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ABSTRACT

This is the first part of a three-part analysis of the Minskyan framework. Via an extensive review
of the literature, this paper looks at 12 essential elements necessary to get a good understanding
of Minsky's theory, and argues that those elements are central to comprehend how a monetary
production economy works. This paper also shows how important these 12 elements are for the
modeling of the Minskyan framework, and how the omission of one of them may be detrimental
to an understanding of the essential dynamics that Minsky put forward: the Financial Instability

Hypothesis.
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Some authors have argued that Minsky’s theory rests on irrational behaviors and euphoria
(Bernanke 1983; Mullineux 1990; Benston and Kaufman 1995), on the loanable funds theory or
on fallacies of composition (Lavoie 1983, 1986, 1996, 1997; Brossard 1998, 2001; Lavoie and
Seccarecia 2001; Parguez 2003; Rochon 2003b), on a reserve-multiplier process (Rochon
2003a), or that asymmetric information is essential for the analysis (Fazzari 1992). Less friendly
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authors have simply stated that Minsky’s theory is “noninformative”, “obscure”, “vague”, or,
more colorfully, full of “empty boxes”, “which he filled with carrots, chickens, eggs, milk,
cream, and the like” (Meiselman 1967) or even the work of a “beast”, as Minsky called himself
(Minsky 1984a). Therefore, some clarifications seem necessary, not about what Minsky “really
meant” but, more basically, about the way his theory developed and about the cause of financial
instability. The following is the first part of a study of the Minskyan framework. It shows that the
main “organizing principles” (Minsky 1986a) of Minsky’s theory can be regrouped in twelve
different points, going from the nature of capitalism to the role of authorities in the management
of the economic system. Ultimately, a good modeling of the Minskyan framework requires these
twelve principles. The second part of the study will examine, in detail, the dynamics implied by

the financial instability hypothesis, and the third part will provide a modeling of Minsky’s
theory.

1. THE NATURE OF THE CAPITALIST SYSTEM: A MONETARY PRODUCTION
ECONOMY

Minsky’s center of attention is the capitalist economic system (Ferri and Minsky 1989). As he
recognized, there are different forms of capitalist system (Minsky 1989a, 1990a, 1990b, 1993a;

Whalen 1997; Papadimitriou and Wray 1997) but all these forms have similar characteristics:

A capitalist economy [...] [is] an integrate production, trading, and wealth owning system, with a
structure of financial claims and commitments, [that] operates through real world and irreversible
time. (Minsky 1983b)

This definition shows that a capitalist economy is, first, a monetary production economy. It is a
monetary economy, not because money is used, but because money is at the center of economic

decisions, both at the beginning and at the end of the economic process. “Only that which is



financed can happen” (Minsky 1990a), and the aim of any economic activity is to make a net
monetary gain. This implies that, as shown later, in a monetary production economy, nominal
values matter more than real values and the main aim is to stay liquid and solvent. Another
implication is that the financial frame is an essential part of the system and that, as shown later, it
is a central cause of flexibility and instability for the capitalist economic system. Second, the
above definition shows that competition is an essential ingredient of capitalism to take into
account in order to understand its dynamics (Goldstein 1995). The agents involved in this
economic system are always trying to guess the uncertain future in order to obtain a bigger
monetary profit than their competitors. This race toward the future is at the source of the
productivity of the capitalist system, but also at the source of its instability. In addition,
competition is an essential ingredient in the formation of conventions and their wide use by

economic agents as anchors for economic decisions. As Wojnilower notes about bankers:

In the 1960s, commercial bank clients frequently inquired how far they could prudently go in
breaching traditional standards of liquidity and capitalization that were clearly obsolescent. My
advice was always the same—to stick with the majority. Anyone out front risked drawing the
lightning of the Federal Reserve or other regulatory retribution. Anyone who lagged behind
would lose their market share. But those in the middle had safety in numbers; they could not all
be punished, for fear of the repercussion of the economy as a whole. [...] And if the problem
grew too big for the Federal Reserve and the banking system were swamped, well then the world
would be at an end anyhow and even the most cautious of banks would likely be dragged down
with the rest. (Wojnilower 1977)

Finally, the future is uncertain and time is not reversible. This is, again, a source of both
dynamism and instability because, as Keynes remarked, if investment depended on “nothing but
a mathematical expectation, enterprise [would] fade and die” (Keynes 1936). Uncertainty leaves
the future opened to the imagination of entrepreneurs.

There is, therefore, a constant dialectic in Minsky’s theory that reflects the
“constitutional” or “inherent” flaw of the financial structure — the need to make position that
emerges from the normal functioning of the capitalist system. In a complex financial system, this
need may lead, in addition to financial fragility, to inflation, unemployment, and rise in
inequality (Minsky 1986a). This flaw is related to the existence of capital assets, a fundamental
source of uncertainty (Keynes 1936), but more precisely and deeply, rests on the financing and

funding process of capital equipment (Minsky 1975a). Indeed, because the latter is very



expensive and has a long gestation period determined by its construction, installment, and testing
periods (Minsky 1977¢, 1986a), and because the financing of their production and the funding of
their acquisition are usually provided with a maturity term shorter than its gestation period, there
is a maturity mismatch between assets and liabilities on the balance sheet of both enterprises and
banks. This creates a need to make position that is at the origins of “the emergence of financial
relations that can lead to snowballing instability” (Fazzari and Minsky 1984).

One important point to note, however, is that that this financial mismatch does not
concern only capital assets production and acquisition; it concerns all kinds of economic
activities from consumption to speculation on financial assets. Even if the dependence on
investment were greatly reduced, this would not do the trick if consumption started to be
financed and funded in the same way. Thus, the fundamental flaw of the capitalist system really
lies in the banking and financial system, not in the entrepreneurial system. Isenberg (1988, 1994)
and Stanfield and Phillips (1991) assume that “the problem of instability is rooted in the nature
of capitalist commodity production” (Stanfield and Phillips 1991), but this is a narrow view of
Minsky’s theory.

Another important point is that the flaw is not related directly to the uncertainty of the
future and so the non-realization of expectations, an inherent “flaw” of all economic systems, but
to the way economic activity is financed and funded. Stated alternatively, there is no need for an
unrealistic and overly optimistic state of expectations to generate financial fragility and
instability. All that is required is a mismatch in the maturity of the asset and liability sides of
balance sheets, and a conventional basis of decision about the appropriate financing and funding
method that becomes looser, combined with a lack of understanding of macroeconomic
mechanisms, so that in the end expectations are frustrated.

A modeling of the Minskyan framework required, therefore, a model constructed in
nominal terms in which the financing and the funding of all economic activities, productive or
not (that is, leading or not leading to an increase in national income), are explicitly stated for all
economic sectors. Taking into account the non-productive financial activities that emerge from

the normal financing and funding of productive activities is central to the Minskyan system.



2. AGENTS ARE RATIONAL: OVER-OPTIMISM, CONVENTION AND
NORMAL/ACCEPTABLE MARGINS OF SAFETY

In Minsky’s theoretical framework, the Wall-Street view, agents make arbitrages between all
assets (productive and financial) as a function of their expected rate of return from income and
capital gains (Minsky 1972a, 1975a, 1986a). The “fundamental speculative decision” is, then, to
decide which assets to acquire and how to fund the position in those assets (Minsky 1975a).

Because of the nature of the system that Minsky studies, decisions are based on
conventional judgments. This kind of behavior is rational (Minsky 1989c, 1993b; Goldstein
1995; Crotty 1994). Indeed, in order to make any decision, individuals construct mental
explanations (or “models’) of how they think the economic system works and will work in the
future. They know, however, that these explanations do not replicate the “true” model of the
economic system, but are just representations that have been commonly agreed upon by
members of the economy or a specific sector of the economy. Therefore, economic agents know
that they can be systematically wrong. These errors are not based on the existence of asymmetric
information, or bounded rationality, but on the uncertainty of the economic system (Dunn 2001)
— the future is unknowable. Asymmetries of information can be added to the explanation but
they are not essential to understand the behavior of entrepreneurs and bankers (Minsky 1989a,
1993b; Dymski 1994).

Conventions, therefore, play a central role in Minsky’s analysis. In normal time, there is
always a “consensus” (Minsky 1972a) that exists and stabilizes the decision-making process by
playing the role of “certainty equivalent” (Minsky 1975a). Those conventions do not need to rest
on any objective criteria, but may rest on the “prevailing mood of bankers, the users of their
liabilities, and the regulatory authorities as to the safety of various types of assets” and methods
of financing and funding (Minsky 1975b). These conventions are, then, used to determine the
acceptable criteria that borrowers must meet in order to be granted loans. As shown below, in
this process of selection, both the initiator of a project and the lender are actively involved. There
is no a priori supposition that bankers are in an inferior position.

In the modeling process, the prevailing convention about how the economic system
works determines the state of long-term expectations — that is, the expected profitability and

liquidity of capital assets. This state of expectations is used to determine the level of economic
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activity, as well as the normal margins of safety used when economic activities need to be

externally funded (Minsky 1975a). The causality runs as follows:
Convention — State of expectations — Normal margins of safety

One of the central points of the modeling is, thus, to specify how the conventions, and so the

normal margins of safety, change over time:

The fundamental instability is the way in which a period of steady growth evolves into a
speculative boom. Central to this evolution is the endogenous determination of accepted or
desired liability structure of not only ordinary business firms (corporations) but also banks.
(Minsky 1974)

In Minsky’s framework, the normal margins of safety always loosen during a period of
prolonged growth as the convention sustaining these margins seems to represent well what is
going on, or as unexpected events can be explained by the convention. This reflects a change in
the state of expectation that represents a higher confidence in a given set of expected monetary
cash flows; borrower’s and lender’s risk loosen given expected gross inflows (E(IT) if one takes
the firm sector). Economic actors become more “daring” (Minsky 1975a). At the same time,
E(IT) may itself be revised upward and, ultimately, the possibility of failure (negative or too low
IT) may become progressively unconceivable.! This may lead to euphoria, or “over-optimism”,
and Minsky explicitly took this definition for “euphoria” — “gross profits in the present-value
calculations that had reflected expected recessions are replaced by those that reflect continuing
expansion. Simultaneously there is less uncertainty about the future behavior of the economy.”
(Minsky 1972b). Stated alternatively, a euphoric period assumed that cycles are a “thing of the
past” (Minsky 1975a) and the confidence in the explanation sustaining this belief (the “new era”
convention) is high.

However, it is important to understand that euphoria is not necessary to explain why the
acceptable margins of safety loosen. Indeed, the notion of “over” implies that there is an explicit

a priori norm of judgment where, in fact, there is none. All that is necessary to explain the

"' More formally, for the firm sector, we have: Q = E(T1) +/— 0o, with the boundary Q = E(IT) — 0oy being of central
importance. Both AE(IT) > 0 and A8 < 0 lead to AQ > 0, but via different channels.
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loosening of normal margins of safety is an understanding of the dynamics of conventions over
time. Prolonged expansion means a history of successes, and so more favorable data inputted in
the decision process, as well as a common agreement among the economic community about the

“most profitable” and “less risky” projects (Kregel 1997).

