standby

and the burden placed on the home country re g-

ulator to supervise for safety and soundness. By

limiting their role, the home country re g u l a t o ry

agencies could reap efficiencies. From the nar-

rower perspective of a global banking org a n i z a-

tion that is trying to gain efficiency in how it is

s u p e rvised, such an approach would lead to con-

siderable benefits.
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f i rm behavior. However, he did not study finance

per se, but studied the relationship between finance

and the economic system. Minsky can also be con-

s i d e red an evolutionary economist because he

believed that instability is driven by dynamic forc e s .

M i n s k y ’s perspective is illuminating for at least

t h ree reasons. First, it focuses on the re l a t i o n s h i p

between economics and the social and institutional

setting. Within this framework agents are not simply

economic actors, but their behavior is historically

d e t e rmined by the social and institutional setting.

Second, his analysis is closely linked to economic

p o l i c y. He believed economic policy measures could

be devised to improve people’s welfare. For exam-

ple, his anti-laissez-faire theorem states that in a

world in which internal dynamics imply instability, a

semblance of stability can be sustained by conven-

tions, constraints, and intervention. The pursuit of

individual gain in the market leads the economy into

inflation, deflation, or rapid oscillation, and so the

economy will from time to time move away fro m

any reasonably defined notion of eff i c i e n c y. Third ,

Minsky developed aspects of Keynes’s monetary the-

o ry of production by introducing dynamic analysis

and institutional constraints that jointly determ i n e

the evolution of the system.

M i n s k y ’s work points to several directions for

re s e a rch: the application of his theory to the inter-

national arena; eff o rts to bridge the gap between

two strains of literature that have developed fro m

K e y n e s ’s work on production and on institutional

and monetary economics; and a mathematical

a p p roach to capture the evolutionary dynamics of

his theory.

PA U L DAV I D S O N

The Role of Financial Markets: E fficiency 
versus Liquidity and the 
Financial Fragility Hypothesis

Some economists say the role of international finan-

cial markets in a monetary economy is to incre a s e

e fficiency; others say it is to provide liquidity. If

K e y n e s ’s incompatibility thesis is correct, it may not

be possible to have both. The incompatibility thesis
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Political Economy of Hyman P. Minsky

T h ree themes that emerged in Minsky’s early writ-

ing remained important throughout his life’s work:

a dynamic vision of the economy based on an

endogenous explanation of the business cycle, a

nonlinear model based on ceilings and floors, and

the importance of evolution and innovation in

financial phenomena. These three themes joined in

the financial instability hypothesis and led to

re s e a rch into the determinants of investment in a

m o n e t a ry economy and the interaction between

cash flow and financial commitments.

M i n s k y ’s interpretation and expansion of

Keynesian analysis involved the observation that the

reliance of enterprise on finance makes capitalism

intrinsically unstable. Minsky has been criticized by

neoclassical economists for not laying out a form a l

m i c roeconomic foundation, but this criticism is

misplaced. His microeconomic foundation is more

complex than the neoclassical version, and his

m a c roeconomic results, unlike those of neoclassical

economists, coincide with the results deriving fro m

his microeconomic perspective.

Minsky can be considered a financial economist

because he concentrated on the financial aspects of
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states that flexible exchange rates and free intern a-

tional capital mobility are incompatible with full

employment and rapid economic growth in an are a

of multilateral free trade. Between World War II and

1973 the international payments system was in larg e

m e a s u re shaped by the incompatibility thesis. During

that period a stable international monetary system

p e rmitted global economic growth and unparalleled

p ro s p e r i t y, despite widespread capital controls, finan-

cial market regulations, growing labor union power,

rigidity in the labor markets, and the growth of the

w e l f a re state, all of which neoclassical economists

believe inhibit growth. Since 1973 worldwide gro w t h

has slowed, and there is considerable disagre e m e n t

about why.

Neoclassical economists believe that free mar-

kets and free capital mobility will create eff i c i e n c y,

g rowth, and full employment. Keynes argued that

they can derive this conclusion only by including

t h ree faulty axioms in their models: the neutrality

of money, gross substitution, and what can be

called the ergodic axiom, according to which a

s a mple from the past is considered and tre a t e d

as re p resentative of the future. Keynes’s arg u m e n t

was not accepted in the academic world. Instead, so-

called Keynesians, led by Paul Samuelson, accepted

these three axioms in their m i c roeconomic analysis

while using Keynesian assumptions in their macro-

economics. In the 1960s New Classical economists

demonstrated that Keynesian macroeconomic con-

clusions did not follow from these micro e c o n o m i c

assumptions. They concluded that Keynes was

w rong and that laissez-faire international trade

would improve economic welfare .

When the Bretton Woods system broke down

and balance of payments problems developed in

1973, the Keynesians did not have a solution, and

New Classical economists told policymakers to

d e c o n t rol exchanges. Since then the exchange rate

has become a medium for speculation. Banks’ trans-

actions in foreign exchange markets are about 70

times the volume of international trade in goods and

s e rvices. Exchange rate movements, there f o re ,

reflect changes in speculative positions rather than

changes in trade patterns. Flexible exchange rates

add to the risk for investors in international trade.

