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Qg Capital of savings institutions measured as a residual. (E)
q Percentage excess reserves in banking sector.

1
rg Demand deposit legal reserve ratio.

rg Reserve ratio normally held against deposits in savings and
loan associations and mutual savings banks.

rp Time deposit legal reserve ratio.

V Standard and Poor’s Composite Index of Stock Prices (1941-43
= 100) (not deflated). (A)

Comments on Definitions

1) All pertinent data are deseasonalized.

2) Financial assets and liabilities are deflated by the Department
of Commerce implicit deflator for gross national product (1954 =
100). The real variables are deflated by the appropriate Department
of Commerce implicit deflator,

3) All real and financial assets, liabilities, equities and flows
are measured in billions of 1954 dollars. Interest rates are in
percentage terms except ig which has had 10.0 added to it for
convenience in computation. Also, price indexes are in percentage
terms, but the stock price variable, V, is measured as .10 of the
published figure.

Research Study Two

FINANCIAL CRISIS, FINANCIAL SYSTEMS,
AND THE PERFORMANCE OF THE ECONOMY

Hyman P. Minsky*
University of California
Berkeley

1. INTRODUCTION

A. Statement of the Problem

In a dynamic free enterprise economy the financial system
undergoes changes. Financial institutions, financial relations among
the various classes of economic units and institutions, and the
relative size of financial institutions all change. Economic growth
is usually accompanied by financial innovation; new types of finan-
cial institutions and instruments are invented and put into use.

*This study was prepared during the summer of 1960. After it
was decided to publish this study, the pressures of time allowed
for only the most cursory of revisions. 1 hope the reader bears
in mind that this is a pilot investigationusing a particular approach
to monetary and financial relations rather than a finished and
polished study.

I wish to thank Ernesto Cabrera and Gilbert Bonem for their
valuable aid, Helpful comments on the material in this study were
received from D, Jorgenson, A. Goldsmith and R. A. Gordon. Of
course, only I am responsible for the errors and the conclusions.
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This financial evolution is a response to the growth pattern, and
whether the new financing techniques and relationships perish or
survive depends upon how they affect the functioning of the economy.
Financial innovations which are believed toabet financial instability
soon disappear or are reduced in importance either as a result of
market processes or legislation. Examples which can be cited are
43 ccommodation paper” and “low” margin requirements on stock
exchange collateral.l Financial innovations such as consumer in-
stallment credit which are related to the financing of profitable
growing industries expand and become a permanent part of the fi-
nancial framework.

Even if the financial institutions and instruments do not change,
the need to finance economic growth can affect the significance, or
weight, of different types of financial instruments and institutions
in the total financial system. During a period in which sustained
economic growth is taking place we expect the financial system to
be subject to two not independent types of change; one due to the fi-
nancing pressures that the particular growth process operating in the
economy places upon the “inherited” institutions, the second due to
the invention and adoption of new financial practices.

Innovational activity in the financial sector is a response to the
profit opportunities which are generated within an inherited financial
structure as sustained growth takes place and will be related to the
real sectors that are, figuratively speaking, “powering” the grow1.h.2
The pace of financial innovation is a market-induced reaction to the
pace and direction of economic growth; however, the nature of the
financial innovation that occurs will in turn affect the pace and

1}t may take a long time for an institution to “prove” to be desta-
bilizing. After all, other things may change so that a usage which
was not harmful becomes harmful.

2In this paper our primary concern will not be with the growth
and evolution of particular financial institutions. Nevertheless it
is interesting to point out that there have been a number of stages
in the evolution of consumer credit and the institutions primarily
related to consumers credit of which the following seem significant.

1. The spread of consumer credit to products and services
other than the automobile.

2 The development of automatic consumer credit plans: credit
cards and consumer «gverdraft” schemes.

3. The development of financing techniques for consumer credit
houses which decrease their dependence upon commercial banks.

4, The spread of the portfolio of consumer credit houses to
paper that is not the result of financing consumers: this is an ex-
ploitation of the technigues they developed for financing their own
position.
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direction of economic growth. Using consumer installment credit
as an example, the real growth of the automobile industry made the
consumer paper innovation profitable; the growth and development
of consumer paper seemingly was necessary for the development
of truly mass purchasing of automobiles. Of course the precise
nature of the institutional and usage innovations that take place in
a particular environment cannot be forecast, so that the precise
effects upon the functioning of the economy of the institutional
reaction and innovations-inducing situations cannot be predicted.
All that can be forecast is the general nature of the institutional
change that is most likely to occur.

In this study the validity and implications of a number of hy-
potheses relating to the interaction between the financial and real
sectors of the economy will be explored. The broadest hypothesis
is that the behavior of an economic system with respect to the
real variables is not independent of the financial structure of the
economy. A hypothesis more closely related to the terms of
reference of this paper is that the likelihood of a financial crisis
occuring is not independent of the financial structure of an economy
and the financial structure reflects the “past” of the economy. The
third hypothesis is the most precise andisreally a way of phrasing
the fundamental problem of this paper. It is that the financial changes
that take place during a sustained boom generated by private
demand are such that the domain within which the financial structure
is stable is decreased as the boom progresses, so that the likeli-
hood that a disturbance of the financial system will lead to a fi-
nancial crisis is increased as the boom lengthens. This is due to
the way in which a sustained boom generated by private demand is
financed. If, in addition, it is assumed3 that a sustained boom will
not be broken by any endogenous large-scale deficiency of demand,
then it follows that if a sustained boom is to be broken it must be
proken by a financial crisis. As stated here the hypotheses are not
restricted to any particular financial usages; however in the ex-
ploration of these problems the effect of particular financial usages
upon the validity of these hypotheses will be examined.

3In Chapter VI the results of a number of simulation experiments
are presented. These experiments were undertaken in an effort to
determine whether an autonomous decrease in investment was a
plausible cause of a severe recession. It was not possible to generate
a really severe recession without considerable tinkering with the
structure of the model.

The results of Chapter VI indicate that sgtructural” changes are
necessary for a severe recession to ocour, and within the framework
of the model, structural changes can be the result of a financial
crisis. Hence we can argue that the results of Chapter VI are not
inconsistent with the proposition that afinancial crisis is necessary
for a severe recession to occur.
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Certainly in the short run, and perhaps even in the long run,
institutional arrangements affect the course of events. Inexamining
problems of sustaining economic growth and ameliorating cyclical
instability in an inherently progressive environment, the nature
and evolution of financial institutions must be considered. This
paper has a number of missions. These are, to examine:

1. The impact of severe recessions upon the financial system:

9. Whether or not at present a significant threat exists that
financial distress will occur;

3, Whether or not the financial system reacts to changes in
aggregate demand in such a way that it functions as an automatic
income stabilizer.

The way in which the missions of this paper have been phrased
makes it natural to think in terms of a two-part system with feed-
back relations between the two parts. One part is a real system
which generates real income and employment, The other part is a
financial sector in which the variables are claims, titles and the
money flows which are dueto the structure of claims and titles. The
distribution among types and among OWNers of financial assets is
affected by the income-generating process. In turn the structure
of financial relations affects the behavior of the various classes
of economic units in their income-determining behavior. The
process of income generation leaves behind a financial residue and
affects financial values; the financial variable feeds back to the
income-generating sector.

During a period of sustained growth generated by private de-
mand the nature and structure of the financial system changes. These
financial changes are such that the reactions of the financial system
to the recessions that are assumed to be a normal attribute of
sustained real growth are affected. The feedback from the financial
system to the real sector will tend either to aggravate, dampen
or not affect the initiating recession. Such feedback relations
between the real and the financial sectors can be self-limiting or
reinforcing. I they are reinforcing downward the result of a rou-
tinely occurring recession can be an explosive movement which
results in a severe financialcrisis. (Reinforcingupward movements
would tend to generate hyperinflation.) The reaction of the economy
to a turning point, upper or lower, is not independent of the past of
the economy as reflected in the financial structure.