As we learn from the past and as horizons are short, a run of success or failure will feed back
quickly into the evaluation of risks. (Minsky 1967a)

The determination of the cash to be expected by the borrower depends upon the loan officer’s
views of what business conditions over the time of the contract will be; these views, even in an
era where loan officers use forecasts of the economy, are seriously affected by the performance
on outstanding loans. (Minsky 1984b)

Stated alternatively, a convention puts in place a potential positive feedback loop in terms of
state of expectations and so acceptable margins of safety. This is due to the psychological factors
that enter in the decision process of any human being: heuristics, tendency to discount the past,
etc. (Kahneman and Tversky 1973; Tversky and Kahneman 1974; Shiller 1999; Harvey 1998).
Euphoria cannot explain the progressive weakening of the economy because “the euphoric
period has a short lifespan” (Minsky 1972b). Therefore, “over-optimism” may only enter late
into the analysis and only helps to precipitate the turning point of a business cycle. As Taylor,
O’Connel, Franke, and Semmler note, bubbles are not central to explain how a crisis emerges in

Minsky’s framework (Taylor and O’Connell 1985; Frank and Semmler 1989).

A third element, not quite so basic, that determines vulnerability to a financial crisis is the extent
to which expectations of growth and of rising asset prices have affected current assets prices.
(Minsky 1972b, italics added)

The essential conclusion is that higher Q and higher leveraging of Q are important points of the
theory to consider — these are automatic trends in a prolonged expansion that are not generated

by over-optimism or euphoria.



3. FINANCIAL INNOVATIONS

The dialectic of capitalism also emerges at the level of financial innovations because the latter
play an essential role in the long-term financial weakening of the financial system, but they also
improve the flexibility of the capitalist system.

Financial innovations are driven by competitive pressures to make profit (Minsky 1957a,
1969a, 1986a) and are first experimented with by giant banks and enterprises and then diffused
to the rest of the economy (Minsky 1983a). Indeed, bankers and entrepreneurs are profit-seeking
agents, so they always try to innovate financially in order to bypass the barrier imposed on them
by the regulatory and natural systems, or to adapt the financing and funding process to the needs
of the different economic activities — both financial and technological innovations are at the
root of the dynamism of the capitalist economic system. In this sense, financial innovations are a
welcome counterpart to productive innovations (Minsky 1969a) and should be promoted by
regulatory authorities (Minsky 1967b, 1969b, 1972b).

One essential difference between technological innovations and financial innovations is

that the latter has no natural limit.

The rate of increase of financial variables is limited only by ingenuity and acceptability. In a
world with layering, the rate of change of financial variables really has no bounds. The ability of
financial layering to increase the burden on the payments mechanism is one way in which the
conditions necessary for financial instability can be generated. (Minsky 1967a)

This unlimited a priori constraint on financial innovations is a potential source of instability
(Minsky 1984a). Indeed, the increase in the layering of IOUs leads to an increasing
interdependence of economic agents for their money inflows and money outflows, and so an
increasing dependence on economic conditions upon which they do not have any control
(default(s) of other economic agents, increase in interest rates and other changes that affect cash
flows). This layering process, therefore, needs to be explained. The essential conclusion, for the
moment, is that a modeling of Minsky’s should be able to include financial innovations, and to
look at their impact on the economic system. Indeed, they play an essential role in the growth of

the economy and its financial weakening.



4. PYRAMID OF 10Us: LAYERING, MONETARY CREATION AND VALUE OF I10Us

In 1972, Minsky contended that: “Any economic unit can emit liabilities; the only problem is to
secure general acceptance for them” (Minsky 1972c¢). This statement may seem strange but this
is what happens all the time in a capitalist economy. Banks and other financial institutions accept
I0Us of private non-banks agents in exchange of their own IOUs that are transferable means of
payments (they are money-things). This transferability, or payment capacity, is hierarchically
determined with the central bank liabilities at the top (Minsky 1967b, 1985; Innes 1914; Bell
2001).

As the process of growth expends, “a hierarchy of liquid assets comes into being”
(Minsky 1986a) and so there is a deepening in the layering of financial relationships. This is, of

course, related to the innovation process that was discussed earlier.

4.1 Leveraging, the Acceptance of Liability, and the Crucial Role of the Reflux

The ability of banks to increase their assets “depends on the supply of acceptable assets from
business, other financial institutions, government, and households” (Minsky 1975b). The
acceptance by banks of the IOUs of non-bank private agents rests on the expected capacity of the
latter to “acquire credits”, i.e., “to force cash flows”, from others (Innes 1913; Minsky 1986a).
Indeed, the creation of IOUs (and so money-things) is a leveraging process that provides money
now for money later (Keynes 1936; Minsky 1977b). The lower the expected reflux, the harder
the lending conditions are for the issuers concerned.

The actual capacity to acquire credits determines the value of IOUs. Indeed, money-
things are debts, therefore, they must be able to reflux when required so that the relative scarcity
of money-things is preserved. For banks, the scarcity of their IOUs depends on their capacity to
fulfill their promise and to deliver central-bank IOUs. For central bank IOUs and Treasury, their
value depends on the capacity of the government to collect the taxes, or other obligations, it
previously imposed. Therefore, in total, the value of money “is maintained by the need to make
payments to banks and Treasury by debtors and taxpayers” (Minsky 1986c¢). Putting together the

acceptance and value of bank IOUs, Minsky concluded:



Why is ‘bank money’ accepted? [...] the answer comes in two steps: any bank dollar is
convertible at par into any other bank dollar, and a significant set of units are committed to earn
bank dollars in order to fulfill their obligations on debts that are owned by banks. Bank dollars are
valuable because units are operating in the economy to get bank dollars so they can pay bank debt
and in the process destroy bank dollars. (Minsky 1985)

The role of the reflux mechanism is, therefore, very important and directly related to the
weakening process of the financial structure —IOUs must be able to come back to their issuers
when needed. If there is no reflux, there is a refinancing process that leads, at the
macroeconomic level, to inflation or, at the international level, to a depreciation of the currency
(Minsky 1979, 1986b). Speculative and Ponzi financial structures are, thus, prone to inflationary

pressure because the reflux is either partial or nil.

4.2 Exogenous Money, Endogenous Money and Financial Innovations

Questions about the endogeneity of the money supply were not really developed in Minsky’s
approach before the mid-1960s. These questions became more present with the emergence of
Monetarism. In 1967, he started to criticize the idea that a central bank can control the amount of

its IOUs in circulation:

It cannot be assumed that the amount and the rate of change of reserve money is either
exogenously determined or the result of a policy decision. (Minsky 1967a)

Later, he constantly repeated that the supply of financial instruments changes with the financial
needs of the economic system (Minsky 1977b, 1984a, 1985).

In this context, “leveraging” does not mean “multiplying” on borrowed funds, it means
“promising to pay/deliver”. An agent who creates an IOU today leverages his/her position

because, today, s/he is short in the thing s/he promises to deliver. In this sense:

A bank is not a money lender that first acquires and then places funds. [...] a bank first lends or
invests and then ‘finds’ the cash to cover whatever cash drains arise. (Minsky 1975c)

Therefore, the monetary creation process has no technical limit like a multiplier. A shortage of

reserves does not lead to a cut in lending unless getting them is harmful for the profitability and



solvency of banks (Minsky 1986a). Indeed, the capability of the latter to get funds at a relatively
cheap price will define the profitability limit of the issuance of bank IOUs. Financial innovation,
then, may be a way to postpone this profitability limit by allowing a refinancing of reserve
positions at low interest rate, relative to the interest rate obtained from accepting non-bank I0Us
(i.e., providing bank loans). Financial innovations are, thus, not a cause” of endogeneity of
money (which it is by nature), but a way to increase the profitability of monetary creation —
there is a “financial innovation barrier” (Minsky 1986a). Only profitability and conventions
determine the structure of the balance sheets of banks (Minsky 1979).

That bank money is endogenous (i.e., cannot be created if there is no demand for it) and
does not preclude that part of the central-bank money (reserves) are supplied exogenously by the
spending of the Treasury (i.e., independently of the demand for reserves by banks): “the money
supply is in part endogenous and in part exogenous” (Minsky 1991a). Contrary to Moore (1996)
or Chick (1986), however, this is not due to historical or institutional characteristics but to
different procedures of injection of IOUs between the private and the public sector. Bank IOUs
are created at the initiative of needs of creditworthy economic agents, whereas the Treasury may
“force” the public to accept its IOUs by imposing a debt (usually a tax liability). This latter
supply of reserves is vertical even though the government may have to pay interest on them to
keep overnight rates above zero (Wray 1998), and this “second meaning of exogeneity requires

that profit seeking activity be removed from financial markets and institutions” (Minsky 1991a).

5. THE ROLE OF BANKERS

As stated earlier, asymmetry of information is not essential in the Minskyan approach, so the
theory does not depend on “borrowers being smart and bankers being dumb” (Minsky 1993b).

On the contrary, bankers are an essential component of the system at all stages of the economic

* This may not always be clear in Minsky’s writing, especially his early writing (e.g. Minsky 1957a, 1975a), but this
distinction between endogeneity of money and profitability of money creation (and so financial innovations) is
present from the very beginning of is work. For example, Minsky (1957a) clearly shows how financial innovations
allow to increase the velocity of money (i.e. the circulation of a given amount of money) without generating any
changes in interest rates.
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process. In addition, bankers are both a source of dynamism and destabilization and, therefore,
they need to be managed (Minsky 1980b).

Minsky is famous for generalizing the term “banks” to all kinds of institutions that
contribute, directly and indirectly, to the financing and funding of economic activities.

Sometimes, he differentiates between “fringe banking” and “banking proper”.

Banking is used as a generic label for the various classes of dealers (position-takers) and brokers
that intermediate and facilitate financing. Banking proper—i.e., organizations which have deposit
subject to check among their liabilities—are referred to as either commercial or deposit banking.
(Minsky 1984a)

This allowed him to go more in detail in the layers of the pyramid containing bank IOUs:
“Fringe bank” IOUs (including non-financial institutions IOUs like commercial papers) are
leveraged upon “proper” bank IOUs (depository institutions deposits) (Minsky 1975¢, 1975d).
Therefore, the main difference between depository institutions and other financial institutions is
that, at least before 1980 in the United States with the DIDMCA, only the former have direct
access to central-bank refinancing so that depository institutions deposits can be counted as part
of the money “properly defined” (Minsky 1967a). The other financial institutions have to
leverage their positions on commercial banks or other depository institutions; they do not have
access to central-bank refinancing, and commercial banks may refuse to refinance or may
refinance only at a large discount. However, depository institutions are not, by nature, different
from any other financial institutions —they all leverage central-bank IOUs, either directly or
indirectly. In addition, they all obtain their incomes in the same way: “Arranging financing”
(fees), “making on the carry of a fund they manage” (interest-rate differential), and “selling their
services in making payments over distance and time” (interest rate, fees) (Minsky 1986a).