Once a firm is committed to an investment pro j e c t

in a particular country, a blip in the exchange rate

can cause it to lose both foreign and domestic mar-

kets, while it is stuck with the heavy sunk cost of

debt service that has to be met each period. Even if

the exchange rate works out in the long run, the

f i rm will go out of business if it cannot service its

debt in the short run. Since 1973 trade and invest-

ment in open economies have become the tail

wagged by the international speculator exchange

rate dog. Investment growth, economic gro w t h ,

and productivity growth have all declined by more

than half their rate in 1973.

Many of the proposed solutions to the global

financial difficulties are inadequate. No one opposes

better information, but that alone will not eliminate

financial fragility. There is no evidence that a To b i n

tax decreases volatility; it does not create any gre a t e r

disincentive for short - t e rm speculators than for

l o n g - t e rm investors. Some have called for the G7 to

act as lender of last re s o rt, but such coord i n a t i o n

would re q u i re more and more liquidity to solve suc-

cessive crises when the strategy instead should be to

p revent crises from happening in the first place.

Others have suggested a currency board, but this

c u re could be worse than the disease. Those who

p ropose free markets with flexible exchange rates fail

to realize that flexible rates will not always bring bal-

anced trade if the demand for exports is not suff i-

ciently elastic and that capital flows may suff e r. If

c o u n t ry A is attracting net inflows of capital because

investors in the rest of the world think profits are

high there, the exchange rate will rise and every o n e

will rush in, pushing the rate higher and higher until

it re v e r s e s .

Without liquidity the risk of being an investor

would be almost intolerable to most people, but

with an ord e r l y, liquid capital market, investors

have no legal or moral commitment to stay in the

market when things go wrong. If they cannot sell

their position, when something happens, they must

use the physical capital as best they can to meet the

new market demands. That would be the equiva-

lent of the efficient market hypothesis. As long as

investors can make a quick exit, they will not stick

a round to fix the situation. Thus, an efficient mar-

ket is one without liquidity.

Keynes pointed out that liquidity is a double-

edged sword. It allows people to raise funds that

they could not raise without it, but it also exposes

the economy to systemic risk. One way to have liq-

uidity and still maintain some level of efficiency is to

have a market maker that establishes a buffer stock

c o m m o d i t y, but any single central banker is going to

run out of funds if a big enough crisis hits. Another

solution is to make certain there is never a stampede

by obliging the country that receives the flows to

recycle them. Although this was never off i c i a l l y
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adopted as policy, the Marshall Plan succeeded in

doing this unoff i c i a l l y. In essence, there was one

c reditor nation that gave away its cre d i t s — roughly 2

p e rcent of its gross national product—to the debtors

as a gift. The effect was to make both the giver and

the receiver richer. The obligation to defend a cur-

rency in a crisis should always be on the cre d i t o r,

because the creditor is just as much a problem as the

d e b t o r, and the creditor has the re s o u rces to do

something about it. Such a policy does not look for

who to blame and punish, but how to solve the

p ro b l e m .

H. PE T E R GR AY

The Minsky Theorem in a World of
Integrated Financial Markets

An extension of Minsky’s theory from a closed

economy to a world of integrated financial markets

p rovides an explanation of recent international eco-

nomic developments. One of the most import a n t

factors in the Asian crisis was the removal of limits

on international capital flows before the newly

developing markets had the necessary “financial

i n f r a s t ru c t u re” in place. Financial infrastru c t u re is a

series of interlinked financial markets that function

under a known set of regulations, policies, and con-

ditions, such as a lender of last re s o rt and insurance

against the failure of deposit intermediaries. Anyone

who operates in a financial system must understand

the infrastru c t u re and the risks involved in doing

business in these markets. “Stability efficiency” is

the ability of a financial system to withstand an

adverse shock without having asset prices sink into

a downward spiral as pessimism and forced selling

re i n f o rce each other. Introducing stability eff i c i e n c y

into the infrastru c t u re may carry costs, and these

costs are balanced against the degree of risk that is

c o n s i d e red acceptable.

All governments have to struggle to keep re g u-

lations current in the face of changing technology

and institutional forms, but this is most difficult for

newly developed nations. Good financial infrastru c-

t u re re q u i res good macroeconomic financial policy,

a central bank with the power to introduce the

needed constraints and support systems, and the

acceptance by the financial community of the

authority of the central bank. Unfort u n a t e l y, many

o b s e rvers do not see the difficulties in setting up

p rudential regulation, and in some countries there

is a cultural reluctance to trust the central bank and

to accept its re g u l a t i o n s .

The International Monetary Fund pushed to

i n t roduce freedom of capital movement over the

past 10 years. Aggressive mutual funds rushed to

find emerging equity markets in which to invest,

and more tentative funds followed as a herd men-

tality developed. Unless there is a very eff i c i e n t

equity market, money that comes in from abroad is

not necessarily directed to the places where it would

do most good. The first impetus is presumably to

l a rger and better known firms, such as some of the

f i rms in Bangkok that failed within a month of

receiving a clean bill of health from a western

accounting firm. Wishful-thinking investors rely on

the local fund manager to get their assets out of a

c o u n t ry before the exchange rate collapses, and at

the first sign of trouble the urge to stampede in the

opposite direction takes over.