An interesting and significant aspect of the approach to be ex-
amined is that we expect financial institutions andusages to change—
both through market-generated innovations and legislation. As

institutional arrangements are significant in determining how the

M—
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financial system will respond to any stimulus—and therefore how
the stimulus will affect the income-generating process, we do not
expect one period of sustained growth to be just like another. In
particular we expect that lessons are learned, that legislation
exists and institutions have been created which protects the
economy against the typical financial crises that have been observed.
But this learning from the past can result in a type of “Maginot
Line” mentality, in which the economy is left vulnerable to new
kinds of destabilizing financial reactions. In this paper we will not
only consider the present financial relations and the present threat
of a financial crisis, but we will also try to extrapolate the growth
process under different assumptions, and subject the extrapolated
system to various interruptions of income flows.

General problems of finance, business cycles and economic
growth are taken up in what follows as well as the topic assigned
by the Commission on Money and Credit, which was the possibility
of and the problems that would be associated with a severe fi-
nancial crisis in the United States. The broad scope of the paper
proved to be necessary in order to provide a framework which
integrated the possibility of a financial erisis occurring with the
way in which the economy normally functions. Hence a model of
business cycles and growth is presented in which cyclical declines
in income flows act as shocks, not necessarily of great severity,
to the financial system. It is argued that the ability of the financial
system to absorb these shocks without a financial crisis developing
depends not only upon the institutional characteristics of the fi-
nancial system but also upon the wayin which economic growth was
financed. It is hoped that the perspective on the relationship be-
tween real and financial variables, as well as the specific frame-
work for interpreting the financial and real aspects of business
cycles and growth which was developed in order to deal with the
special problem will turn out to be of general use.

In what follows considerations of international financial relations
and international trade and financial variables in generating both
income and employment and the structure and the sensitivity to
crisis of the financial system are not taken up: basically only
problems and relations within a closed economy are considered.
The generalization of the framework to include real and financial
international economic relations is of course a task worth doing.
However, it can be argued that the financial stability as well as the
cyclical and growth behavior of the American economy are still
overwhelmingly determined by national rather than international
factors, so that no great violence is done to reality by this re-
stricted frame of reference.
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B. Outline of the Study

This study is divided into three major parts. In the first part,
consisting of Chapters II, Il and IV, a theory of financial instability
and of the effect of financial instability upon the over-all functioning
of the economy is presented. These chapters should be interpreted
as a step in the development of a complete aggregate theory of an
enterprise economy which takes financial factors into account. In
the second part, consisting of Chapters V and VI, some evidence of
the effect of financial factors upon the behavior of the economy are
presented. In the third part, consisting of a single chapter, the role
of the central bank, given that a complex financial structure exists,
is explored. In Sections C and D of this chapter, the conclusions and
the recommendations are presented.

In Chapter II the scope and significance of the financial system
is described, financial interrelations and usages are defined, and
the relation of the government to the financial system is examined.
1t is pointed out that the financial system is much broader in scope
than the set of organizations called financial instifutions; in par-
ticular both corporate finance and household portfolio management
and the government guaranteeing and underwriting activity are a
part of the financial system.

In Chapter III a particular model of economic growth and busi-
ness cycles is presented. In this model the severity of recessions
depends upon those aspects of consumption and investment demand
which are related to the behavior of the financial system. If the
financial system is stable, with respect to the shocks it receives
from the intermittently recurrent upper turning points, recessions
will be mild. But if the financial system is unstable, with respect
to shocks of this magnitude, severe recessions will result.4

In Chapter IV a theory of financial distress and financial crisis
is stated. The relation between balance sheets and money flows is
discussed, and how balance sheets and money flows evolve during
a growth process, or a sustained boom, is analyzed. It is shown
that as a sustained boom powered by private demand is extended in
time, financial relations will change, so that the likelihood that
a regularly recurring downturn will lead to widespread financial

4p constrained accelerator-multiplier model is used to deter-
mine demand in Chapter IL The use of this formulation for the
determination of demand is not necessary for the general formula-
tion of the relation between real and financial factors which is put
forth here. The model used in Chapter VI to determine demand is
not an accelerator model, as investment is exogenous.
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distress increases. When financial distress becomes so widespread
that almost all units in the economy are adversely affected by the
financial changes which are taking place, then a financial crisis
exists. It is shown how once a financial crisis occurs, the likelihood
that a severe recession will take place increases.

In Chapter V a number of observations are made concerning
the behavior of the financial system during a sustained boom, a
severe contraction and its subsequent stagnation, and during short
cycles contained within a strong boom. Although these studies are
not conclusive, they are consistent with the hypothesis that sys-
tematic financial changes take place during sustained booms which
increase the likelihood that afinancial crisis will occur. In addition,
in Chater V the changing sources of liquidity for financial institu-
tions are examined.

In Chapter VI a simulation study of the effects of an autonomous
decline in investment of different magnitudes upon income and
therefore upon the liquidity of the financial system is presented.
A model of income determination which had fair success in pre-
dicting the behavior of income during a mild recession was subject
to both severe changes in private investment and destabilizing
structural changes. The destabilizing structural changes were not
of the kind that would follow upon a financial crisis, rather the
experiments were carried out to see whether the change in the cash
flows to and from financial intermediaries which accompany a de-
cline in income will lead to financial distress. In the absence of de-
faults, runs, and really severe structural changes it seems as if
financial distress would not take place. However, if, in addition to
the cash flow due to the decline in income, defaults on payments
and a structural change which halves transfer payments are added,
it seems as if financial distress would occur. Of course, in order
to generate this situation, an exogenously determined collapse of
private investment is assumed to occur. This may be a most
heroic assumption to make in the context of financial stability.

In Chapter VII some brief comments dealing with central bank-
ing in the light of the existence of a complex financial structure are
made. The conclusion is that the central bank’s significance as a
guide and director to the economy decreases while its significance
as a lender of last resort to the financial system increases as the
financial system becomes more complex. Various suggestions for
generalizing the lender of last resort functions of the Federal Re-
serve System as well as centralizing government endorsement and
insurance programs within the Federal Reserve are put forth.

C. Conclusions of the Study

At present (fall of 1960) there is no real threat of a financial
crisis. The changes in the financial structure, including the
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composition of assets of financial institutions, thathave taken place relatively seasoned conventional mortgages a really serious drop
since the end of the Second World War have been such that the in the price of the underlying asset would be necessary for losses
likelihood of a financial crisis occurring has been increasing. If on this account to affect financial institutions.

this trend, which is the result of a boom powered by private de-

mand, is sustained, then the likelihood of a financial crisis being . : . :
triggered by a routine downturn of income will increase. If finan- large government deficit being generated automatically and quite

cial distress does occur, the efficacy of the various government quickly. This results in both a large-scale infusion of riskless
guarantees, insurance devices and built-in stabilizers will be assets into the private economy and an increase in transfer pay-
tested. In the next section of this chapter a number of suggestions, ments which together with corporate dividend payments tend to
designed to strengthen these anti-crisis elements, will be put forth. maintain disposable income in the face of increased unemployment.
The infusion of riskless assets increases the liquidity and the net

In Chapter VI the effects of a change in aggregate demand upon worth of the private economy. The maintenance of the disposable
the savings intermediaries is explored. It is shown that with the income of households tends to maintain consumption. On both ac-
present structure of the economy and the present rate of govern- counts a large and swiftly reacting government sector makes a
ment spending, even as sharp a fall in private investment as took serious financial crisis unlikely.

place in 1929-31 should not result in severe financial distress. Since the end of World War IIthe trend has been toward a higher
ratio of debt to equity for households. To a much greater extent
than in 1946, equity and real estate asset prices now reflect the
expectation that the growth of income will continue: the price of
some securities can only be explained on the basis that the owners
expect a continuation of the observed rate of change in the market
price. In addition government debt and other riskless assets have
become a smaller portion of total assets. To date the transfer pay-
ments have not been a decreasing portion of total income and,
mainly due to the cold war, total government expenditure has re-
mained a large percentage of the gross national product.