Banks are at the heart of the capitalist system and may promote both stability and
instability due to their structural organization. In banks, there are two essential “operators”
(Minsky 1984b) or “desks” — the loan officer desk and the position-making desk.

The central role of the banking system is to evaluate the creditworthiness of borrowers

(Minsky 1986a):
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Bankers are ‘specialists’ in ‘determining’ the likelihood of success of moneymaking business
schemes that require external finance. (Minsky 1984b)

Loan officers of banks are professionals, skilled in the evaluation of privately submitted and often
confidential information about the operations of businesses, households, and government units
that require financing. (Minsky 1994)

Therefore, the loan officer is central and Minsky deplored the fact that money-market funds are
“banks without a loan officer” (Minsky 1981). Underwriters and analysts play the role of loan
officer in a market-oriented financing but there is no long-term and continuous relationship
between clients and their bankers (Minsky 1994). This makes analysts and underwriters more
prone to optimism, and detaches bankers from the reality of the economic activity of their
customers.’ Indeed, loans officers represent the conservative face of a bank and examine each
project presented to them in great detail to “transform optimistic expectations in realist
expectations” (Minsky 1994); they are the “designated skeptic” (Minsky 1994) in the game of
guessing the future and, therefore, restrain the potential fragility of the economy (Minsky 1986a;
Kregel 1997).% Loan officers are, thus, essential for the stability of the capitalist system, even if
their skepticism may be eroded by a period of prolonged expansion.

This operator of banks is, however, completed by its opposite. Indeed, bankers “are
skeptics as ‘underwriters’ and enthusiasts as ‘sellers’ (Minsky 1996), that is, they assume that
they will always be able to refinance their positions easily at a cost low enough not to comprise
the profitability of granting loans, or that they will be able to pass the refinancing cost on their
cash-inflow generating activities (increase in interest rate, fees, and other sources of funds).
Banks are a “profit maximizing, highly levered, speculative enterprise” (Minsky 1975b) because
the maturity of their debts is far shorter than the maturity of their assets so there is a refinancing
cost upon which they have to “speculate” (Minsky 1977a). Furthermore, in addition to being
intrinsic speculative units, banks promote speculative and Ponzi “financing.” This is so for two
reasons. First, the term to maturity of their assets (i.e., the maturity of the loans they are granted)

is usually shorter than the maturity of the assets financed/funded (Minsky 1977a), and, second, in

3 Shiller (2000) provides some examples that verify this preoccupation.
* Therefore, another way to define “euphoria” is when loan officers start to believe that recessions are things of the
past, that is, when they fail to correct overwhelmingly optimistic expectations.
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order to gain market shares, they have an incentive to encourage other units to substitute short-

term debts for long-term debts (Minsky 1982a). Thus:

Not only do banks engage in speculative finance, but also they are the transmission belt toward
speculative financing by others. (Minsky 1977a)

In the end, the banking system is again a good representation of the dialectic that Minsky finds in
the capitalist economic system; banks may promote the implementation of less risky projects, but
they will also promote a short-term financing and funding of these projects. Thus, in the
modeling process, it is important not only to show how bankers put a limit on the financial
weakening of the system, but also to take into account maturity considerations — the maturity of
loans has to be set lower than the maturity of the assets externally funded. Then, as long as there

is a simple need to recontract a debt, there is a dependence on market conditions.

6. THE COST OF EXTERNAL FUNDS

One important point for the modeling of the Minsky’s theory is to take into account the total cost
of external funds. Indeed, in the expansionary phase, the change in the relationship between the
amount of cash outflows and the amount of cash inflows is essential for the Financial Instability
Hypothesis.

In the most abstract terms, the carrying cost of assets is what should be used to determine
the cost of buying and holding assets (Minsky 1975a). This includes both the financial cost and
“wastage” in the general sense of the terms (including depreciation, unexpected destruction,
etc.). To simplify, only the financial cost is taken into account, but this still includes debt
services, rental service for storage, insurance cost, as well as all other cash outflows generated by
financial contracts. To simplify even more, only the interest payment of the debt service can be
analyzed, but, as Minsky recognized, this is not a good approximation of the financial cost when
debts are short-term debts because the amortization of the principal becomes important (Caskey

and Fazzari 1986).
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In fact, if the financial contracts are sufficiently short, then the cash payments on financial
contracts can exceed the total quasi rents. (Minsky 1975a)

Minsky was very careful to say that the interest rate is only a “shorthand” description of the cost
of external funds and that what really matter are the terms of the financial contracts, including
the maturity term and “various protections desired by producers and lenders” (Minsky 1980a).
An increase in the cost of external funds is, thus, represented by higher interest rates, lower
maturity term, and a requirement for more covenants and codicils (Minsky 1986a). In addition,
there is an indirect cost induced by the increase in interest rates — the value of collateral
decreases and so this may put an additional pressure on the cost of external funds. Thus, changes
in the cost of external funds have stock and flow effects that contribute to the financial
weakening of the economy in several ways (Minsky 1977b).

Therefore, a modeling of Minsky’s theory cannot be based only on interest payments. At
minimum, one should include the amortization rate because one essential aspect of the financial-
weakening process is that the financing and funding processes have a tendency to become shorter
as the expansion goes. Thus, the increase in the cash commitments may not be due at all to an
increase in interest rates; for a given amount borrowed, an increase in the speed of the
amortization process is enough.” One important thing is to see how the amortization process is

done by looking at the maturity of debts and their characteristics.

In a fully amortized contract a series of payments is specified and at the end of the time the
contract is fully paid. In a partially amortized contract there is a payment due at the end of the
contract which is a portion of the original principal. An unamortized contract has the full original
principal due at its end. (Minsky 1980a)

This is important because, in this case, an increase in the stock ratio (debt/equity or any other)

may not reflect a higher fragility of the economy. As Minsky noted in 1963:

The nature of mortgage debt changed markedly between 1929 and 1962, the larger household
debt-income ratio in 1962 may not indicate a greater sensitivity to a shock. (Minsky 1963a)

> Actually, no increase in the cost of external funds is necessary for CC to increase.
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The emergence of fully amortized mortgages decreased the flow impacts of the stock of debts by
increasing the maturity-matching of outflows and inflows of funds. In total, therefore, the

modeling of the flow implications of any debt instrument is very important.

7. THE CASH BOX CONDITION AND MARGINS OF SAFETY

One central point of the Minskyan framework is the cash-flow analysis.

A key to understanding the behavior of a capitalist economy is the precise statement of the
payments required by the liability structure and how the cash to meet such commitments is
generated. (Minsky 1982a)

In his first extensive study about the financial instability hypothesis, published in 1964a,
Minsky introduced what he called the “cash box condition”. An economic unit (or the economy)
has to be sure to generate enough cash inflows (CIF) or to have enough idle cash balance (IB), to
meet its cash outflows (COF):

IB + CIF > COF
IB+NCF>0

If the net cash inflow (NCF) is negative and no idle cash balance is available, an economic unit
will be considered illiquid or even insolvent (Minsky 1984b). In addition, in order to avoid a loss
of reputation and good credit (which is equivalent to a loss in net worth (Minsky 1962)), an
economic unit will try to generate cash in many different ways before compromising its main
activities or defaulting.

The sale, or shutdown, of strategic assets (i.e., those that generate the principal or
“normal” or “basic” sources of cash inflows) is only a final solution and implies a loss of good
credit (i.e., borrowing power) in addition to a loss in the cash-flow generating power of a unit.
The ultimate point is, of course, a bankruptcy situation (i.e., a debt-deflation process at the
aggregate level). The cash box condition, therefore, provides good insights on how an economic

unit (or the economy) could get into trouble and what its margins of safety.
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7.1 The Cash Box Condition and the Measure of Financial Fragility

There are different sources and uses of funds for each economic activity, and depending on the
main economic activity of unit, some of them will be more important than others. Also,
depending on the level of analysis (individual, sector, or economy), the possible sources of funds
and main net cash inflows are different. All those sources and uses can be classified in three
different categories, for example, the sources of funds we have Figure 1. It shows that an
economic unit can get its cash inflows from three main sources: either from its involvement in
the productive process, because it lends some funds, or, finally, by issuing debts (i.e., borrowing)

and assets (liquidating).

An ultimate reality in a capitalist economy is the set of interrelated balance sheets among the
various units. Items in the balance sheets set up cash flows. Cash flows are the result of (1) the
income-producing system, which includes wages, taxes, and nonfinancial corporate gross profits
after taxes, (2) the financial structure, which is composed of as interest, dividends, rents, and
repayments on loans, and (3) the dealing or trading in capital assets and financial instruments. For
all except dividends, the cash flows determined by the financial structure are contractual
commitments. (Minsky 1975a)

Stated alternatively, all economic activities involve income transactions, balance-sheet

transactions, and portfolio transactions (Minsky 1962, 1964a, 1972b).

Figure 1: Sources of Cash Inflows

— Cash from income operations: Production and sale of output

— Cash from balance-sheet operations: Financial contracts

Cash inflows Sales of unsecured debts
Reﬁnancing~|:

Sales of secured debts

— Cash from portfolio operations
Sales of liquid and superfluous assets
Liquidation ~|:

Sales of illiquid and strategic assets

If the turnover of securities can be a normal source of cash at the microlevel, at the
aggregate level liquidation is not possible, so income flows and refinancing can be considered as

the only normal sources of funds (Minsky 1962, 1972b). One way to measure financial fragility
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at the aggregate level is then to look at the proportion of income transactions relative to the

balance-sheet transactions and the portfolio transactions (Minsky 1962, 1964a).

Financial instability is linked to the relative importance of income, balance-sheet, and portfolio
cash flows in an economy. Income cash flows [...] are the foundation upon which the balance-
sheet and portfolio cash flows rest. [...] An economy in which income cash flows are dominant in
meeting balance-sheet commitments is relatively immune to financial crises: it is financially
robust. An economy in which portfolio transactions are widely used to obtain the means for
making balance-sheet payment can be crisis-prone: it is at least potentially fragile. (Minsky
1986a)

This gives an approximation of the dependence upon the need to make position, i.e., to meet
balance-sheet commitments with portfolio transactions. The notion of “position making” is,
indeed, central to the Minskyan approach — the more an economy is involved in position-

making activities, the more it is dependent upon the short-term financial conditions.

7.2 The Margins of Safety: Hedge, Speculative and Ponzi Financial Structure

The cash box condition shows that there are several margins of safety for an economic unit.