Now that the initial stages of the Asian crisis are

complete, firms that are damaged but not dead may

be taken over for a song by multinational corpora-

tions. But, the problem is not going away. We may

be able to reduce the number of crises in the future ,

but there will always be random shocks and vulner-

able countries. And one can expect that existing

institutions’ ability to bail out crisis countries will

diminish over time.

ST E P H E N RO U S S E A S

M i n s k y ’s Optimism about ‘It’ Not
Happening Again

Fisher and Keynes put forw a rd very diff e rent ver-

sions of the money-income relationship. In both,

nominal income is the product of the money sup-

ply and the velocity of money. Fisher believed that

velocity is stable over the long run and that the

price level varies pro p o rtionally to the money sup-

p l y. Keynes argued that not only was velocity

unstable, but it was a highly variable function of

the interest rate. 

Minsky extended Keynes’s relationship and used

it as the basis of his financial instability hypothesis.

By examining the changes induced in the underlying

financial stru c t u re of the economy by re s t r i c t i v e

m o n e t a ry policy, he showed how financial innova-

tions can make monetary policy irrelevant. It was

a tribute to Minsky’s insight that the British

R a d c l i ffe Report of 1959 found that the money
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supply had become largely irrelevant and cast

doubt on the ability of interest rate changes to influ-

ence the level of active demand. Unfort u n a t e l y,

h o w e v e r, Minsky’s seminal insights are still being

i g n o red by most monetary economists and the

Federal Reserve Board .

M i n s k y, like Keynes, believed in a world of

flux in which the short run was the most impor-

tant. Like Keynes, he did not believe in theories

of objective value, normal prices, central tenden-

cies, and centers of gravity. He believed that,

since capitalism is essentially and profoundly a

money economy, financial stru c t u res and their

innovations over historical time are of prime

i m p o rtance. His thre e - t i e red schema of hedge,

speculative, and Ponzi financing and the sponta-

neous shifts of financing across this financial

s p e c t rum generated an endogenous theory of the

business cycle. In times of crisis the overall debt

s t ru c t u re could not be validated because pay-

ments commitments in the aggregate would far

exceed aggregate expected cash flows and a

Fisherian debt inflation would follow.

Minsky’s strategy for stability relied on “big

government” with countercyclical fiscal policy

and on “big bank” acting as a lender of last re s o rt .

But there is a reluctance in government to play this

role. The world today is a dangerous place. Left-of-

center politicians, such as Clinton, Blair, and

S c h rö d e r, now take positions that at one time

belonged to the right: balancing the budget, undo-

ing the welfare state, skewing the distribution of

income from labor to capital. Financial assets are

hugely overvalued and long due for a crash, and an

unbridled global market system re g a rds itself as

p e rmanently installed. European governments are

primarily concerned with keeping inflation low,

despite high unemployment, and the Maastricht

Treaty has permanently installed monetarism as the

g o v e rning strategy of the central bank of the

E u ropean Union. It would be best to have mone-

t a ry authority in the United States under the politi-

cal control of the Tre a s u ry but that is not likely to

happen with pro-business anti-labor modernizers in

c o n t rol. Instead the economy is headed for a major

legitimation crisis in the not-too-distant future.
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a diff e rent set of rates. When positions go negative,

agents get an irresistible urge to liquidate them.

The International Monetary Fund’s conditional

lending programs in the Asian countries incre a s e d

i n t e rest rates in an attempt to stabilize currencies, but

this strategy only aggravated the crisis. In Brazil the

exclusive reliance on interest rates that are higher than

those in the rest of the world creates a potential for cri-

sis. Until the mid 1990s hyperinflation was a serious

p roblem in Brazil, but today the problem is the pos-

sibility of “hyperdeflation” and “hyperu n e m p l o y-

ment.” Both hyperinflation and hyperdeflation are

linked to the inappropriate use of interest rate policy.

Hyperinflation was solved largely by indexation,

but since indexation can never be perfect, the gov-

e rnment never manages to keep up in terms of its

tax receipts, with a negative impact on the deficit.

The government then must issue debt, but because

of Brazil’s past experience with hyperinflation, it can

issue only short - t e rm debt and doing so destro y s

the long-term capital market. The govern m e n t

loses control of the money supply and has only one

policy variable—the interest rate. But, the effect of

the interest rate on the fiscal position and the cost

of capital reduces investment and destroys the inter-

mediation of the financial system.

The period of hyperinflation in Brazil was diff e r-

ent from that in most other Latin American nations

in that it was characterized by relatively high gro w t h

rates and surpluses in the balance of payments. In

the mid 1990s the government introduced the Real

plan to curb inflation. It was not that much diff e r-

ent from previous plans, but liberalization of the

trade account and the re t u rn of capital flows to

Latin America after the Brady solution to the 1982

debt crisis made success possible. High interest rates

w e re then successful in maintaining the exchange

rate. Capital inflows produced appreciation of the

exchange rate in nominal terms and the decline of

inflation produced appreciation in real term s .