Recent experience has been that a fall in income results ina

-

I a sharp and sustained decline in income cannot generate
financial distress, can a slight downturn in income trigger a fi-
nancial crisis? As yet the ratio of net worth to debt for both house-
holds and nonfinancial business firms is high. Even though stock
exchange assets have risen in price during the recent speculative
boom, the amount of debt which is based upon stock exchange col-
lateral is still very small. I a revaluation of common stocks takes
place due to a decrease in growth expectations, the effect will be
upon the equity-owning households and not upon any significant class
of financial intermediaries. The resultant decline in stock prices

can-raducs consump't ion and inves.tment spending. However, as lgng I these changes are extrapolated for another decade then both
L siook marke prices uro notlnked tothe sases o AP IssuE | privai devte 10 8 proportion of ieome AN 18 LT
i . A ment in prices of real estate and equities will be much larger. A

§§153.‘:3;i;f0:;ct};i t:ﬁgazgglﬁf :':)?ﬁlc; %I:c;e:;m\:/;tf;tt 3;2’ Z;Ii::i i;él;g routine decline in income cancause financial distress because of the
rolonged recession than has occurred to date inp the postwar combination of debt servicing charges and a decline in the price of
p g p l equities. At such a time whether a financial crisis occurs depends

period not accompanied by any widespread financial distress. 1 upon the behavior of government transfer payments and the govern-

At present real estate assets seem to be a more important me‘ntlldel_)til E transf?ir d?aymeggs e suff1c:§§tlﬂ large to mam;.a;)n
potential source of financial distress than stock exchange assets. a well-nigh unchange .ISPOS? e income andift egovl?irgmf;lt e_t
In contrast to stock exchange assets, real estate assets are col- or monetary assets which reflect government debt held by he Ff'?l"
lateral for an extensive amount of debt, both of households and vate: lsector _mcreases rap:dl;{ri durmgf sucl_x 3 period, the.n the fml_l

business firms, owned by financial institutions. Thus the price ?ln%m dreagt;orx Icfan ?e da‘f‘l’f‘ (.)“F bg ore ltt egener::l:es Inipiege
level of real estate assets is buill into the asset structure (via tizngen dc?I?rls'tm at 1?“‘;{;% (;11‘1815 oes tno ozcn;r,t 3:; consrti::%}

rmortgages) of financial intermediaries. If the price of real estate the :ecesusli estment su0ulC be ave Ao as 1o et - e
on. If a financial crisis occurs, then such stabilizing

should fall very sharply, not only will the net worth of households behavior would not take plac d : ion 1d oceur
and business firms be affected but also defaults, repossessions, ould not take place and a severe recession cod =

and losses by financial intermediaries would occur. Even though a | Of course even if widespread financial distress exists, so
portion of the real estate mortgages are protected as assets by .  widespread that it will soon degenerate into a financial crisis,
government endorsements, a large part of such mor tgages are not there is no need for the financial crisis to take place. Appropriate
protected. The fact that most mortgages are fully amortized means action by the central bank and the government can abort any

that the owner’s equity increases as time passes, SO that for the financial crisis.
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D. Recommendations

The recommendations for the improvement of our financial sys-
tem which follow center around two themes. The first is the need
to extend the scope of the Federal Reserve System. The second
is the need to revise the legislation dealing with both our financial
institutions and income stabilization so that they are consistent with
the fact that the normal functioning of our economy results in
economic growth.

In Chapter VII suggestions for broadening the scope of the
Federal Reserve System are put forth. Itisargued that the Federal
Reserve System should become the lender of last resort to and the
regulator of the entire financial system. The Federal Reserve
System might have sections dealing with three separable aspects of
the financial system: first the monetary system, second the savings
intermediaries, and third the various insurance and guarantee
schemes which are now part of the FDIC, FHA, etc.

In regard to the monetary system a few suggestions seem in
order. The separation of the time deposit and trustee functions of
the commercial banks from the demand deposit functions seem
desirable. Perhaps the commercial banks can be divided into two
departments. This would be especially necessary if it seems de-
sirable to impose portfolio controls upon the savings intermediaries.

There is no sense in the continued existence of a dual banking
system. Nonmember banks are an anachronism, Also there seems
no sense in allowing peculiar state laws to prevent branch banking
from developing. State-wide branch bankingfor nationalbanks seems
to be a desirable change in our banking system.

) If state-wide branch banking plus universal membership in the

Federal Reserve System exists, then it may be desirable to allow
member banks once again to issue their owncurrency. I favor this,
for if currency is issued by commercial banks on exactly the same
terms as demand deposits, then the public’s shift between currency
and demand deposits will not be the occasion for open market opera-
tions or rediscounting. Anything which decreases the need for
transitory open market operations is desirable. In addition, money
market financial intermediaries such as the government bond dealers
and the consumer credit houses should enjoy guaranteed refinancing
on penal terms at the Federal Reserve’s Discount Window, in
recognition of the fact that discounting is the result of market
processes rather than the result of the behavior of particular
institutions.

The savings intermediaries, i.e., mutual savings banks, savings
and loan associations, time deposit and trustee sections of the
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commercial banks, life insurance companies and noninsurance pen-
sion funds, should all be subject to standards set by the “savings
department” of the Federal Reserve System. Aside from imposing
unified standards of portfolio management, consistent with the
specialized nature of their liabilities, the Federal Reserve System
shall be ready to refinance the position of these institutions in
case of a severe cash drain. This eliminates many special pur-
pose regulatory and refinancing agencies.

It seems desirable to recognize that the savings and loan asso-
ciations are the basic depository intermediary in much of the
country. Their one dimensional portfolio is a weakness of these
institutions. It may be desirable, independent of the adoption of
the general reorganization being suggested, to permit if not to
force greater diversification in their portfolios. It also may be
desirable to allow savings and loan associations to issue Savings
bank life insurance.

The existence of an unregulated life insurance sector without a
guaranteed refinancing source is a weakness of our financial sys-
tem. Independent of the possibility that lax state laws and adminis-
tration may be conducive to fraud, no financial institutions of the
significance of the life insurance companies should be allowed to
exist without a guaranteed refinancing source.

A basic function of banking is to accept contingent liabilities.
The federal government today is the accepter of contingent li-
abilities on account of Federal Housing Administration, Federal
Deposit Insurance Corporation, Veteran’s Administration, as well
as specialized guarantees to foreign loans, railroad loans, e‘tc.
The Federal Reserve System isthe appropriate agency for protecting
the assets of households, nonfinancial business firms, etc. by
guaranteeing deposits (demand, time, savings deposits as well as
the cash surrender value of life insurance policies)and of endorsing
liabilities such as mortgages. This is so, forif the government has
to “make good” on its endorsements, it is the Federal Reserve
System which has to permit the money supply to expand.

Incidentally, the ceiling on the size of the deposit that is in-
sured should be eliminated.