These margins of safety are essential for the working of a capitalist economy because:

The system of financing in a capitalist economy is based upon margins of safety embodied in
anticipated excesses of cash receipts over payment commitments and of asset values over
capitalized payment commitments. Whenever, for whatever reasons, the margins of safety in
existing contracts are compromised then the ability and willingness of bankers and business to
finance new expenditures and to enter into debt contracts to finance holding of capital assets are
compromised. (Minsky 1984b)

Stated in terms of the cash box condition, the margins of safety represent the expected existence
of a positive net cash inflow on income and balance-sheet operations (E(NCFq) > 0), the
expected capacity to raise cash at low cost via portfolio operations (speculation and position-
making) (E(NCFp) > 0), and the existence of a comfortable idle amount of cash and superfluous
liquid assets that limits the expected need to liquidate a strategic position (IB > 0). If one
excludes portfolio operations as a normal source of cash, there are, therefore, three margins of

safety: E(NCFp) > 0 (“cash-flow margin”), present value of strategic assets (Pa) > present value
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of liabilities (PL) (“portfolio margin” or net-worth margin) and IB > 0 (“‘cash margin”) (Minsky
1986a).
Those margins of safety determine the expected liquidity and expected solvency of an

economic unit.

A unit is liquid if, when it has a need for cash, it can obtain cash by operating in markets that
quickly, easily, and cheaply yield cash. Ultimately, the liquidity of an institution depends upon
the way it would obtain cash if some need to do so should arise. (Minsky 1975¢)

If E(NCFp) > 0, a unit is considered liquid in normal time. If P > P a unit is considered solvent
(i.e., it is expected to be liquid for the whole period of its existence); finally, the structure of
assets and liabilities (quality, maturity, liquidity, proportion) plays on both the solvency and the
liquidity of a unit.

Minsky classified these considerations in the famous three financial structures: hedge,
speculative, and Ponzi (Minsky 1974). Table 1, based partly on Minsky (1972b, 1980a, 1986a),
provides a characterization of those financial structures. The whole point of these different
situations is to look at the relationship, both in terms of flows and in terms of stock, between the
cash inflows from income production and distribution and the cash outflows from balance-sheet
commitments. The cash outflows from balance-sheet operations are multiple and do not
correspond only to debt services. They contain all cash-flow commitments determined by the
dated (due at a specific date or time schedule), demand (honored at the will of the creditor), and
contingent (honored at the will of the creditor if specific events are realized or due at specific
date) contracts/liabilities (Minsky 1962, 1964a, 1964b, 1972a); dividends, leases, rents,
insurance premiums, margin calls are among them. The narrowest way to present the different
financial situations is to include only debt services and to show that if interest payments cannot
be covered, a unit will have to borrow more (Minsky 1978). In addition, the term “liabilities” is
here taken in a broad sense; dated off-balance-sheet, demand or contingent liabilities also matter.
Examples of, dated off-balance-sheet items are insurance and rental contracts (Minsky 1964a).
Demand off-balance sheet items are contractual (rather than informal) credit lines (Minsky
1969b) and contingent off-balance-sheet items are derivative contracts. All of these financial

commitments lead to payments that have to be met, usually whatever the cash inflows of a unit.
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Table 1: Stock and Flow Characteristics of Financial Positions

Hedge Speculative Ponzi
Cash-flow | E(NCFq) >0 Vt E(NCFo) <0 Vt small E(NCFq) <0 Vt<n
Margin with with
(Liquidity) E(CIFqr) = E(COFq; — aly) E(CIFq) = E(COFq; — (i + a)Ly)
Therefore: Therefore: Therefore:
E(NCFpm) =0 E(NCFpm) = E(aLy) >0 E(NCFpw) =E((i+a)L) >0
Net worth: | P, > P Vi, g, E(AP,) P,> P, for some i, g, E(AP,) |Pa> P, for somei, g, E(AP,)
Portfolio
margin
(Solvency)
Balance- | Assets: Some cash and cash Assets: Cash kickers in high Assets: Cash kickers in low
sheet: kickers. proportion, cash. proportion, few cash.
Cash Liabilities: Liabilities: Liabilities:
margin Debts are mainly long-term Long-term debts. Short-term debts in high
(Liquidity/ | debts. Demand and contingent short- | proportion.
Solvency) | Long-term debts with sinking | term debts. No reliable source of funds.

funds arrangements.

Low proportion of contingent
and demand liabilities.

No or insignificant proportion
of debts with floating rates.
Maturity: No or few
mismatches between assets
and liabilities.

High proportion of floating
rate debts.®

Maturity: Some large
mismatches between assets
and liabilities.
Off-balance-sheet:

Credit lines.

Rapid access to markets is
available.

Maturity: Large mismatches
between assets and liabilities.

In a hedge situation, there is no expectation, even with relatively conservative

expectations of cash inflows (Minsky 1980a), that the cash inflows from income production and

distribution will be less than the cash outflows on balance-sheet commitments:

E(NCFq) > 0 V't

This is so for most of the considered possible variations in cash inflows, interest rates, maturities,

and other cash-outflow related characteristics of liability contracts. Therefore, there is no

expectation that one will have to make position. However, some idle cash and superfluous liquid

® Note that this only characteristic can make an economic unit go from hedge to speculative situation. Hedge
financing with floating rates is considered speculative because of the dependence on changes in financial market
conditions (Minsky 1986a).
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assets are kept aside to meet possible disappointments in expectations (Minsky 1975b).” In
addition, the external refinancing sources of a hedge unit are very reliable and based on long-
term commitments with bankers. In the end, therefore, a hedge unit is expected to be very liquid.
All this leads to a strong balance-sheet position in which the market value of assets is superior to
the market value of debts, even for very large changes in interest rates, expectations of income
growth (g) and capital gains (E(Pa)).

For a speculative economic unit, it is expected that cash inflows from the main economic
activity will not cover the capital component of cash commitments (e.g., amortization of debts
and margin calls) induced by balance-sheet commitments, even if all income commitments from
balance commitments (rent payments, dividend payments, insurance premium, and others) can
be paid. In its cash-flow aspect, a speculative situation is one in which E(NCF) < 0, at least in
the short term. For an economic unit, this means that the cash inflow from its main income or
balance-sheet operations is not enough to cover the cash outflow from the balance-sheet
operations:®

E(NCFot) = —E(aL:) Vt small
Therefore, an expected refinancing (or liquidation) is necessary, but only for the capital
component of debt service (al), so there is no expected increase in liabilities.” This need for

refinancing is, however, a flaw in the financial structure of the unit because:

Where a hedge-financing unit is dependent only upon the normal functioning of product and
factor markets (or for a financial unit, upon fulfillment of contract), a speculative unit is
dependent upon the normal functioning of product, factor, and money markets. (Minsky 1986a)

A speculative unit may get into trouble more easily and by more channels than a hedge unit and

will be more sensitive to changes in interest rates for its flow and stock variables. Indeed, an

" In addition, if some cash commitments are denominated in other units of account than the main cash inflows, some
cash and liquid assets denominated in the former are kept idle (Minsky 1980a).

¥ For dealers and all agents who obtain their basic cash inflow from portfolio operations, a speculative position is
one with E(NCFs + NCFp) < 0. NCF; represents the net cash flow from the speculative turnover of financial assets
(capital gains net of the cost of turnover), and NCFg + NCFpy, are all the net cash flows from portfolio operations so
that NCF = NCF, + NCFp (Minsky 1969b). Following Minsky, we leave aside NCFs unless appropriate (one case
for which it would be appropriate is when capital gains are not enough to pay the pension of retirees).

® If possible at low cost, refinancing is preferable to liquidation because there is no decrease in net worth and so no
decrease in the borrowing power. A stricter definition of speculative finance excludes all the capital components of
the cash inflows from balance-sheet operations (e.g., cash received from principal payments or margin gains if they
are paid by cash).
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increase in interest rates will increase the cash outflows and so increase the gap between
expected inflows and expected outflows from operations and contracts. In addition, the market
value of assets will decrease more rapidly than that of liabilities because they are affected by a
higher discount rate. Finally, for a speculative unit, the cash margin is lower in size and less
liquid in its structure. Typically it will depend more on liquid assets and on quick access to short-
term sources of cash. This lower protection from possible disappointments of expectations leads
to a higher sensitivity of asset prices and to changes in income growth and capital-gain
expectations.

A Ponzi finance is the same as a speculative finance situation, except that the cash-flow,
portfolio, and cash margins are thinner, and the ways to get cash to make position are more
“volatile and exotic sources” (Minsky 1980a, 1975d). Indeed, the Ponzi situation is a special case

of the speculative situation in which refinancing operations lead to a decrease in net worth.

With speculative finance, net worth and liquidity can increase even as debt is refinanced, whereas
for a Ponzi unit net worth and liquidity necessarily decrease. (Minsky 1986a)

The refinancing need concerns not only the capital components of balance-sheet cash
commitments but also their income components (Minsky 1986a). A Ponzi finance situation does
not necessarily lead to an increase in debt if the liquidation of assets or the running down of idle
cash are preferred alternatives (Minsky 1977a). Speculative finance may lead to a decrease in net
worth if liquidation is preferred to refinancing.

In addition, in the case of Ponzi finance, the net worth is negative for “any honest
computation of present value” (Minsky 1977¢). However, there is still a hope that the net worth
will turn positive in an undetermined future, otherwise the unit could never issue new debts. If,
for example, Ponzi finance is used for the production of investment goods, then there is a
potential future increase in the cash-flow generating power, and so net worth may rebound in the
future. However, only when a finished new capital good is involved in the productive process
does it have any value, and so it can increase the net worth of its owner (Minsky 1986a). Thus, a
Ponzi situation can be called “capitalization of interest” finance and a speculative finance is

equivalent to “rollover” finance (Minsky 1982b):
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E(NCFor) =-E((i + a)Ly) Vt<n

where iL represents all the income components of the cash outflows on balance-sheet
commitments.

One important characteristic of both speculative situations is that they maintain or
increase the liability side of balance sheets without increasing the cash-flow generating power of
the unit (or of the economy) — they generate unproductive loans. Applied to the aggregate level,

a Ponzi situation means that:

The payment commitments on debts are increasing as interest is capitalized, even as the ability to
acquire profits is not enhanced by investment. (Minsky 1991c¢)

In addition, Ponzi and speculative finance are done with short-term sources of funds so their
practice increases the sensitivity of a unit, a sector or an economy to change in the cost of
refinancing or the cost of liquidation. Minsky argued that “there are both rational and market
processes which lead firms households, and financial institutions into speculative finance”
(Minsky 1975b).

In period of euphoria, Ponzi finance can be sustained because of the convention in place

or because of the amount of money at stake.

Ponzi units can be sustained either because of Micawber sentiments—something will turn up—or
because no one is willing to announce that “the Emperor has no clothes.” (Minsky 1975c¢)

It is not in the interest of the persons involved in a Ponzi process to recognize that the whole
operation is based on highly doubtful objectives.