H o w e v e r, the appreciation of the exchange rate had

a serious negative effect on the balance of payments. 

The Brazilian government worried that capital

inflows could threaten the high interest policy and

so it introduced a policy of sterilization or “negative

c a rry,” in which the central bank would borro w

domestically at 20 or 25 percent interest and lend in
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The Brazilian Crisis: From Inert i a l
Inflation to Fiscal Fragility

Latin American crises tend to be current account

crises, while the Asian crisis was arguably a capital

account crisis, caused by a rapid, substantial re v e r s a l

of inflow of capital. That reversal triggered what can

be called a Minsky crisis in that the reversal and sub-

sequent changes in the exchange rate and intere s t

rates created conditions in which agents had to sell

positions in order to maintain other positions.

These sales caused substantial imbalances in fore i g n

exchange markets and contagion spread. Could a

similar story be told about Brazil?

R e p o rts on the state of the Brazilian economy at

first exaggerated how bad the situation was, and

then, when the economy did not melt down, they

began to exaggerate how good the situation is.

Things are, in fact, much worse than one would

expect from looking at the operation of the capital

markets. The macroeconomic variables in Brazil are

similar to those in Asia. The impact of interest rates

on balance sheets must be considered. A sudden

change in the interest rate can cause a net pre s e n t

value reversal, meaning that what appear to be pos-

itive investment projects at one set of interest rates

and exchange rates can quickly become negative at
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the United States at 5 or 6 percent. Negative carry

adds to the fiscal deficit and encourages foreigners to

hold government debt. When the Asian crisis hit, the

Brazilian government had to raise interest rates

e x t remely high. Because about 95 percent of the

Brazilian government domestic debt is linked to the

o v e rnight interest rate, any increase in interest rates

automatically increases Brazil’s budget deficit and

causes a deterioration of the balance of payments.

These changes are independent of changes in the

exchange rate, competitiveness, or anything else.

Brazil suffers from a type of fiscal fragility that is

not linked to the fact that the fiscal system is not as

e fficient as it might be. Brazil at times has had to push

i n t e rest rates above 45 percent. No possible gro w t h

in exports could cover the deterioration in the bal-

ance of payments and no possible cut in govern m e n t

e x p e n d i t u re could cover the increase in the budget

deficit. The government had to give up its exchange

rate peg, but devaluation could not solve the pro b-

lem. Devaluation brought about only a small

i m p rovement in the balance of payments by decre a s-

ing imports, but it did not create an export boom. If

t h e re is going to be stabilization, interest rates will

have to come down, and interest rates can come

down only if there is a sufficient inflow, which comes

f rom a change in the balance of payments, not fro m

f o reign borrowing. Because there appears to be no

plausible way to reduce interest rates far enough to

p roduce stability in the balance of payments and the

fiscal deficit, one should be skeptical about the re t u rn

of confidence in the Brazilian economy.

DAV I D FE L I X

Open Economy Minsky-Keynes and
Global Financial Crises

In the 1930s mainstream economists were re a c t i n g

to the deepening global crisis by abandoning the

policies that stemmed from their theory, but without

abandoning the theory. A similar divergence

between theory and policy has occurred in re s p o n s e

to the Asian crisis. Part of Keynes’s exasperation with

his contemporaries was that their policies did not

follow from their theory. Mainstream economists

clung to the notion that a laissez-faire economy has

self-adjusting market forces that converge to full

employment equilibrium. The neoclassical synthesis

shifted the focus of instability analysis from re c u r-

ring financial crises, as in Keynes, to wage rigidities

and to short - t e rm cycles. It was acknowledged that

Keynesian demand deficiency could occur in the

s h o rt run, but there was wide agreement that self-

adjustment would bring the economy to full

employment in the long run. The Great Depre s s i o n

was reduced to an aberration, a worst-case result of

bad policies that were unlikely to be re p e a t e d .

I n t e re s t i n g l y, the revival of belief in self-adjustment

flourished despite two major theoretical diff i c t u l t i e s .

The first was the reluctant agreement that one of the

key elements in the self-adjusting mechanism—using

m a rginal productivity as a basic determinant of factor

s h a res—was invalid, and the second was Minsky’s

financial instability hypothesis. These theoretical diff i-

culties were ignored, and when the Bretton Wo o d s

pegged exchange rate system ran into trouble at

the end of the 1960s, the neoclassical synthesis

Keynesians accepted the New Classical case for float-

ing exchange rates and decontrol of capital markets,

and by the early 1980s these policies were adopted in

the global financial system.

Since the demise of the Bretton Woods system in

the early 1970s and the almost concurrent lifting of

capital controls, there has been a decline in gro w t h

rates of GDP, pro d u c t i v i t y, real investment, and

i n t e rnational trade volume. Unemployment rates

and inequalities in the distribution of income and

wealth have risen. More and more of GDP is

devoted to the sectors that transfer assets and risk,

such as finance, insurance, and real estate. The re a-

son for this is that floating nominal exchange rates

a re associated with more volatile real exchange rates;

investors can no longer base their positions solely on

fundamentals, but must incorporate their expecta-

tion of the speculative behavior of financial markets.