A viable free enterprise economy in the United States grows.
The size of the government debt relative to other assets and of
transfer payments relative to disposable income are important
factors in determining the financial stability of the United States.
Unless growth can be achieved with a price level which falls so
that gross national product in current dollars remains constant,
financial stability will require both a secular rise in the national
debt and a secular rise in the transfer payments.
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The secular rise in the national debt may occur if the govern-
ment is a large part of income anda modest fall in income generates
a large deficit. The secular rise in transfer payments will take
place as a routine matter only if the fundamental underlying
philosophy results in their being designed tomaintain the recipient’s
income at some “large” share of the income of an employed worker,

II. FINANCIAL SYSTEMS BROADLY CONCEIVED

A, Introduction

Economic analysis lacks an over-all, integrated view of the
financial system of a private enterprise economy. There are sepa-
rate analyses of the various parts suchas financial intermediaries,
the monetary system, corporation finance, government finance, and
private finance. But there is noover-all view of the financial struc-
ture and relations and how these aspects of a private enterprise
economy affect its functioning: whether functioning is measured on
the “micro” level of the efficient allocation of resources and the
distribution of income or on the “macro® level of employment,
stability, growth and price level behavior. Obviously it is beyond
the scope of this chapter in a work directed at a special problem
to offer such an integrated view of the financial system. However,
since this paper “sells” a point of view—that financial relations
are important in determining the stability characteristics of a
private enterprise economy—it is necessary to sketch an approach
to the study of financial systems. This will be the first task of this
chapter.

The second task of this chapter is to classify the various fi-
nancial interrelations within the “private” economy as it is and to
describe significant financial usages. The third task of this chapter
is to examine the role of the government as a financial institution.

B. A Brief Over-all View of the Financial System

One aspect of each economic unit is its balance sheet. This is
a statement of its assets and its liabilities, of its ownership in-
terest in and claims upon other economic units and of other eco-
nomic units’ ownership interest in and claims upon it. The balance
sheet is both a resumé of past economic activity and a reflection of
current decisions. The various liabilities in existence mainly
represent past transactions, but portfolio changes enable the balance
sheet of any unit to reflect current attitudes. Although the acquisition
of a particular asset by a particular unit may be the result of a
portfolio change, we have to lookat how the various financial assets
in a balance sheet had their origin as liabilities in order to under-
stand how the balance sheet represents past behavior.
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The fundamental concepts of finance are assets and liabilities.
Assets are either things or claims and are owned by an economic
unit. Liabilities are either debts or ownership interests (called
equities) and are owned by an economic unit. By convention th_e
difference between the value of whatis ownedand the debts of a unit
is the value of the ownership interest, and hence by arithmetic the
familiar “T® account, that is the balance sheet, balances.l

There are many different types of debt contracts. They all
involve payment commitments of one sort or another, as do f.he
various types of ieases and rental contracts which are alternative
legal forms with many of the financial and money flow aspects of
debts. The legal aspects of the contracts are not of primary
relevance for our purposes: what is of major importance is the way
in which the contracts result in a division or partitioning of the
risk and uncertainty inherent in any economic activity. The alterna-
tive financial technigques by which a unit can acquire control over
real assets are significant determinants of how uncertainty is
partitioned.

The ultimate “natural” economic unit is the household, however
as we separate “business” activity from “household”? activity, it is
customary to think of nonfinancial business firms as another natural
ultimate unit. We will first restrict ourselves to considering only
these ultimate units, thenwe will introduce financial intermediaries,
and finally we will examine “governments, "

Both business firms and households engage in various types of
activity in an inherently uncertain environment. These activities
have to be financed. In addition, households have “inherited” wealth
and current savings, and the particular forms in which this wealth
is to be held have to be selected; business firms have “inherited”
capital 'and make investments, and the forms by which these will be
financed have to be chosen.

Household and business firm decision makers evaluate the
possible favorable and unfavorable outcomes of the various classes
of events and they desire to protect their unit against the unfavor-
able outcomes. In addition to unfavorable outcomes, any economic
choice siutation has some potential favorable outcomes (if only in
relative terms). An economic unit tries to benefit from these

1The market value of the ownership interest ina going concern
can differ from the balance sheet value of the liability, owners
equity. Some aspects of the problems centering around these rela-
tions are taken up in this work, however the full complexity of the
problems centering around the valuation of assets are not handled.
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potentially favorable outcomes. In making its decisions, the eco-
nomic unit combines its evaluations of the situations (the subjec-
tive impression of the chances of favorable and unfavorable out-
comes), its own attitude toward uncertainty, and the price at which
it would acquire the protection against unfavorable and its share
of favorable outcomes. The asset and liability structure an eco-
nomic unit selects reflects the choices that are made between
protection against the unfavorable outcomes and benefits from the
favorable outcomes of an inherently uncertain situation.

Underlying any analysis of finance is another dichotomy: house-
holds as well as business firms have to finance activity; business
firms and households both own wealth, However in simple models
we usually think of households as owning wealthand business firms
as financing activity; hence we can for simplicity of phrasing,
think of business firms as issuing debt and equity liabilities, which
households own, in order to acquire control over those real and
financial assets which are necessary to carry out its activities.
However, in what follows, household debts inthe American financial
picture will not be neglected.

To the owner of an asset a debt is protected, at least to some
extent, against some unfavorable outcomes, whereas an equity is
not. On the other hand a debt will not fully participate in the bene-
fits accruing to the emitting unit if the outcome is favorable. A
debt owner either values protection more than an equity owner or
he has a more pessimistic attitude toward the world.

On the other hand to an issuer of liabilities, the greater the ex-
tent of debts that are issued, the greater the protection he is
pledging other units, and the greater the loss to the owners of his
equities if the outcome is unfavorable. The equity or ownership
interest in a unit sets the upper limit to the amount of protection a
unit can offer other units, and hence can set a limit to the debt
which can be issued. However if an activity is heavily financed by
debt the pay off per dollar of equity investment is greater if the
oulcome 18 favorable,

In a simple nonfinancial business and household world, we can
think of business firms having to finance activity and households
as the source of the financing. The equity interest is the protection
offered the debt owners, for it measures the extent of the un-
favorable outcomes that could take place without forcing losses
upon the debt owners. Hence if we have two classes of households:
one the optimists, the risk seekers, and the second the pessimists
or risk averters,2 the first class of households will own equity and

2See J. Tobin, “Liquidity Preference as Behavior Toward Risk,”
Review of Economic Studies, Vol, XXV (2), No. 67 (February 1958),
pp. 65-86,
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the second class will own debt. Of course by diversifying a port-
folio a “degree of riskiness” can be tailor-made for the prefer-
ences of each household.

The size and wealth of risk seekers and risk averters will be a
determinant of the trade-off in the market between owning equities
and owning debts.

The financial system therefore has two “patural® starting
places: the optimum liability structure for a firm engaged in
particular activities, which determine the kind of realand financial
assets it must control, and the optimum asset structure for a
household with its special responsibilities. Corporation financeand
private portfolio management are the two anchors for the behavior
of the financial system.

Because of factors such as the need for communication between
investing units and owners of wealth, special knowledge of oppor-
tunities, the need for additional and special types of protection, and
retailing problems (which exist in all complex economies), a set of
financial institutions is “interposed” between the ultimate borrowers
(in a simple world of nonfinancial firms) and the ultimate wealth
owners. Financial institutions are typically business organizations
which own financial assets and emit financial liabilities. This
interposition by financial institutions takes various forms among
which are the endorsing of other’s liabilities, the emission of their
own liabilities in order to finance a position in others’ liabilities,
and pure “brokerage” activities, which make markets. Financial
intermediaries, which take a position by interposing both their own
expertise and net worth and by the probability theory fact that a
large number of “independent” tries decreases the variance of an
expected value, transform assets that otherwise would not be
acceptable to some classes of wealth-owning risk averters into
assets that are acceptable, Financial intermediaries which endorse,
make otherwise unacceptable liabilities acceptable because of their
expert evaluation and their net worth, Market makers make other-
wise unacceptable liabilities acceptable by increasing market
participation and liquidity by raising the likelihood that the purchaser
can if necessary sell the acquired liability without too great a loss.