Ponzi finance, therefore, does not mean that an economic unit is involved in fraudulent
economic activities. Ponzi finance can take many forms more or less interesting for the study of
financial instability. An example of “uninteresting” Ponzi situation is when the seasonal gross
profit may not be enough to pay fixed quarterly dividend payments (Minsky 1986a). Examples
of interesting Ponzi situations are (Minsky 1980a, 1984b): borrowing funds to buy securities
where income will never cover debt-service payments (only capital gains can make the operation

profitable), the acquisition of expensive capital assets with a long maturity, and any other
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situations where the income generated by the holding of an asset is durably expected to be lower
than the total (i.c., income and capital part) of the carrying cost of the asset. Finally, it is
important to note that Ponzi financing can be hard to detect because it can be hidden by creative

accounting practices (Minsky 1989c).

7.3.Conclusion

One central conclusion from the preceding is that the cash box condition of each economic sector
has to be understood thoroughly. The relationship between nominal cash inflows and nominal
cash outflows is extremely important. Purchasing power concerns, in addition to being
misleading, are secondary concerns and are included in the financial power concerns presented
above.

In order to be more concrete, the following example is provided. Say that workers earn a
wage of w = $5 and have to pay CC = $2 each month to service their debt, and assume that the
general price level is P = $1. The real wage earned by workers is W/P = $5 and the net wage of
workers is the nominal wage less the cash commitments in the form of debt-service payments,

w — CC = $3. Say now that workers obtain a raise that doubles their wage so that w = $10, and
that the general price level is also doubled P = $2. The real wage of workers is thus the same but
the situation of workers has considerably improved. Indeed, the financial power of money and
the capacity of workers to face their debt commitments (the liquidity of their position) is largely
improved, w — CC = $8. This improvement in their financial power increases their financial
wealth (assuming that their real consumption level is unchanged)'® and gives them easier access
to bank loans and financial independence. As Keynes says, the recommendations of Classical

economists forget about this:

Nor are they based on indirect effects due to a lower wages-bill in terms of money having certain
reactions on the banking system and the state of credit. (Keynes 1936)

' Say that C = PQ, = $1 x 3 = $3: workers consume all their net income. In the second period, if Q; is the same C =
$6 and so workers can save $2. This increase in their financial wealth improves the collateral they can offer to
bankers when they ask for loans, and so the willingness to lend of bankers is higher. Another way the financial
wealth can increase is, if P does not change but w rises to $10 then the real burden of debts (CC/P) is unchanged but
still workers are better off because of the lower nominal burden of their debts.
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Actually, the improvement in the financial wealth is not necessary to conclude that workers are
better off. Say that CC also increases by $2 so that CC/P and w/P are unchanged, still the
situation of workers has improved because their position is more liquid (W — CC = $6). Note also
that the real burden of debts (CC/P) is a misleading concept for workers because even if prices
change, their debt burden is unchanged; only wage changes will affect the burden of debt. Thus,
the real burden of debt or the real wages are not what matter for economic agents.

Therefore, in a monetary production economy, nominal variables matter more than real
variables. Economic agents pay a lot more attention to protecting themselves against insolvency
rather than to the narrow problem of the purchasing power of their monetary hoards or income

gains.

Liquidity is a fundamental recurring problem whenever people organize most of their income
receipt and payment activities on a forward money contractual basis. For real world enterprises
and households, the balancing of their checkbook inflows against outflows to maintain liquidity is
the most serious economic problem they face everyday of their live. (Davidson 2002)

The role of real variables should be left for historical comparison, not for current economic

analysis (Keynes 1933, 1936).

8. ACCUMULATION PROCESS: TWO PRICE SYSTEMS WITH TWO SETS OF
PRICE, FINANCIAL STRUCTURE, AND THE KALECKI EQUATION OF PROFIT

8.1. The Determination of Aggregate Profit

From 1977 on, Minsky (1977b, 1978, 1986a, 1991b) preferred to use Kalecki’s equation of
aggregate profit (Kalecki 1971) rather than Kahn’s multiplier analysis (Kahn 1931) to explain
the determination of aggregate income. The level of aggregate gross profit after tax, I1= -
tll (with tyy the tax rate on gross profit), is determined by (Kalecki 1971; Sawyer 1985; Minsky
1986a):

N=1+G-T)+(X-J)+Cpx—Sw
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This equation is derived from the expenditure and income approaches to the GDP identity.
However, the identity is transformed into equality by the behavioral and causal assumptions that
are assumed to exist in the economy. As Kalecki argues, IT is not under the control of any
economic agents whereas, | (investment expenditures), G (public expenditures), X (exports), J
(imports), Cr; (consumption out of distributed profits), and Sy (workers’ saving out of wages) are
determined by a decision process (Kalecki 1971).

One central point of this equation is to show that there are two leading variables in the
economic system: | and G (Minsky 1986a). These two variables are not determined by the
current level of aggregate income (even if they may be influenced by it), and aggregate public
expenditures can be used to stabilize the adverse effect of a decrease in aggregate investment on
aggregate profit. Another important point is that aggregate profit is determined independently of
the mark-up that firms put in their price. It is the structure of aggregate demand that determines
the mark-up, and more precisely, it is in the consumer-good sector that the aggregate mark up is
generated via the spending of economic actors who do not work in the consumer good sector

(Minsky 1986, 1982a; Kalecki 1971).

The framework yields a macroeconomic theory of profits in which profits exist not because
capital is productive but because investment demand makes consumption output scarce. [...]
Profits arising in the production of consumer goods are due to spending on consumer goods in
excess of the wage bill generated by the production of consumer goods. (Minsky 1986b)

The microeconomic decisions over the mark-up only influence the distribution of the aggregate
profit (Minsky 1986a).

From the aggregate determination of profit, one can then derive the determination of
internal funds by using:

[Mg=I1-(ita)lL

Of course, depending on the debt structure, there may be different types of interest rates and
amortization rates, and, in this case, it is necessary differentiate between them. More generally,
iL represents all the income components of the cash outflows on balance-sheet commitments,

and aL represents all the capital components of cash outflows on balance-sheet commitments.
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For the business sector, the level of liabilities (both in- and off-balance sheet liabilities),
their interest (or income) level, and their maturity determine the minimum gross profit that needs

to be generated in order to be able to meet cash commitments without having to make position.

8.2. The Determination of the Investment Level

Graphically, the determination of the level of investment is based on a Marshallian supply and
demand analysis augmented with the Kalecki’s principle of increased risk (Minsky 1967b,
1975a, 1986a, 1989d; Kalecki 1971). This mainstream representation, however, does not fit the
theoretical framework used by Minsky. At the aggregate level, Kalecki’s equation of profit is
added to the system and the Neoclassical approach to output prices is replaced with Weintraub’s
method of output price determination. The principle of increasing risk is still there and states
that, as expected external funding increases, there is an expected increase in the debt-equity ratio,
which affects the perceived risk of engaging in an economic activity with external funds. This
perceived risk may be completely unfounded and, as Lavoie (1997) notes, there are forces that
may lead to a decrease in actual risk. However, the preceding does not put into question the
relevance of this concept for the micro or macro level as long as one stays in the realm of
expectations.

The profit equation and the principle of increasing risk reflect the importance of financial
factors for the determination of investment. The modeling of the latter dependence changed over
time, starting with a loanable funds theory framework (Minsky 1957b, 1959, 1964a, 1965a) and
ending with a framework based on chapter 17 of Keynes’s General Theory (Minsky 1975a,
1986a). In any case, the importance of both relative prices and financial structure (both desired

and actual) is put forward by Minsky as central for the determination of the investment level.

8.2.1. The Micro Determination of Investment

At the level of one enterprise, the level of investment is determined in the way shown by Figure
2. An entrepreneur compares the demand price (Pyq), that is the price s/he is ready to pay for a
certain type of investment good, with the price at which the producer of the investment good

offers the latter (Pys).
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Figure 2: Microeconomic Determination of Investment Demand for a Certain Type of
Investment Goods
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The demand price represents the discounted expectations of the entrepreneurs and reflects the

long-term side of the investment process:

Pia = Dk[Q]

with Q the expected gross quasi-rent over the life of the investment goods (long-term
expectations) and Dk the discount factor (which depends on long-term interest rates). The latter
reflects the entrepreneur’s risk (or borrower’s risk if investment is externally funded), which
represents the confidence of the entrepreneur in the future. Because of his/her vision of the
future, an entrepreneur has a given desired level of investment, as well as a desired funding
structure of this investment. Therefore, as the level of investment increases, the entrepreneur’s
risk increases and this leads to a decrease in the demand price. The decrease does not need to
start when investment begins to be externally funded; it can happen before or, usually, after
(Minsky 1975a) because the entrepreneur’s risk does not depend only on the level of external
funding. Indeed, another major variable that affects the discount factor put of demand price is the
(marginal) user cost of money, i.e., the implicit rate of return on money (Keynes 1936, Kregel
1997). This is so because an entrepreneur has to choose between different types of assets, and the
choice will depend on the relative profitability and liquidity of each of them. As Minsky said,
capital assets can be “best thought as a special type of financial instrument” (Minsky 1977¢) in
the sense that they are expected to generate an income but their liquidity is nil or very low

(Minsky 1975a).
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The “offer price” (Minsky 1982a), Pys, represents the short-term side of the investment
decision. It is a horizontal line because it is assumed that the buyer does not have any influence
on the cost of production of the producer. The offer price is determined by a mark-up over the
marginal cost of production. The mark-up depends, in part, on the user cost of capital equipment,
that is, the expectation of profits in the near term relative to current expected profit (short-term
profit expectations) (Minsky 1971). More precisely, the marginal user cost of capital equipment
determines the minimum mark up necessary to give to the producer the incentive to produce
(Keynes 1936):

Pis=2Ac

However, a producer may be forced to produce even if the price is below its minimum required
level, because a producer may have to meet contractual financial commitments (Minsky 1975a,
1971). The mark-up depends also on the short-term cost of financing production (short-term
interest rate and amortization rate) that is generated by borrowing to pay wages, raw materials
and other costs of production, and on the market power of the firm (Minsky 1978, 1986a).

However, if part of the quantity of investment goods acquired (O)) has to be externally
funded, the offer price is not, from the buyer’s point of view, the relevant cost of new capital
goods. Indeed, it is also necessary to include the cost of the external funds. The supply price of
capital, its “delivered price” (Minsky 1978), is equal to the sum of the offer price plus the
discounted value of the cash-flow commitments: P, = Pis + D[CC] (Minsky 1975a). This leads to
a jump in the supply price function when investment has to be externally funded (above E(Of)).
The supply price, then, becomes an increasing function of the level of investment because of the
lender’s risk. The latter reflects the vision of the future of bankers. This vision of the future sets
some acceptable margins of safety to meet, which reflect what bankers see as an appropriate or
“optimal” financial structure. As investment expenditure increases, the expected increase in debt
relative to equity leads to an increase in the perceived risk of the investment operation. The
strength of this risk (the curvature of the supply price) depends on how loose the bankers’
convention is.

Finally, if an entrepreneur was previously indebted, there is an additional cost to add

induced by the refinancing of existing positions, what Minsky call the “marginal lender’s risk”
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(Minsky 1975a). This leads to the supply price curve Py, In the next figure, no difference is
made between lender’s risk and marginal lender’s risk.