To d a y, Japan is caught in a Keynesian liquidity trap,

which is not supposed to happen in the neoclassical

world. The continuing slump is producing defections

f rom the mainstream on what constitutes sound

m a c roeconomic policies for countries in financial dis-

t ress. Paul Krugman, for example, recommends that

the OECD countries should pursue moderately infla-

t i o n a ry monetary policies, Japan should pursue a more

a g g ressive inflationary policy, and the less-developed

countries should also adopt capital controls. He admits

that the Asian crisis was not foreseeable by neoclassical

synthesis Keynesian theory, but he refuses to abandon

it. Although he criticizes the IMF for wro n g h e a d e d l y

f o rcing the Asian tigers into a deflationary macro e c o-

nomic policy that exacerbated debt deflation and

domestic crises, his views on the post-crisis re f o rm and

the arc h i t e c t u re of the international financial system
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to avoid future crises do not diverge much from the

I M F - Washington consensus. The long-run for

K rugman still belongs to neoclassical theory. Similarly,

the IMF initially responded to the Asian crisis by

demanding that Asian nations reduce their fiscal budg-

ets and tighten credit. When this strategy led to disas-

t rous results, the IMF began to encourage stimulation,

but this was a tactical defeat, not a doctrinal epiphany.

M i n s k y ’s financial instability hypothesis contends

that capital market dynamics are inherently unstable,

but his description of crisis and the solutions he pro-

poses apply in a closed economy. If the hypothesis is

re i n f o rced by incorporating Keynes’s view of open

economies, it has greater explanatory power than

the efficient market, rational expectations frame-

work. But globalizing Minsky’s solutions is unre a l i s-

tic because the conditions he re q u i res are not likely

to appear in our lifetime. An international Minskian

solution would re q u i re a global central bank as a

lender of last re s o rt, a large and integrated intern a-

tional public sector with automatic fiscal stabilizers

re i n f o rced by pro g ressive taxes and expenditure

s t ru c t u re, and a world government that is able to

counter the enhanced moral hazard and evasive mar-

ket innovations that threaten stability.

H o w e v e r, a modified version of the Bre t t o n

Woods system may become politically feasible in the

near future, with fixed target zones for the dollar,

e u ro, and yen re i n f o rced by the Tobin tax. This

would be a partial advance toward globalizing some

of Minsky’s policies, while allowing each country to

implement its own domestic policies.

NO R M A N GA L L

Brazil: Fiscal Federalism, Financial
Markets, and Social Contracts

The information coming out of Brazil is encourag-

ing: Inflation is down, interest rates have been low-

e red from 45 to 32 percent, the currency has grad-

ually strengthened, private money is pouring back

into the country, and the stock market is booming

again. However, it would be wise to heed Brazilian

o fficials’ warnings against excessive optimism.

T h e re are long-term problems in Brazil’s economy,

some of which stem from perverse incentives c re-

ated by its public institutions.

Minsky once said that a full employment economy

s u p p o rts democracy, but an economy based on trans-

fer payments supports resentment. Large-scale public

transfers are common to nearly all modern

economies, but when they grow to rival market

mechanisms and when their scale can no longer be

c o n t rolled without injuring or destroying import a n t

niches within the economy, they can be destructive. In

Brazil transfers—in the form of pensions, payments to

states and municipalities, interest payments, and bank

bailouts—have reached that level. The govern m e n t

c o n t rols only about one-third of Brazil’s $160 billion

federal budget. The rest is tied up in constitutionally

mandated transfers.

B r a z i l ’s federal, state, and municipal govern m e n t s

spend roughly 5 percent of GDP on interest pay-

ments every year, but it is the growth of pensions

that is at the core of Brazil’s fiscal problem. Pensions

generate 40 percent of spending at all levels of gov-

e rnment and absorb 22 percent of GDP. Most

re t i rees (87 percent) receive roughly $120 a month,

about equal to what one could earn at a minimum

wage job. The other 13 percent, however, can re t i re

under special regimes as early as age 45 or 50 with

pensions of $20,000 or more per m o n t h. Early

re t i rement has gotten to the point at which there are

27 re t i red police colonels for each one on active

d u t y. These individuals, members of politically influ-

ential professions, absorb one-third of all benefits.

It is easy to understand why Brazil suffers re c u rre n t

fiscal and currency crises. Inflation was a tax that

allowed the government to fudge problems such as

excessive pensions, but when inflation stopped, the

fudging stopped and the reality became cleare r. The

federal government keeps shrinking its discre t i o n a ry

spending on education, health, highways, agriculture ,

the armed forces, and public security, but pensions are

g rowing faster than the federal payroll is shrinking. As

the pension bill grows, so does the deficit and so does

i n t e rest on the public debt.

E v e ryone blames political pre s s u res from the

middle class. It is easy to pass laws against banks and

big landowners, but laws curtailing entitlements o f

b u reaucratic sectors of the middle class are diff i c u l t

to pass because the recipients are embedded in the

power stru c t u re. Legislative and judicial branches

of federal and state governments, granted autono-

my by the constitution, give themselves genero u s

salaries and pensions. Brazilian politicians believe

that practical solutions are politically impossible.