The opportunity for financial intermediation of the type mt
improves the liquidity or solvency attributes of an asset exists
whenever there is a differential rate of return between relatively
specialized or risky assets onthe one hand and liabilities that would
be acceptable to strong risk averters on the other. If strong risk
averters both own a large portion of wealth and generate a large
portion of current savings and if the ability of business firms to
generate assets favored by risk averters is limited, then, in the
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absence of financial intermediation the rate of return on such
favored assets will be relatively low. On the other hand, liabilities
generated by business activities not favored by strong risk avert-
ers would yield a relatively high return: the differential return is
necessary to overcome the aversion to these risks by wealth
owners. A financial intermediary which can generate liabilities
acceptable to the risk averters while holding the liabilities of un-
popular enterprises, its own return depending upon the difference
in yields, will not only be profitable but by reducing the differential
between finance notes onpreviously favored and disfavored activities
will make the capital market more nearly perfect, and therefore
will improve the allocational efficiency of the economy.

Each unit, household, business firm and financial intermediary
has a set of books, a balance sheet. If we are dealing with a closed
get of books then every asset, aside fromthe things in the economy,
is some unit’s liability, and every liability, aside from the net worth
of households, is some unit’s asset. If we consolidate these sets of
books we are left with one class of assets, the “things” in the
economy, and one “liability,” household’s net worth. However, in
an actual closed set of books, the uncertainty about the behavior of
any given activity is partitioned among the various household’s
according to the nature of the claims they own. Hence the study of
finance is a special case of the behavior of economic units when
c_onfronted with specified types of uncertainty, and financial institu-
tions and usages are ways in which the uncertainty borne by a unit
can be adjusted to the unit preferences.

In addition to households, business firms, and financial institu-
tions, an economy also includes various government sectors. A
palance sheet for the government sectors cannot be drawn on the
same basis as for other sectors. Even though governments own
tangible assets which have a present value or at least a replace-
ment cost (the present value of a school which generates a service
that is not sold is not directly comparable to the present value of a
privately owned tangible asset which is expectedto generate private
net revenues), the positive or negative net worth of governments
cannot be imputed to the private units in any straightforward way.
As all that is needed is a way of including the government sectors
in the financial system, which is consistent with obse rved behavioral
and institutional relations, it is not necessary to attempt to impute
?he net value of government to the private sectors. (Any such
imputed value of government would not be homogeneous with the
other assets and liabilities owned by the private sectors.) All that
has to be done in order to integrate government into the financial
system is to treat the debts of government units as honorary
tangible assets of the private sector which owns it.3

(Footnote 3 on following page)

MINSKY 189

Therefore if we consolidate the books of the private units, the
net worth of households will equal the value of things plus the
government debt.

The federal government has the formal power to discharge its
obligations by creating money; its citizens must accept this money
not only for public but also for private debts. State and municipal
governments do not have this power: to pay their debts they first
have to acquire money by either taxes or borrowing. The debt
issuing power of state and municipal governments is quite closely
tied to their ability to tax, there is no such constraint on the
federal government. Hence outstanding debt does constrain state
and municipal governments whereas it does not constrain (except
politically) the federal government. In addition it is possible for
state and municipal governments to default on their debt; it is
impossible for a federal government to default on domestically

held debt.

State, municipal and federal debt are all consideredas honorary
tangible assets. Only the federal debt is free of default risk. Hence
the federal debt, including Treasury currency, and the gold supply
play a special role in the analysis of monetary phenomena. They
are the default-free assets whose nominal value is essentially fixed.

C. Financial Interrelations and Usages

In this section a brief discussion of financial interrelations and
usages in the American economy will be presented. This will con-
sist of a classification of financial institutions and usages, a brief
description of how they affect the partitioning of uncertainty and
an examination of the special problem of organizations with “de
facto” demand deposits.

Financial institutions are business organizations whose assets
are almost all “intangible assets.” We exclude holding companies
from this class of units. We can separate private financial institu-
tions into three classes: the monetary system, savings inter-
mediaries, and money and capital market organizations. Of course
this classification has to be «gtretched” toincludeall of the various
types of financial institutions in existence, and in addition a
particular institution can simultaneously belong to more than one
class as we will define them.

3There is of course a lack of homogeneity between government debt
and tangible assets as wealth. Presumably the tangible assets re-
flect the capacity of the private sector toproduce marketable output
whereas there is no discernible connection between the size of the
government debt and the government’s capacity to produce “net
social benefits.”
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The monetary system consists of all institutions whose liability
is money. Money is that which can be used, by its owner, in its
present form to make payments. Money is a liquid asset but not
all liquid assets are money, and that which is money to one set of
organizations is not necessarily money toanother set. For example,
the public (households, and ordinary business firms) use demand
deposits as money whereas commercial banks in making payments
to each other use reserve balances as money.

The monetary system in the United States consists of a part of
the Treasury, the Federal Reserve System and the demand deposit
departments of the commercial banks. The public’s money consists
of demand deposits and currency.

One important difference between the monetary system and the
other financial intermediaries must be made clear—a difference
that is so great that it makes money something quite different from
other liquid assets and the monetary institutions quite different
from other “financial” intermediaries. The amount of money in
existence is not determined by the public; it is determined within
the monetary system. Given the reserves and the reserve ratio,
the amount of money and also the value of the earning assets owned
by the monetary system are in principle determined. The reserves
and reserve ratio are both determined within the monetary system.
Hence in a very significant way it is not true that the monetary sys-
tem adjusts to the behavior of the economy; what happens is that
within wide limits the economy adjusts to the behavior of the
monetary system.

The proposition that the amount of money and earning assets
owned by the monetary system is determined by the monetary sys-
tem requires some slight modification because of institutional
peculiarities such as varying reserve requirements among banks
and the peculiar, anachronistic differential treatment of currency.
There is no good reason why currency should not be the liability
of a particular commercial bank, just as demand deposits are. In
a well-designed monetary system the shift from demand deposits
to currency and back again should not cause any more difficulty
than the changing of a ten dollar bill into two five dollar bills: at
present to offset such changes the Federal Reserve System engages
in what are called “defensive” open market operations.

Within an economy money is an “indestructible” asset; there
is nothing that can be done (ignoring the silly case of the physical
destruction of currency or coin) by a household or a business firm
to change the quantity of money. Money as a demand deposit
liability of a particular commercial bank is of course destructible,
but not money as a liability of the commercial banking and mone-
tary system.
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In all that follows we will assume that the only uncertainty
attached to the holding of money relates to the course of the value
of money due to changes in the price level. We will not take up
international trade aspects of monetary phenomena. We willassume
that the destruction of money through the illiquidity and insolvency
of particular commercial banks will never be allowed to occur
again; the central bank and the government will prevent this from
occurring. That is, to its owner, in the absence of inflation or de-
flation, money is the most riskless of assets.

As money is necessary to the functioning of a complex free
economy, there always exists a riskless asset for the portfolios
of strong risk averters. In part the entire complex financial struc-
ture can be said to exist in order to lure “money” out of the port-
folios of such risk averters, and to overcome the depressing effects
upon prices, income, and employment of “hoarding” in a world
where for historical, accidental reasons the money supply was an
“exogenously determined” attribute.

Savings intermediaries are organizations which issue tap
liabilities and use the funds so collected to acquire earning assets.
They interpose their collection and asset acquiring skills between
householders which save and borrowers. Some of them specialize
in creating liabilities which are particularly well suited to the needs
of households with relatively small net worthand subject to cyclical
and secular uncertainty as totheir income. Although it is not neces-
sary, a large class of these organizations issues liabilities which
in fact, although not in law, are demand liabilities. In addition the
assets of these organizations are heavily weighted by mortgages.

In what follows we will only deal with the major savings
intermediaries.