The level of investment is, therefore, determined by the demand and supply price of
investment and by what entrepreneurs and lenders think is an appropriate method of funding
investment. The latter depends on the conventional margins of safety of entrepreneurs and
bankers. This, in turn, depends on their vision of the future, i.e., their state of long-term
expectation. If considerations about the financial structure were not included, the level of
investment would be limited only by the entrepreneur’s risk."!

The desired structure of investment funding is determined by the expected amount of net
quasi-rent (Qg) and the desired/expected external funding of investment (E(AL,)). In the
following, the former is equal to expected internal funds with sales as the only source of cash
inflows in the NCFq of the entrepreneur. The expected “internal financing constraint” (Minsky
1975a) is, Qir = Pis'E(O\g), which gives the quantity of investment goods that can be bought with
internal funds: E(Ojr) = Qie/P)s. The difference O, — E(Og) represents the expected quantity of
investment goods that will be bought by requesting external funds. This is expected to lead to an

increase in the cash-flow commitments (E(ACC) > 0).

8.2.2. The Macro Determination of Investment

In the microeconomic approach, “all prices and prospective yields are independent of the firm’s
own scale of operations” (Minsky 1975a). At the macroeconomic level, this does not stand
anymore for several reasons. First, at the macroeconomic level, it is necessary to differentiate
between two price systems with two sets of prices (Kregel 1992; Minsky 1969a, 1969c, 1975a,
1977b, 1978, 1986a, 1996). The first price system is the flow-price system (or output-price
system) Po, which is the “carrier of profit” (Minsky 1986a). Indeed, it contains two sets of
prices, one concerning consumption goods (Pc) and another one concerning investment goods

(Pis), and both are important to determine the profit level in each sector. The second price system

"' Minsky stated that investment would be unlimited (Minsky 1975a) but he failed to take into account the
entrepreneur’s risk independently of the borrower’s risk. More precisely, he stated that if there were no risk, no
uncertainty and no consideration about financial operations, the demand for investment would be unlimited for an
entrepreneur (Minsky 1975a). Demand price and supply price would be horizontal. At the aggregate level, assuming
decreasing returns, the only limit would be the cost of producing investment so that O; would be determined when
Ps reaches a horizontal Pq.
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is the stock-price system (or asset-price system) Pa (Minsky 1977b). The latter contains the
crucial distinction between price of liabilities (monetary assets), and price of capital assets (non-

monetary assets), Pk (Keynes 1936).

There are two levels to the ‘two prices’ approach: The first level, presented in the Treatise,
distinguishes between the prices of current output and capital goods output; the second level,
added in the General Theory, distinguishes the prices of new and existing capital assets from the
prices of new and existing financial liabilities. (Kregel 1992)

Each component of this price system is influenced by the developments taking place inside the
economic system. The output price system depends on the level of aggregate demand because
the latter affects both the average productivity of labor and the aggregate mark-up. The aggregate
price level is:

Po=w/AP_ + Ag

with AP, the average productivity of labor and Ao the aggregate mark up that is determined by

the Kalecki equation of profit. Applied at the investment sector level, one has:'?

P|s = W/APL|(O|) + A|

with AP’(O)) <0 and A, determined by the funding needs of the entrepreneurs of the
investment sector, and by the profit expectations of entrepreneurs and other “supply conditions
of the investment output” (Minsky 1982a; Lavoie 1992).

The aggregate price level for asset prices is also a function of what is happening inside
the economic system. The value of those assets is socially determined by an anchor — the
normal price. Economic prosperity leads to an increase in this price, which affects back
investment via the effect of the price of liabilities and capital assets on the demand price for
investment. This latter price has no concrete existence, rather it is an implicit variable that is
approximate by the price of old capital assets, Pk, because it is assumed that firms would never

buy new assets if there is the equivalent for cheaper available in secondary markets (Keynes

12 Weintraub (1978) and Minsky (1986a) have studied in detail the origins of the mark up in the consumer-price
sector.

30



1936). Pk is determined not only by the entrepreneurs’ expectations, but also by the expectations
prevailing in the financial markets. In fact, Pk is still an implicit price, and if one wants to give a
concrete counterpart to this variable, the best approximation that we have is the price of financial

assets, which are not determined by entrepreneurs (Minsky 1986a).

In a capitalist economy, an implicit price system of capital assets—the real capital of the
economy—is determined in markets, just as is the price system of current output. This implicit
price system is buried in the explicit price system of shares and bonds visible in financial markets
and in the prices set in mergers and acquisitions. [...] The starting point for bids on existing firms
is the market valuation of the equity and debt liabilities. (Minsky 1986d)

This approximation is then discounted by the entrepreneur’s risk to give an approximation of the

demand price of new capital goods. Thus, we have:

Pa — Pk — Pig = Pk + entrepreneur’s risk

Therefore, to give an explicit counterpart to Pyg, one has to assume several approximations that
partly divorce P g from the direct decision process of entrepreneurs (the entrepreneur’s risk is
still a factor only determined by entrepreneurs, even if the latter may be influenced by the
opinion prevailing in the financial markets (Keynes 1936)). Minsky was careful to say that this
series of approximations is not very satisfactory because the link between stock markets and
investment is not well known (Minsky 1969a). However, sometimes he oversimplified the matter
by blankly stating that both P4 and stock market prices are the same (Minsky 1996).

Another important variable that affects investment, even if only indirectly and
progressively, is the level of aggregate profit. The latter is a function of the actual level of
investment. It is very important to differentiate between Q and IT by looking at how they are
determined and how they affect each other. First, Q is determined at the microeconomic level by
the state of long-term expectation of entrepreneurs and bankers, whereas I1 is
macroeconomically determined. Second, | is determined partly by Q and IT is determined by I.
Therefore, the more entrepreneurs invest, the more they will be able to realize their expectations

and inversely. There is the following feedback process going on at the aggregate level:
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Expectation about future — Q + normal margins of safety — Pi¢/P} — | — 11

(“progressively” (Minsky 1980a )

This “circularity of a capitalist economy” (Minsky 1986a) is part of the internal flaw of the
capitalist economic system. However, entrepreneurs usually have no knowledge of this process
or do not take it into account in their decision process. This possible frustration of expectations
by macroeconomic forces is essential for the dynamics of the Minskyan system.

Figure 3 shows how investment is determined at the aggregate level. Again, it is very
important to understand that the structure of funding is an expected structure, where Qe is used
to determine E(Og). The actual funding structure, determined by I1, has important feedback
effects on the behavior of individuals and their willingness to go into debt and to lend in order to
invest. The main difference with the micro-determination (aside from Ps that now depends on
O)) is that the actual internal financial constrain becomes endogenously determined: ITj(l) =
Pis'Oir (Minsky 1975a). Minsky does not make a clear difference between Q and IT and assumes
directly Q(I). This is not acceptable as one stays in the Keynesian methodology of shifting
equilibrium (Kregel 1976). One must assume that the state of expectations is only progressively

affected by investment (via the level of profit), which is actually what Minsky assumes.

Figure 3: Macroeconomic Determination of the Level of Investment
A

Pid Pk
I:)IS - HIF(I)
Qi
E(O”:) Ol OI
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9. THE FINANCING AND FUNDING PROCESS

The different economic activities can all be classified in relation to two different categories
(Minsky 1983a, 1984a, 1990b): the production of assets and the carrying of assets. Therefore,
money is used for both “financing activity and taking positions in inherited assets” (Minsky
1977b); the second case includes the acquisition and maintenance of positions in existing
financial and real assets. All these economic activities are supported by a financing and funding
process that involves a flux of money (via monetary creation) and a reflux of money (via
spending and borrowing of existing liquid savings). The funding process includes also the
rollover (i.e., the renewing of the same loans), renegotiation (change in the terms of contracts), or
consolidation (borrowing long-term to reimburse short-term debts) of existing financial
contracts, all of which can be classified as “refinancing” activities, and which emerge, in the
simplest model, from the fact that some households desired to keep part of their saving in
monetary form (Davidson 1978; Lavoie 1987, 1992; Parguez 1984). All types of economic
agents (except the authority that issues the top [OUs) may have refinancing needs'® and all
agents have financing needs.

As the pyramid of IOUs showed, all units need to be financed in the sense that all units
need to have their IOUs accepted in order to be able to implement their economic decisions. The
acceptance is based on the promise of the issuer of IOUs (except the federal government)'* to be
able get a third party IOU, usually higher or of the same level, in the hierarchy. Depending on
the type of liability, this promise can be demand, dated, or contingent, and, if this promise cannot
be satisfied by normal operations, then a refinancing operation or a liquidation is necessary.

Refinancing is a normal operation for banks. Indeed, because they do not wait for the
resources to lend, and because they promise to convert their IOUs in central bank IOUs on

demand, banks need to borrow or to buy some reserves to be able to fulfill their obligations. In

" More precisely, refinancing operations for the top issuer are used, not to obtain funds, but to change the maturity
structure of its outstanding debt (either to push back interest payments in the future or to satisfy the needs of the
private sector for long-term, low risk assets).

' This is, of course, not true if the government issued IOUs in foreign currencies or if it promises a conversion on
demand of its on IOUs in other assets or IOUs that it cannot create (gold, foreign currency, etc.). However, usually,
because their IOUs are at the top of the pyramids of IOUs, governments can “more than other units issue debts to
pay debts” (Minsky 1984b): coins, notes, bonds, etc. are all IOUs of the government and the mere shift between
them does not change government indebtedness (reimbursing T-bonds with coins, notes, or reserve credits, does not
decrease the government debt, it only changes its structure).
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fact, all agents that have a maturity of their assets that is longer than that of their debts need to be
refinanced.

These financial needs contribute to the inelasticity of loan demand to interest rates. The
demand for loans can even be positively correlated to interest rates depending of the size of

indebtedness of the sector or the economy.

Thus when an investment boom takes place in the context of an enlarged need to refinance
maturing debt, the demand ‘curve’ for short-term debt increases (shifts to the right) and becomes
steeper (less elastic). (Minsky 1982b)

Indeed, when some commitments are due and a unit cannot meet them with the cash flow from
its normal operations, this unit will pay whatever is necessary to fulfill its commitments in order
to avoid a loss of reputation and bankruptcy, with the ultimate solution being the liquidation of
strategic assets. This refinancing situation is more often triggered for economic projects that take
a long time to mature, like investment projects. More generally, all speculative financial
structures, that is, all structures that rest on the holding of assets for which income does not cover
their carrying cost for a determined or an undetermined period, need access to a reliable
refinancing source.

All the preceding has several implications for the modeling process. Again, the most
important one is that a model cannot represent Minsky’s theory if there is no reference to the

process of financing and funding.