This belief is confirmed by the frustrated eff o rts of

P resident Cardozo to end privileges of stakeholders,

civil servants, and pensioners. But, some eff o rt at

re f o rm is necessary to consolidate Brazil’s political

and monetary stability.
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sis was not a currency crisis per se, but a financial cri-

sis. Before the crisis, many elements of financial

fragility were present, such as large and volatile cap-

ital inflows, short - t e rm lending, the carry trade (bor-

rowing in Japan at low interest rates and lending

e l s e w h e re in Asia at higher interest rates), speculative

lending and investment, and declining pro f i t a b i l i t y

of exports caused by overcapacity and the increase in

the dollar (and the Asian currencies pegged to it) re l-

ative to the yen. Because the stability of the

exchange rates had been maintained for a number of

years, expectations gradually developed that it would

continue and, there f o re, the estimated risk in the

c a rry trade was downgraded.

The stability was disrupted by what Minsky called

a “not unusual event,” some small event that

becomes more likely to occur given incre a s i n g l y

fragile conditions but is not foreseen. In this case, it

was the failure of the Bank of Thailand to bail out

Finance One at the same time that rumors were

s p reading that the Japanese were about to raise

i n t e rest rates. Investors, worried that the carry trade

was about to become unprofitable, began a massive

withdrawal of capital, which led ultimately to the

floating and the steep fall of Asian currencies. The

falling exchange rate increased the domestic cur-

rency cost of dollar- and yen-denominated debt

commitments, pushing firms into speculative or

Ponzi financial positions. Because much of the debt

was denominated in foreign curre n c y, the domestic

central bank was unable to act as lender of last

re s o rt. This led the IMF to step in, but its role was

essentially limited to bailing out the multinational

banks, and the problem of debt deflation was made

worse by the austerity programs that the IMF

imposed as a condition for receiving bailout money.

An understanding of the Asian financial crisis

can be found in Minsky’s financial crisis theory if

the t h e o ry is extended to an international context.

An extended theory would have to take into account

i n t e rnational capital inflows, their effect on overc a-

pacity and fragility, the subsequent capital outflows,

and their effect on the falling currency and worsen-

ing foreign debt. In Asia high interest rates were

employed to defend the curre n c y, but instead they

exacerbated the debt crisis by pushing firms into

Ponzi financial positions.
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MA RT I N H. WO L F S O N

The Asian Financial Crisis: A 
New Phenomenon?

M a i n s t ream theory has had difficulty explaining

crises like the one in Asia. Currency crisis theory, first

developed in the late 1970s, focused on speculative

attacks on curre n c y. In first generation models coun-

tries ran large budget deficits and the central bank

monetized the deficit; speculators, realizing that

e x p a n s i o n a ry monetary policy would lead to a

decline in the curre n c y, attacked the curre n c y. This

model did not fit all cases. A second generation

model was developed in which there was a conflict

between a govern m e n t ’s desire to reduce unemploy-

ment by expansionary policy and the need to main-

tain a fixed curre n c y. This model does capture some

of the dynamics of the exchange rate mechanism cri-

sis in 1992, but these conditions do not apply to Asia.

In response a third generation of crisis models has

become a major growth industry, many of them re l y-

ing on moral hazard and crony capitalism.

These theorists are trying to get closer to the re a l-

ity in Asia, but Minsky’s financial instability hypoth-

esis fits the observations much better. The Asian cri-

SE S S I O N 8
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Minsky said that the economy behaves diff e r-

ently at diff e rent times because of financial innova-

tions and changes in the institutional enviro n m e n t .

One important institutional change was growth in

the political power of “neo-liberalism,” or free mar-

ket ideology. Policies based on this ideology include

financial liberalization, domestic privatization,

d e regulation, free movement of goods in pro d u c-

tion (in particular the movement of productive facil-

ities to low-wage countries), macroeconomic policy

to attract mobile financial capital, bias toward re l a-

tively high interest rates, and relatively tight macro-

economic policy. International agencies, the IMF in

p a rt i c u l a r, enforce this neo-liberal agenda. These

policies have increased financial fragility by encour-

aging speculation in real estate and other financial

investments, increasing speculative activity, cre a t i n g

o v e rc a p a c i t y, and pushing down wages, which

reduces aggregate demand.

GA RY DY M S K I

Asset Bubbles and Minsky Crises in 
East Asia

The inadequacy of neoclassical economic theory left

m a i n s t ream economists scrambling to figure out

why the Asian crisis occurred. Paul Krugman, for

example, blamed the Korean asset bubble on moral

h a z a rd and asserted that the bubble’s collapse,

combined with inappropriate bank behavior, caused

the Asian crisis.

In Minsky’s cycle of financial activity, speculative

and then Ponzi financing result in a state in which

assets are devalued and those who hold the assets are

stuck with liabilities they cannot meet. A small gov-

e rnment leaves a nation vulnerable to the debt defla-

tions in Minskian cycles, but a big government can

inflate away problems and prevent debt deflations

f rom happening. The strength of big govern m e n t

i n t e rventions has weakened dramatically since 1980.