There are three classes of savings intermediaries which are
slightly different, are treated differently in our laws but whose
liabilities are close substitutes and whose assets tend to be similar.
These are the mutual savings banks, the savings and loan organiza-
tions, and the time deposit portion of the commercial banking sys-
tem. These savings intermediaries do furnish alarge portion of the
households with the only financial asset they own and with their
close substitute for holding money., The existence and normal
functioning of these organizations or a substitute for them is neces-
sary if an economy in which “workers” save is to function well
without the quantity of money increasing so as to furnish these
savers with a riskless liquid asset. These liabilities of these units
are particularly suited to risk averters, and savers with a small
net worth are protection oriented, for they save to escape some of
the most unfavorable consequences of the uncertainty they face. Of
course institutional changes such as social security laws and old
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age pensions may change the assets held by households with given
preference systems. Compared to say the 1920’s, in the 1960’s a
household of modest means may be concerned withprotecting itself
against inflation rather than against unemployment.

A rapidly growing set of deposit institutions are the credit
unions. These institutions’ liabilities are substitutes for deposits
in the other savings intermediaries; however, in their asset struc-
ture they are more competitive with sales and consumer finance
houses than with the other savings depositories.

Life insurance organizations are savings intermediaries which
generate a peculiar type of asset, the cash surrender value of the
policy. This cash surrender value is a liquid asset which is not
as easy to tap as a savings deposit, However it is apparent that in
time of tight money and economic distress such assets are tapped
by households. Life insurance organizations are most similar to the
other savings intermediaries in the asset side of their balance sheet.

The rapidly growing pension funds are another savings inter-
mediary. These organizations’ liabilities do not have the current
protection aspect that the depository and life insurance cash sur-
render values have. In addition they are not as restricted in their
assets as the other savings intermediaries.®

All of the savings intermediaries whose liabilities are both
fixed in dollar terms and “de facto” demand liabilities need some
way in which they can finance a cash drain. At present the Federal
Home Loan Bank provides such a refinancing source for the mem-
ber Savings and Loan Associations and the Federal Reserve Sys-
tem is a financing source for the time deposit sections of the Mem-
ber banks. A broadening of the coverage of the Federal Home Loan
Bank to cover mutual savings banks and “member” life insurance
companies and an integration of the Federal Home Loan Bank’s
functions into the Federal Reserve System seems to be desirable.

In addition to the monetary system and the savings intermediaries,
the conventionally defined financial sector includes various money
and capital market institutions. Two functions of these institutions
can be identified: to make a market in existing securities and to
aid in the flotation of new issues.

One aspect of financial institutions must be examined before
we can discuss the full significance of the market “making” function.
The profitability of many types of financial institutions depends upon

40pen end, or mutual investment trusts can also be considered as
savings intermediaries. A comment on these organizations appears
on page 195,
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the institution being fully invested, i.e., not having any idle cash.
At the same time these institutions stand ready to exchange “cash”
for their liabilities on demand (this is also true for a particular
bank in a banking system); as a result they have to be able to with-
stand both transitory and somewhat persistent drains. They can
do this if they can either sell or pledge some of their earning
assets for cash.

We can think of the assets of afinancial institution as a position
the institution has taken. This position is financed by “borrowing”
and the liabilities are the debts issued to finance this position. If
there is a demand for cash by the liability owners, the financial
institutions must refinance their position. Any unit, let alone a
financial intermediary, is “foolish” with respect to the chances
it takes if it has demand or call or short liabilities and no guaran-
teed way in which it can refinance its position, One way in which it
can have guaranteed refinancing is if it owns assets which can
always be sold at a moment’s notice at a price that does not
change much,

For such an asset to exist either there must be a very wide
active market in the asset or there must be some set of organiza~-
tions which is willing to take a position in the asset under any cir-
cumstances. When these conditions are satisfied then the savings
and monetary intermediaries can function well. In addition the
existence of a market improves the liquidity of assets even if they
are owned by households and ordinary business firms, To that
extent, the existence of a market makes “risk averters” more
willing to own the asset. This explains why ¢“listing” on a major
stock exchange tends to raise the price of an equity.

The critical step in the evolution of central banking in England
occurred when the Bank of England guaranteed refinancing to the
bill dealers. The guaranteed refinancing of position takers, at a
price which prevents too great a fall in the market value of the
assets they own and dealinfrom occurring, is a necessary attribute
of a well-functioning money market. This is true, for guaranteed
refinancing of position takers at stated terms, without limit, will
prevent the asset price from falling substantially below the level
at which the position takers can “make on the carry,” i.e., the
running yield on the security is greater than the interest rate.

In the present U.S. money market, the financing arrangements
available to U.S. government debt dealers and consumer credit
houses require re-examination. It may be desirable to open a
window at the Federal Reserve System to these organizations in
order to assure stability in the market for their assets.

It is obvious that position takers in debt markets, dealing with
the assets indirectly owned through financial intermediaries by risk
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averters, are much more important than position takers in equity
markets. The specialist making a market in particular stocks on
thg major stock exchanges is a position taker whose financing is
privately arranged. Unless a catastrophic general decline in equity
v_alues is imminent, there is noneedtoprovide him with guaranteed
financing in addition to his normal sources. Of course, if the
marifet for equities becomes “closely linked” with debt holding and
issuing organizations, then a need to guarantee the refinancing of
the borrowers on debt (really of the lenders to the borrowers on
debt) is necessary.

A defect in the U.S. money market structure today is the absence
of any well-defined market in conventional home mortgages. The
uniqueness of the underlying real estate is one of the reasons. How-
ever accepting and endorsing organizations exist which transform
other “unknown and specialized” liabilities into generally acceptable
assets. It may be that the costs involved in making conventional
morggages marketable and in servicing them are too high for the
fall in yields that can be expected to occur if they were so market-
able, so that no private organizations which tend to improve the
marketability of mortgages can be expected to arise.

Two sets of financial institutions require special attention be-
cause they do not easily fit into this classification. One set con-
sists of the various insurance organizations which do not generate
“agsets” for their policy holders, the other set being the consumer
credit houses.

_Non-li.fe insurance companies (and life insurance companies in
their term policies) sell a service, protection against a specified
set of contingencies. In order to sell this service they have to have
a sizable amount of financial assets inorder to protect their ability
to meet their commitments against a run of “bad luck.” Non-life
insurance companies’ asset holdings are equivalent to the “bank” in
a gambling casino.

Of course the services they offer—protection against specified
u.nfayorable outcomes—do enable risk averters to acquire certain
tangible .and intangible assets they otherwise would not own. How-
ever _asu;e from this function of absorbing specified risks these
organizations are not really financial intermediaries; they neither
cretate. money, make a market in securities, nor handle savings.
It is just an oddity of their business that almost all of their assets
are intangible.

‘ Consqmer .credit houses are a peculiar money market financial
intermediary in that they donot make a market in any asset,5 rather

5 - .
Ignoring the fact that in many cases the merchant originates the
paper and the consumer credit house then buys it.
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they own assets directly acquired from the public. They can be
classified as a money market intermediary because of the complex
way in which they finance their position. They finance their position
by a combination of short-term paper sold mainly to nonfinancial
business organizations and state and local governments, ete., bor-
rowing from commercial banks and selling long-term debt on the
capital market. They are similar to Government bond houses in
that they have to be ready to refinance a good part of their position
on very short notice. They attempt to protect themselves against
this contingency by having unused lines of credit at commercial

banks which they tap when needed.

The short-term liabilities of consumer credit houses are
competitors of short-term government debt for the portfolios of
organizations that otherwise would hold large cash balances. They
provide the money market with one of its most significant assets.
The development of the market for the consumer credit houses’
short-term paper together with the growth of “repurchase agree-
ments technique” for financing Government bond houses is evidence
that large-scale idle cash balances will be used if conditions in the

money market “tighten.”