It is impossible to draw a meaningful investment demand function without simultaneously
specifying the liabilities that will be emitted. (Minsky 1967b)

“Money is never neutral” (Minsky 1993, italics added) because of its necessity to satisfy the
financing and funding process of the economy and to calm the nerves of economic agents in face
of uncertainty. One cannot assume that money is dropped from helicopters or “rains down from
Heaven” (Friedman 1969). A second implication is that there is no reason to assume an
automatic relationship between the demand for bank loans and interest rates. Depending on the
level of indebtedness, this relationship can change.

Another important conclusion from the preceding is that Minsky’s theory does not rest on

the loanable funds theory. By 1969, the theory no longer contains any explicit or implicit
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references to the loanable funds theory and the possibility of financing or funding via exante
saving. In addition, Minsky dropped the textbook liquidity preference theory for Keynes’s
liquidity preference theory as exposed in chapter 17. From this time, Minsky never made any
more reference to the loanable funds theory of the rate of interest. Lavoie and Seccarecia (2001)
point out that the equations on page 135 of John Maynard Keynes “still incorporate the basic
element of a loanable approach” (Lavoie and Seccarecia 2001). If one looks at the equations,
they try to introduce dynamics in the argument by showing how planned investment can be
funded. Minsky never stated that exante (planned) saving can finance investment — this
possibility is absent in the book. If past savings are not enough, the only way to fund investment

is to increase the money supply.

10. FRAGILITY, INSTABILITY AND CRISIS

The concepts of “financial fragility”, “financial instability”, and “financial crisis” have been
widely used by Minsky and, sometimes, he has been accused of not giving a precise definition of
what he meant (Goldsmith 1982). However, as he developed his theory, the definition became
more precise. In the early work, there is no clear difference between fragility and instability.

The simplest and boldest way to qualify financial fragility is too associate it with
overindebtedness (Minsky 1992; Fisher 1933). The concept of “overindebtedness™’ is, however,
relative to a “normal” indebtedness and so related to the notion of “optimal” financial structure
which has already been rejected. There is no “true” or a priori optimal financial structure. It all
depends on the conventions prevailing in the economic system and these conventions may lead
to the implementation of economic activities that may make this optimality a reality.

One, then, needs to be more precise on what is meant by “fragility”. One way to do so
would be to define it by its antonym, namely “robustness”. The robustness/fragility of the

economy is, then, defined in the following way:
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The place of an economy on a financial robustness-fragility scale is determined by 1) the weight
of hedge, speculative, and Ponzi finance units in the economy; 2) the willingness and ability of
the authorities to refinance units at concessionary terms when current market rates transform units
into Ponzi units; and 3) the in-place power of the authorities to sustain aggregate profits (cash
flows to business) and aggregate wages when current market rates turn a large number of units
into Ponzi financing units and when the flow of profits and wages could slow down. (Minsky
1993b)

The fragility/robustness of the economy is, thus, related to the structure of financial positions of
private economic units and to the existence of what Minsky called “built-in stabilizers” (Minsky
1964a) — both endogenous and exogenous factors affect the domain of stability of the economy
(Minsky 1972b). These endogenous factors are related to the classification between hedge,
speculative, and Ponzi finance. Thus, in a robust financial system, “it takes large changes and
there are only a few channels by which financial instability can be induced” (Minsky 1975b).
The exogenous factors are related, not only to the lender of last resort intervention or the
countercyclical fiscal policy, but also to a whole range of financial institutions and practices that
limit the development of the possibility of instability and the financial weakening of the system
(loan officers, existence of specialists, amortized mortgages, transfers) (Minsky 1963a, 1964a,
1981, 1984b, 1986a). In the end, therefore, fragility can be defined as the propensity of an
economic system to generate financial instability. In a fragile financial system, even “a ‘slight
disturbance’ in money flow” (Minsky 1964a) can generate financial instability because of the
high articulation between cash inflows and cash outflows.

The problem becomes to define financial instability, which links the effect of financial
fragility to the non-financial side of the economy. The best way to comprehend this notion is to

start with the definition of macroeconomic stability given by Minsky.

Stability, in the macroeconomic sense, means that a close approximation to full employment at
stable prices can be achieved and sustained by market processes. (Minsky 1981)

A market system is, therefore, financially unstable when it does not promote full employment
and price stability. This shows that it is important to differentiate between “upward instability”
and “downward instability” — the former being the cause of the latter (Minsky 1969a, 1980b).
Clearly, a more fragile financial system is more prone to be unstable. In terms of upward

instability this is so because a fragile financial system promotes inflation by increasing the cost
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of production and by the incorporation in expectations of a higher price level (Minsky 1975a).
The first cause of inflation can be cured by decreasing interest rates, but the correction of
expectations is harder to do, both because it is harder to change the mind of people and because
these expectations sustain a level of indebtedness. Therefore, a “fragile financial system is
particularly conductive to accelerated inflation” (Minsky 1975a). In terms of downward
instability, a fragile system is more unstable because it promotes the emergence debt-deflation

processes. In this case:

Financial instability, with respect to a given extent of financial distress exists whenever financial
distress of this given extent or greater results in a financial crisis. The extent of financial distress
refers to the number and distribution of the units that are in financial distress. If the extent of
financial distress is below the critical level, then the endogenous phenomena by which one unit in
distress affects other units will not lead to a financial crisis. If the extent of financial distress is
above the critical level, then no further outside shocks are necessary for the financial system to
generate a financial crisis. (Minsky 1964a)

The downward instability, therefore, depends on “the importance of uninterrupted flow of
receipts” (Minsky 1972b) and the possibility of systemic risk. In case of high instability, the
effects on the economy are important.'® This downward instability is promoted by several
factors: the growth of short-term position-making instruments, a tighter central-bank policy, a
tighter fiscal policy, and the increase in layering and possible “domino effect” (Minsky 1986a).
In the end, therefore, the financial instability of an economic system is related to the propensity

of financial fragility to have effects on non-financial variables.

Financial instability occurs when disturbances in an economy’s financial structure—such as a
stock market crash, major bank failure, or nonpayment of foreign debt obligations—aftect the
level of real activity in that economy. (Pollin and Dymski 1994)

Finally, a financial crisis characterizes a situation of widespread financial distress in the

economy. If this distress manifests itself by a liquidation of some assets, then there is a large

"> A primitive version of this downward financial instability can be found in early Minsky’s articles (Minsky 1957b,
1959, 1965a). In this case, investment is affected by a financial accelerator that depends on the financial fragility of
firms (represented by the equity and liquidity ratios). Later, this was replaced by the P\y/P, framework, which,
contrary to the previous articles, does not ignore uncertainty (Minsky 1972b).
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drop in the price of those assets. A financial crisis may have real effects and promote a debt-
deflation process depending on how unstable the economic system is.

All this has one important implication for the modeling of Minsky’s framework. His
analysis does not rely on the emergence of “shocks” to generate financial crises. Normal
variations in cash inflows, or delays in the receptions of the inflows, may lead to a financial
crisis in a fragile financial system. This does not exclude, of course, the possibility of a shock,
like an increase (expected or not) of the central-bank policy rates, an increase in the cost of raw
materials, or any other external factors. The point is, that even without those shocks, a financial
crisis and an economic recession can be generated because the turning point is endogenously
determined (Minsky 1982a). Therefore, the immediate cause of a financial crisis does not matter.
The forces at work that led to the crisis started to operate a long time before the factors triggering

the occurrence of the crisis.

11. THE ROLE OF THE BOOM PERIOD

The analysis of Minsky’s theoretical framework process would not be complete without referring
the boom period. The latter is a short-term phenomenon that “lives a precarious life” (Minsky
1975a), during which the economy is close to full employment and is led by a euphoric

optimism. For Minsky, even if this period is very short, it is essential:

In this interpretation the boom is critical; it builds an ever-more-demanding liability structure on
the base of a cash-flow foundation consisting of prospective yields of capital assets, which are,
because of technology and the limited ability to squeeze workers’ real wages, at best constrained
ultimately to grow at a steady rate in real terms. The debt base, which grows at an accelerating
rate during a boom, is not so constrained. (Minsky 1975a)

The idea behind the boom period is, therefore, that the cash inflows from operation and contracts
cannot grow as fast as the commitments on balance sheets without generating inflation. As
shown above, aggregate prices depend on the average productivity of labor and are a decreasing
function of the level of output given technology. Therefore, at full employment, a free market
economy will be subject to an inflation barrier due to real constraints that can only be removed

by technological progress, by better training of workers, or by squeezing the nominal wage of

38



workers. This inflationary pressure will build up in the financial contracts, and the economy will
become more sensitive to the realization of price expectations, which will lead to a crisis when
the expectations will not be realized.

In an economy with a big government that applies an Employer of Last Resort program,
an income policy, and follows a functional finance approach, the inflationary pressure would be
dampened. In this case, aggregate profit can only increase with improvements in the productive
capacity of the economy because additional total spending would be authorized only when it
does not generate inflation. In an economy in which the preceding type of government does not
exist, the inflationary pressure would lead to a large tightening of fiscal and monetary policies,°
which would squeeze profit on both sides (demand and financial cost) and could precipitate a
Crisis.

The importance of the real constraints and productivity in the determination of profit is,
therefore, not related to a neoclassical foundation of the nature of profit. It is related to the
problem of “inflation barrier” which, if unchecked, leads to a deep crisis, and, if checked
correctly, imposes a constraint on aggregate spending so that the latter grows only with the
improvement in the capacity of production.

Another factor that enters into consideration during the boom is the emergence of
widespread unproductive economic activities that are funded externally like “corporate
maneuverings, takeovers, mergers and conglomerate expansions that characterize the boom”
(Minsky 1975a). Also during this period, “households will become more willing to use more
debt to own shares, bankers will be more willing to finance such ‘margin’ purchase of shares”
(Minsky 1975a). This kind of activity increases the amount of cash commitments without
financing or funding any actual or potential increase in aggregate income. The capacity to meet
cash commitments rests on an expected bonanza, via realized capital gains.

If the boom matters, however, it can only explain the acceleration of the financial
weakening of the economy but cannot explain the progressive weakening of financial positions.

As Minsky recognized:

' In today’s world, this occurs actually far before full employment because of the obsession with low inflation, even
when there is no sign of inflation at all.
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Even though a prolonged expansion, dominated by private demand, will bring about a
transformation of portfolios and changes in asset structures conductive to financial crises, the
transformations in portfolios that take place under euphoric conditions sharply accentuate such
trends. [...] Thus, the theory of financial stability takes into account two aspects of the behavior
of capitalist economy. The first is the evolution of the financial structure over a prolonged
expansion [...]. The second consists of the financial impacts over a short period due to the
existence of highly optimistic euphoric economy; the euphoric economy is a natural consequence
of the economy doing well over a prolonged period. (Minsky 1972b, italics added)

A capitalist economy will become fragile in the first place because of the way borrowing and
lending activities are conducted in an uncertain world — margins of safety are determined by a
convention and maturity mismatch. The boom, or euphoric period, only precipitates the turning
point that would occur anyway, unless economic growth was driven by governmental

expenditures. This last point is very important:

During a protracted expansion dominated by household and business deficits the ratio of
household and business financial commitments to income rises, whereas in an expansion

dominated by government deficits the ratio of private commitments to income decreases. (Minsky
1963b)

Economic growth, therefore, will not generate a weakening of financial positions of private units
if it is based on government spending that injects safe assets in the balance sheet of private
units."”