Because Minsky dealt primarily with the U.S. case

during a period in which the international sector was

relatively small, he did not take into account diff i-

culties with current account re s e rve re l a t i o n s h i p s

that would naturally occur in a country with a larg e

i n t e rnational trade involving large capital flows.

A boom economy in a globalized world has high

g rowth and inflows of labor and wealth. A bust

economy has a drop in asset prices and capital flight.

A reas that have capital inflows are exposed to asset

bubbles. An asset bubble should not be defined in

t e rms of price relative to fundamentals, but in term s

of price relative to the re p roduction price or a his-

toric trend. A boom does not always imply a bust.

C a l i f o rnia has had a booming real estate market for

most of the postwar period, but it has not experi-

enced a true bust because new residents continu-

a l l y move in, validating the asset prices. But, new

residents could not validate prices in Japan. B o t h

Japan and Korea had equity and land bubbles. The

e ffects of Japan’s bubble economy continue to grip

the nation. Banks, small businesses, and households

a re still suffering, making it a micro- as well as a

m a c roeconomic phenomenon.

In adapting Minsky’s theories for an intern a-

tional economy, t h e re is a problem with his big

bank strategy for maintaining stability. The central

bank cannot perf o rm its lender- o f - l a s t - re s o rt func-

tion unless its currency is readily accepted as a

means of exchange by creditors. The central bank

also runs into difficulty because lender- o f - l a s t - re s o rt

i n t e rventions change the relative supplies of curre n-

cies and lead to additional problems with current or

capital account imbalances.

Any boom economy has a tendency to develop

an asset bubble, but whether it does depends on

how good the nation’s mechanisms for interm e d i a-

tion are, that is, how efficiently they transform

financial assets into real assets. Japan is the obvious

candidate for reviving East Asia’s growth thro u g h

the application of big bank and big govern m e n t

policies. However, the Japanese government must

be willing to support the use of the yen as a re s e rv e

c u rre n c y, and it is not. It is reluctant to lose its con-

t rol over the placement of yen-denominated assets,

the locus of yen holding, and the terms and condi-

tions of yen-denominated assets. Furt h e rm o re, if

Japan intervenes to support other Asian curre n c i e s ,

it would implicitly be supporting the govern m e n t s

issuing those currencies. 

Many people believe that Japan’s debt pro b l e m s

must be resolved before Japan is free to act. This

means either floating away its debt problem or

inflating it away. Either course of action re q u i re s

renewing economic growth in Japan by re v i t a l i z i n g

a g g regate demand. Inflating away the debt re q u i re s

identifying a sector willing and able to incre a s e

a g g regate expenditure. The government sector has

i n c reased expenditure, much of it focused on larg e -

scale public works, but the increase has so far been

i n e ffective. Government spending would be more

e ffectively used to address the problems of housing
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a ff o rd a b i l i t y, child care, and care of the aged. A shift

of fiscal policy toward such objectives would, how-

e v e r, run counter to long-standing social conven-

tions concerning gender roles and the limits of state

i n v o l v e m e n t .

Any course of action that permits Japan to ease

out of its Minsky crisis and to play a more active ro l e

in ameliorating the crises throughout Asia will

re q u i re significant shifts at the microeconomic level

and significant shifts by important players in Japan’s

political and economic establishment at the overall

level. The capacity of Japan to pursue Minsky’s

strategies and the effectiveness of these strategies in

the current neo-liberal global climate are very much

in question. But unless and until means of unwind-

ing the crisis are found, it will remain a stone

a round the neck of world economic gro w t h .

RO B E RT Z. AL I B E R

The Implosion of Asian Asset 
Values and Their Effect on Asian 
Trading Part n e r s

B e f o re the Asian crisis, investors in Korea, Thailand,

Japan, and other countries were buying assets that

did not generate enough income to pay off the loan

the investors needed to make the purchase; they

believed that the price of pro p e rty always rises and

so were willing to risk speculative financial posi-

tions. If cash inflows are sufficient to make debt

s e rvice payments, there is no possibility of a crisis,

but in a period of economic exuberance, as people

adopt untenable positions, the possibility of crisis

g rows. People have tried to blame the crisis on

c ronyism and the lack of transparency in accounting

s t a n d a rds, but official institutions such as the IMF

always say things like that after an asset price implo-

sion. Some analysts have argued that a Tobin tax

will decrease volatility. However, the major pro b l e m

is not capital outflow, but the continuity of capital

i n f l o w, and the Tobin tax does not deal with that.

Did the foreign exchange crisis trigger the bank-

ing crisis, or did the banking crisis trigger the for-

eign exchange crisis? If exchange rates were the

cause, why have the exchange rate experiences of

these countries been so diff e rent? What is the re l a-

tionship between domestic credit expansion and

c ro s s - b o rder capital flows and what is the impact of

changes in cro s s - b o rder capital flows on the U.S.

trade deficit?

The international investment life cycle involves

t h ree stages—“young debtor,” “mature debtor, ”

and “cre d i t o r.” A young debtor is a country in the

early stages of development. It borrows fro m

a b road to finance investment and it runs a trade

deficit, so it must also borrow to make its intere s t

payments. This stage is essentially Ponzi financing.