In a complex financial structure where there exist substitutes
for money as an asset for risk averting households as well as
substitutes for money as a short-term asset for business firms,
velocity is very responsive to changes in interest rates. In a world
in which financial usages change rapidly the relationship between
interest rates and velocity 1s changeable. Hence the existence of a
complex financial structure may pose serious new and ever-
changing problems for the central bank as a regulator of aggregate

demand.

It is to be noted that we have ignored the very rapidly growing
open end, or mutual, investment trusts. To some extent these in-
stitutions make equities acceptable to households that otherwise
might have restricted their portfolios to debt, as they absorb risk
by means of a diversified portfolio and professional management.
The liabilities of mutual funds do not have a fixed value; all that
the funds guarantee is to redeem their liabilities at the net market
value per share of their portfolio. Hence there is no possibility
that these institutions will not be able to meet their commitments.
A “run” on these institutions would result in pressuré on prices
on the stock exchange. Only experience will enable us to know if
the widespread indirect ownership of equities through mutual funds
has increased or decreased the stability of equity markets.

D. The Government as a Part of the Financial System

By the government we mean the national state. State, municipal
and all other local governments are best considered as another
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sector that is quite similar to business firms even though
affect. the net worth of households only by their debt. The silrlngi]atx}“i'i::
to private business of these subsidiary governmental units follows
from the way in which their money expenditures are restricted to
their money receipts. On the other hand the national state can
alvx-/ays create money for current spending and debt commitments
T.hIS power of the national state, even when it is not being exer-.
cised, underlies all the national state’s financial transactions and
stands as a guarantee of the nominal internal value of the national
state’s debts and pledges not contained in formal liabilities.

_To the households, business firms, and privatefinancial sectors
which Ipake up the private economy, the debts and money issued by
Zhe national state stand as assets whichare not the debt of any unit.

s a result, the national debt has many of the attributes of gold
It differs from gold in that its current market value can vary dué
to changes in interest rate: hence it hasa “marketability” risk that
gold (and money) does not.

However if an economy has a fractional reserve moneta -
tem, then the monetary system owns assets other than gold.rg‘: )t,lsle
ex1.:ent tha.t the monetary system owns assets which are debts of
private units, the money supply contains a portion of the “inhibiting®
effects .that debts have upon economic units, and a portion of the
uncertainty about private economic activity filters through to the
money holders. If the monetary system owns assets which are
government debts, no such inhibiting effects exist. To the extent
that government debt is owned by the monetary system, there will
:ec ;1:11 i;npaptt upont the:: current value of the public’s assets through

ininterest rates;
value”griSk o governm?ei,ttgg 1;nt'onetary systemabsorbs the “market

. tgl Cpapte? IV, where we will examine the nature and behavior
g e financial system in detail, we will examine the distinction
etw&_aen .dated, demand, and contingent liabilities. Much of the fi-
ggzalal 111:npact of the government can be understood in terms of
¢ ngent commitments and how the government wi
if the contingency occurs. ¢ it will excoute them

The entlrg social security and other public retirement laws are
a set of contingent commitments by the government to households
'_I‘he assets of the social security and other pension funds cannot bé
}mputed to households as can the cash surrender value of life
insurance policies, and there is no way a household can “tap” its
social security “asset” if it sodesires inthe absence of the specified
event. The social security fund is an anachronism due at least in
part to an unwillingness to recognize that the social security laws
are not actuarily sound but are designed toprovide the elderly with
a disposable income. Evidence for this interpretationis the manner
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in which the social security benefits are revised from time to time
independently of revenues and the fact that households do not have
a current asset due to the existence of the social security fund.

I social security payments rise, so that more payments are
made by the social security authorities than are credited to their
account by the “social security taxes” then a need to sell Govern-
ment bonds to the private sector (including the monetary system)
to finance these payments will arise. It really does not matter
whether the “fund” has such bonds or these bonds are newly created
by the government as far as the financial impact of this event is

concerned.

One of the most important financial aspects of the government
is the role of the government as an insurer-guarantor of various
private liabilities. The government or a government agency insures
bank deposits and savings shares; it guarantees FHA and VA mort-
gages. These contingent liabilities of the government are a part of

the financial scene.

To execute these guarantees, assuming the contingency which
makes these liabilities current occurs, involves the acquisition of
private assets (the assets of the defaulting bank for example, or
the guaranteed mortgage in default) and the sale, or emission, of
government debt. If the contingent liabilities are to become actual
ourrent liabilities on a large scale, the government must be able
to sell its bonds; this is always assuming that the government is
not willing to resort to the direct creation of money. But for the
government to undertake obligations which require that it be able,
if necessary, to sell government debt on a large scale is foolhardy
unless there is a guaranteed market for government securities.
This guaranteed market depends upon the willingness of the central
bank to see that the government honors its commitments.

This cursory examination of the role of the government as a
financial institution has resulted in the establishment of a limit to

670 the extent that households hold assetsin order to be protected

against unfavorable events, there is a similiarity between asset
holding, life insurance, and social security commitments. However
asset holdings protect the household against all classes of un-
favorable events, life insurance policies offer protection to the
extent of the cash surrender value to all classes of events and to
the extent of the face value to specified other events, and social
security commitments only offer protection against specified
events. As mentioned earlier, the existence of specialized protec-
tion against particular classes of events may affect not only the
volume but also the asset choices of private asset holdings.



198 RESEARCH STUDY TWO

the autonomy of the central bank. The central bank can never be so
independent that it forces the government to change the financial
system by issuing money in order to fulfill the government’s
commitments. The Federal Reserve Bank must operate so that
the acquisition of money by the government, in order to fulfill the
government’s contingent liabilities such as social security, deposit
insurance and mortgage guaranteeing programs will take place
without forcing the government to create money on its own account.

Given that the central bank will act so that these government
commitments will be honored, then, whenever anything happens that
will make these government contingent liabilities current, the
private economy will have an infusion of no risk, no private liability
money. Therefore the extent of the social security laws and of
government endorsement type commitments are determinants of
the change in the size and composition of the debt-free money
supply that will accompany a downturn in income. To jump the gun
on a conclusion that will emerge from what follows, the greater
the size of such money flows that accompany a given downturn in
income, the greater the chance thatthe downturnwill be stopped and
reversed quite soon.

E. Conclusion

The financial system is much more complex and inclusive than
the banking system or even the banking system and the financial
intermediaries. It includes corporate financial behavior and house-
hold asset preferences. In addition the government is a particular
and peculiar financial institution due to its right to issue money,
which makes its debts different in kind from the debts of private
units: The government’s role as an endorser and guarantor implies
that if necessary (in terms of the occurrences “guaranteed”) the
government will issue riskless money to the private units in order
to make the government’s guarantee good: this residual power of
the government limits the power of the Federal Reserve System.

III. THE DETERMINATION OF INCOME

A. Introduction

In thi_s chapter we will look at the connections between income
propagation and financial flows and relations.

) We will first examine the way in which mild and severe reces-
sions differ. Mild recessions are intepreted as an inherent part
of an intermittently constrained growth process. It is argued that
the supply constraints on income, which can be interpreted as being
due _to supply conditions, operate to generate both upper and lower
turning points. A severe recession will cceur only if those elements
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which tend to constrain the rate of decline of income are offset. It
is argued that a financial crisis provides such an offset to the
constraints against large downward movements of income,

How an income expansion is financed and the financial reper-
cussions of an income contraction are investigated. It is shown that
if a sustained boom (i.e., a period of growth interrupted only by
mild recessions) is the result of investment by private economic
units, and no inflation in the prices of equities and real estate-
type assets occurs, then the various balance sheets in the economy
will be changing so that a higher ratio of the debt liabilities of
households and ordinary business firms to total assets results. In
particular the household and business assets which are liabilities
of financial intermediaries become more heavily weighted by pri-
vate debts. As a result, the financial environment evolves during a
prolonged boom from a stable to an unstable system, S0 that as
the duration of a sustained boom is extended, the possibility that a
downturn of not unusual severity will trigger serious financial dis-
tress increases.