All this has important implications for the modeling of Minsky’s theoretical framework,
especially for the dynamics of the system. A non-inflationary level of income is constrained, in a
full employment situation, to grow only at a rate determined by the growth in the productivity of
labor and capital. This is not explained by a real origin of the rate or level of profit. On the other
side, the growth of financial commitments is potentially unlimited and the central bank has the

important task to limit this growth.

17 More generally, when doing econometric studies, it is important to know which sector, or which part of a sector,
is leading economic activity because it is in this one that the forces underlying the Financial Instability Hypothesis
will emerge.
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12. FINANCIAL STRUCTURE, INFLATION, EMPLOYMENT AND POLICY

One last important point of Minsky’s theory concerns the impact of all the preceding on inflation
and employment, that is, their origins and how they can be prevented. At the theoretical level,
there are two important points. The first point, in the tradition of Keynes, is that full employment
equilibrium (let alone stable full employment equilibrium) is not the natural outcome of a free
market economy. One of the main roles of the government is, thus, to promote full employment.

The second point is that inflation does not necessarily have monetary origins.

Monetary abundance and monetary growth are not, in and of themselves, sufficient cause of rapid
inflation. (Minsky 1983b)

Additional conditions are necessary and among them are a complex financial structure, a fiscal
policy that is irresponsible (failed to use taxes to protect the value of its IOUs), and policy-goals
that are oriented toward growth rather than full-employment (Minsky 1975a, 1983b). This last
cause is important because it shows that Minsky divorces the full employment and economic
growth goals — they are independent goals.

In front of the structural flaws of the capitalist system, authorities can choose among
three solutions (Minsky 1962): let the debt-deflation process go, stagflation, or full employment
policy. The last two prevent deflation, but stagflation, promoted by growth-oriented policies, is

not ideal. Therefore, at the practical level, the role of the government is not to promote growth:

The maintenance of a robust financial structure is a precondition for effective anti-inflation and
full employment policies without a need to hazard deep depressions. (Minsky 1978)

From our theoretical analysis it is evident that policy should aim at achieving and sustaining a
robust financial structure. [...] The policy problem is to develop a strategy for full employment
that does not lead to instability, inflation, and unemployment. (Minsky 1986a)

Davidson (1978) noted that the promotion of hedge financing may not be good because it may

decrease aggregate demand or may decrease its growth. Pollin and Dymski (1994) have shown
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that a big government era'® leads to smoother but slower economic growth. Minsky is conscious
of that, but he puts forward several reasons why this is the best policy. First, a strong financial
structure increases the effectiveness of monetary and fiscal policy by limiting the moral hazard
generated by the existence of a floor on profit and asset prices (Minsky 1972b, 1985). Indeed, in
a strong financial structure, it is possible to have “a depression without a depression” (Minsky
1975, 1975d), that is to say, the good financial effects of a depression (increase in prudence,
increase in the liquidity of portfolios, decrease in leveraging) without the negative effects
(massive bankruptcies, high unemployment, wastage). On the contrary, in a fragile financial
structure, the floors have to be put higher (“premature” lender of last resort intervention and
countercyclical fiscal policy) and this may prevent the restoration of sound financial practices
(Minsky 1963b, 1972b, 1977b, 1983b). Second, full employment policy is, in a capitalist
economy, the best way to fight poverty by providing a guaranteed access to a job (Minsky
1965b, 1965¢, 1966; Davidson 1968; Bell and Wray 2004).19 Third, inflation is far more difficult
to deal with in a fragile environment. Indeed, when inflation expectations are incorporated into
the expectations of cash inflows, and so the normal financial structure, a decrease in inflation
may promote financial instability (Minsky 1975a). In addition, the “paradox of monetary policy”
is that lender of last resort is inflationary (Minsky 1975b). This does not mean that it will
automatically generate inflation but, in a fragile environment, monetary inflation has more
chance to occur. Finally, as stated earlier, employment and growth should, for Minsky, be
unrelated.

In the end, therefore, a stabilization policy, coupled with an employer of last resort
program (Minsky 1983a, 1986a), an income policy,”’ and a socialization of investments related
to private needs is the best policy package today (Minsky 1983a, 1986a). The stabilization policy
includes both containment of financial crisis and guidance of the financial practices. Concerning

the central bank, it should let the financial market innovate and experiment, but should set the

' Past and current experiences of big government in developed capitalist economies have not been implemented in a
way consistent with Minsky’s proposal: they have relied on fine-tuning and growth. (Minsky 1975a)

" Dymski and Pollin (1992) argue that distributive questions are of secondary importance in Minsky’s approach:
“such ideas are mere asides in his overall framework” (Dymski and Pollin 1992). This is not the case. Very early in
his career (mid 1960s), Minsky pushed for a more equitable capitalism and, for him, the best way to do so is to
promote stable full employment. The latter needs a stable financial system.

% The employer of last resort, by fixing the minimum wage rate, will already contribute to the stabilization of wage
(Minsky 1983a). An income policy may improve this control and may also complement it on the mark-up side
(Davidson 1968).
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permissible financial techniques by accepting them or not in its refinancing operations, or by
making it more costly to use a financial technique (Minsky 1967b, 1980d, 1982b; Wray 1992;
Kregel 1992):

The Federal Reserve could expedite the growth of the commercial paper market by making
dealers in such paper eligible for accommodation at the discount window. It could create a barrier
to these developments by requiring commercial banks to hold reserves against unused portions of
contractual lines of credit, thus making it more expensive to use the banking system as a
‘residual’ lender. (Minsky 1969b)

If it disapproves of certain financial developments and the latter are in trouble, a central bank
should let the crisis go while protecting other markets against adverse effects. A central bank
has, thus, a capacity to affect the direction that the financial system takes, especially when the
financial system is robust. In addition, a central bank can affect the profitability of some
financial practices, and so can guide the activities of financial institutions by putting limits on
bank equity, controlling usages, supervising and regulating financial institutions, and
legitimating some financial instruments and disapproving others via its refinancing policy (which
optimally should go through the discount window) (Minsky 1967b, 1975¢c, 1986a; Campbell and
Minsky 1987; Kregel 1992; Shull 1993; Phillips 1997). In period of financial fragility, the role of
a central bank is limited to containment and it cannot guide the system, but merely validates
existing innovations and financial practices. In period of financial fragility, the role of fiscal
policy is also containment. The containment and guidance strategies of public authorities affect
the liquidity preference of the suppliers of funds and, so, their behaviors. In the end, the goal of
these policies is to increase the stability of the system, especially when full employment is
reached, by making speculative financing less attractive.

This stabilization policy is, however, limited in its effectiveness because a stabilization
policy has “pitfalls” (Minsky 1983b). Successful policies change the responses to policy; big
government has inflationary tendencies and stabilization of some variables destabilize other

dimensions. Here again, at the policy level, we find the dialectic approach that is present in all
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Minsky’s analyses.”' Thus, regulation has always to adapt itself; there are no definitive solutions

or rules that guarantee stability.

There is no final solution to the problems of organizing economic life. (Minsky 1975a)

The only universal rule for Federal Reserve policy is that it cannot be dictated by any universal
rule. (Minsky 1977¢)

Economic policy cannot be reduced to a set of invariable rules. (Minsky 1989b)

Psychological factors (individual factors), conventional valuation (social factors), profit seeking
behaviors, and competition for monetary accumulation will always have the tendency to promote
instability, and the authorities have to take this into account in their policy (Papadimitriou and
Wray 1997).

All this is important for the modeling because it gives a framework to test different policy
alternatives (no policy, fine-tuning, stabilization) and compares their effects on the economic
system. The basic trend should be that a “no policy” position leads to prolonged downward
instability, fine-tuning leads to high upward instability and damped downward instability, and
that stabilization should limit both upward and downward instability and promote employment
but also lower economic growth. The preceding also provides a way to judge the effectiveness of
build-in stabilizers: built-in stabilizers can be “too effective” (Minsky 1972b). Indeed, effective
built-in stabilizers stabilize the economic system and lead to a downward revision of
expectations toward more conservative financial criteria. If the second criteria to judge the
effectiveness of stabilizers is not respected, the economy will start to expend before it has
reached robustness, and long-term stabilization will be sacrificed for the sake of short-term
stability (Minsky 1975d). In the end, therefore, a stable financial structure is needed for effective

stabilization policy, and a good stabilization policy is needed for a stable financial structure.

2! Talking about policy in Minsky’s framework, Pollin and Dymski also note that: “Minsky’s framework, in short, is
permeated with dialectical tension.” (Pollin and Dymski 1994).
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13. CONCLUSION

The modeling of Minsky’s theory is very demanding and cannot be adequately done by using the
traditional tools and methods of the neoclassical analysis: real values are not the basis of
economic decisions, financing and funding matter, conventional behavior is rational and needs to
be systematically modeled, money-things are debt instruments, endogeneity and elasticity of
money are different, the cash box condition is central, the cost of external funds cannot be
reduced to interest payments, profit is based on the scarcity of capital assets and not on the
productivity of capital assets, etc. The Minskyan framework does not assume that people are
irrational, or that money is exogenous and rejects the relevance of asymmetry of information and
the loanable funds theory. The foundations of the dynamics of the capitalist system are set in the
way economic activities are financed and funded, and on the psychological, sociological and
macroeconomic elements playing on the decision process.

In addition, the modeling implies doing a good analysis of the institutional context of the
economic system modeled; different capitalist systems have different financial and productive
systems and so different ways to finance and fund their economic activities. This is important to
grab because the structure of balance sheets (both on- and off-balance sheet components)
determine the cash flows and so the liquidity of economic agents. Depending on the financial
structure, the channels of financial weakening, if they are active, will be different, and if they are
inactive they may be triggered differently. This last point is important and has not been treated in
the paper — the “financial instability hypothesis” concerns the dynamics of the Minskyan
models induced by the essential characteristics developed above. These dynamics are complex
and will be treated in another paper.

This theory also has clear policy implications. First, a big government is necessary “if
freedom to innovate and to finance is the rule” (Minsky 1993b). If one adopts a free market
economy, one must also adopt a big government — they are necessary complement. Second, full
employment policy and financial robustness policy are central policy goals — they promote the
social equity and financial stability that a market system does not provide. Third, each public
institution should be exclusively assigned to the goal it can deal with most effectively — the

central bank should deal exclusively with financial matters, the Treasury should help to maintain
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a stable (i.e., non-inflationary) full employment level, and other institutions have to be created to
promote full employment and price stability. Fiscal and monetary policies should discard fine-

tuning, as well as growth oriented policies, as both lead to stagflation.
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