In response to changes in growth rates and capital

flows, a country moves into the next stage; indebt-

edness reaches a maximum, and the country

becomes a mature debtor. As the country begins to

run trade surpluses and to pay off its indebtedness,

it becomes a creditor—a capital-exporting country.

As the country moves to the mature debtor stage, it

will have a real depreciation of its currency to gen-

erate the trade surplus that provides the currency to

pay down the foreign debt. The Asian countries had

such diff e rent exchange rate experiences during the

Asian crisis because they were at diff e rent stages in

the international investment life cycle.

The severity of overshooting of the exchange rate

in response to a domestic banking crisis depends on

a country ’s external finance position. Japan was

a l ready a cre d i t o r. It had asset bubbles in the re a l

estate and stock markets and had serious pro b l e m s

with Ponzi finance domestically, but it had hedge

financing extern a l l y. Korea, on the other hand,

being a young debtor nation, had Ponzi finance

both internally and extern a l l y. Hong Kong, like

Japan, had Ponzi finance domestically but a curre n t

account balance with large foreign exchange

re s e rves, so it did not suffer an exchange rate crisis

the way Korea and other Asian nations did.

What will be the impact of the Asian crisis on the

U.S. trade balance? In the 1980s the United States

went from being one of the world’s largest cre d i t o r s

to being one of the world’s largest debtors. Four

explanations are commonly given for the change:

first, a consumption binge on the part of U.S. citi-

zens; second, the twin deficits theory, according to

which the U.S. budget deficit caused the U.S. trade

deficit (this explanation looks ridiculous in light of

the fact that the United States now has a large trade

deficit despite its budget surplus); third, the negative

impact on the trade balance of a real appreciation in

the curre n c y, brought on by U.S. eff o rts to re d u c e

inflation; fourth, the inflow of excessive saving in

Japan and Germany to the U.S. financial market.

The cause of the increase in the U.S. trade

deficit in the late 1990s is cleare r. The massive

d e p reciation of real exchange rates in Asia has

caused a massive shift in Asian countries’ curre n t
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account balances, which has driven the increase in

the U.S. trade deficit. The severe overshooting of

the exchange rate of East Asian nations has essen-

tially exported a trade deficit to the United States.

PH I L I P F. BA RT H O L O M E W

[Any views expressed here are solely those of Philip
Bartholomew and do not necessarily reflect those of the
Comptroller of the Currency, the Department of the
Treasury, the United States Congress, or any of its
members.]

Systemic Risk, Contagion, 
and the Southeast Asian Financial Crisis

The United States should take the Asian crisis seri-

o u s l y. Most U.S. banks may not be directly e x p o s e d

to the Korean or other Asian economies, but it may

not be direct exposure that is most important. If the

K o rean economy has difficulties and those diff i c u l t i e s

somehow affect the U.S. economy, indirect eff e c t s

will by felt by banks across the United States. There

has been a lot of talk about Asian contagion, but was

this a form of a contagion in which a crisis at one

institution challenged liquidity at another institution,

f o rcing it into insolvency? For example, do you think

T h a i l a n d ’s problems forced Indonesian banks into

i n s o l v e n c y, or were those banks possibly insolvent

b e f o rehand? Do you think the Indonesian monitor-

ing and superv i s o ry system was first class?

In 1997 regulators were saying that Japanese

banks were healthier than they had been in decades,

and people believed them. Their credulity has to do

with acknowledging systemic risk, but judgments

about type and severity of risk can be affected by

politics. Politics will affect a govern m e n t ’s judgment

about whether a crisis is a contagious liquidity c r i s i s

or a solvency crisis. If a government provides liq-

uidity in a solvency crisis, it could create a massive

moral hazard .

The crises in Korea, Thailand, and Indonesia

w e re mostly coincidental, but there is a connection

between continuing problems in the Japanese

economy and the Asian crisis. J a p a n ’s pro b l e m s

developed in the early 1990s, but it was not until

1995 that the Japanese government was forced to

acknowledge that it had problems. Seeking market

s h a re in international banking, the Ministry of

Finance probably directed banks to lend to other

East Asian nations in the early 1990s; in 1995 this

lending stopped, but banks did not write off their

bad loans because they did not want to admit that

they had a problem. Bad loans piled up until the gov-

e rnment finally had to admit that even some of their

bigger institutions had problems. Only in 1999 did

Japanese banks begin to write off their bad loans.

The solution for Japan is to sell off tro u b l e d

assets, get them into the market, and move on. All

that the banks have done so far is to push assets

a round on the books. In the United States after the

savings and loan crisis, the Resolution Tru s t

Corporation sold off the assets and got them back

into circulation. But the Japanese do not want to

acknowledge the need to do that.

In the mid 1990s Japan was the world’s larg e s t

lender and the largest debtors were the nations that

w e re about to go into crisis. When Japanese lend-

ing dropped off, the Europeans stepped in. To d a y

the world’s largest lender is Germany and the

l a rgest borrowers are Brazil, the former Soviet

states, Korea, Argentina, Australia, China, and

Indonesia. What is the quality of loans picked up

by the last lender to enter the market? Are the

Russians finished with their defaults? Draw your

own conclusions.
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