Serious financial distress can offset and neutralize various
constraints upon the income-generating process which tend to
sustain income and promote recovery. That is, in the absence of
financial distress, the typical recession is mild, but if financial
distress occurs the ensuing recession may be severe.

In Part B the distinction between mild and severe recessions
will be made and a theory of intertemporal income flows will be
stated. In Part Ctwoaspects of the financial implications of changes
in income will be examined: the impact upon balance sheets of ex-
pansions and contractions and the effect of economic growth upon
the value of assets. In Part D the way in which severe recessions
can be the result of the impact of financial distress upon the
income-generating process will be taken up.

in this chapter financial distress or crisis just happens: they
are basically exogenous. In Chapter IV we will examine how balance
sheet relations and money flow requirements can be such that a
downturn of not unusual cause and severity will generate a financial
crisis.

B. Mild and Severe Recessions

1. Introduction. All recessions are not equally severe; they vary
in their amplitude, duration, and the interval of time until previous
peak income is exceeded. For any variable which has many dimen-
sions, and for which the dimensions are not perfectly correlated,
an unambiguous ranking of observations of the variable is not
always possible. This is true of the variable “severity” of recessions.
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However, it is obvious that the recession which began in August
1929 was by far the most severe of the recessions that has occurred
since 1919.

Are the observed differences among recessions the result of
accident, of random factors, or are they the result of a mechanism
which is an integral part of the income-generating process? In
this chapter a theory of income determination will be sketchedl
and its financial implications will be examined in Part c.2

According to the theory, when the economy is functioning
“normally” economic growth takes place; however intermittent
interruptions of growth due to supply constraints are an essential
part of the “normal® process. These interruptions will usually
be mild and after a rather slight and short pause growth will be
resumed. Periods in which only such mild interruptions of growth
take place will be called a sustained or prolonged boom. A sus-
tained boom can result from increasing private investment or
government demand: our primary interest is ina sustained boom
that is generated by increasing private investment demand. The
increasing expenditures which power the boom require financing
that is external to the unit doing the investment. A sustained boom
therefore leaves a financial residue in the form of external private
liabilities in the balance sheets of the economy. Hence the finan-
cial relations which enter into the making of private decisions
necessarily change. More important however, the financial changes
which accompany a sustained boom powered by private investment
demand increase the likelihood that financial distress or crisis
will occur whenever one of the routine interruptions of growth takes
place. Whenever financial distress accompanies a downturn, the
recession that follows will be more severe than it otherwise would
be, for financial distress adversely affects the relations determining
private consumption and investment.

The generalization of excess capacity during a deep recession
may result in a stagnant period during which unemployment and
excess capacity persists, even during cyclical peaks. The trans-

14 formal model with most of the ingredients used in the following
can be found in H.P. Minsky “A Linear Model of Cyclical Growth,”
The Review of Economics and Statistics, XLI, No. 2, Part 1 (May
1959), See also J.S. Duesenberry, Business Cycles and Economic
Growth (New York: McGraw-Hill, 1958).

For a formal analysis of the relation between dynamic economic
models and financial variables see H.P. Minsky, “Monetary Sys-
tems and Accelerator Models,” American Economic Review, Vol.
XLVII, No. 6 (December 1957).
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formation of the economy from a stagnanttoa sustained boom state
will not be examined here. However it does involve both the absorp-
tion of excess capacity and the improvement of private balance
sheets. Both optimism and positions of financial strength are
necessary for private investment demand to power a sustained
boom.

I a sustained boom results from both externally finance.d
government demand as well as private investment dem_and, or if
large government deficits occur during the “normal” mild reces-
sions that are part of a sustained boom, then the likelihood that
the preconditions for financial distress will develop is decreased.

This emphasis upon the financial basis for severe recessions
is not to be intepreted as implying that 1) contractions of diiferr_ant
degrees of severity cannot occur in the absence of financial dis-
tress and 2) that a severe recession can occur only as a result of
a financial crisis. First of all, the amplitude and duration of
“normal” cycles can vary. In addition it is possible for long lasting
recessions to occur if an autonomous exhaustion of investment
opportunities takes place. In these circumstances financial distress
could be the result of rather than being the trigger for a severe
recession. However, the basic contention of this paper is that. in
fact truly serious recessions require that the normal contract}on
be reinforced by financial difficulties so that, as a practical policy
matter, the prevention of financial distress makes the occurrence
of a severe recession unlikely.

2. Intertemporal Income Determination. To understand how in-
come expansions and contractions take place and their effects upon
the financial system, a model of income determination over time is
needed. The model to be presented is a very simple member of the
class of flexible accelerator-multiplier models. In this model the
income of any date is determined, within flexible constraints due to
labor force and capital consumption limits, by consumption and
investment demand. In turn consumption and investment demand at
any time are determined with a commendable lack of precision by
past incomes. Hence, in quite an imprecise way, income at any
period is determined by previous incomes. Defined in this manner,
the flexible accelerator-multiplier model is a framework within
which the analysis of income determination over time can be car-
ried out, but it is not a model which can be applied in a mechanical
way to yield predictions about the economy.

3The various simulation experiments of Chapter VI indicate that
it is unlikely that a severe recession would be generated solely by
an autonomous exhaustion of investment opportunities.
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Events which take place “outside” the simple model are in-
terpreted as either determining new initial conditions or changing
the values of “parameters.” This ability to absorb and reflect
events that are not included in the formal model makes the model
flexible.

The key concepts in the above paragraphs are “flexible” and
“lack of precision.” The amount of investment that takes place
during any period is not strictly determined by the accelerator
process but is affected by the behavior of the financial markets;
consumption depends upon past consumption, net worth, and liquid
assets as well as recent income receipts. The labor force and
capital consumption limits, which do not determine rigid ceilings
or floors but operate to constrain the rate of growth or decline of
income, themselves depend upon the financial environment. By
not specifying these relations, while insisting that they exist, we
are forced to use the model as no more than a flexible framework.

A skeletal formal model, which ignores complexities such as
government and international trade, consists of the following de-
mand determining relations:

1. Yt=Ct+It
2. Cp=0p+ @ Y3 0<a<l
8. It =Byt By (Y4y - Yio)

Relations which determine the labor market and the capital
consumption constraints are also part of the model. From the above
demand equations we derive:

4. Yyzog+ By (g +Bq) Y1 - ﬁl Y o

The symbols have their traditional meanings (C = consumption,
I = investment, Y = income, 0 = marginal propensity to consume,
and Bl = the accelerator coefficient: o, and B _ depend upon the
past and the current state of the economy; we will use them to
feed into the formal model the effects of financial changes. t, t-1
etc. refer to the dates; the period is undefined.)

It is obvious from equation 4 that if the values of the &’s and
B’s are known, once two incomes are observed the model can be
used to generate all succeeding incomes.

The content of equation 4 can be rewritten in another form,
that of the solution equation:

5. Y= Appt +Agugt +k,
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where Aj and Ag depend upon the initiaAl conditions, u1 and p2

depend upon the accelerator and the marginal p_ropensny to4con-

sume, and K, depends upon &g, Bo» and the marginal propensity to
_ Oyt B

consume (Ko = —Q—ﬁl =0 ).

The virtue of transforming equation 4 into equation 5 i§ tl_'nat
from equation 5 we can more readily analyze the characterzst}cs
of the time series of income that is generated. Basically eqt_Latmn
5 can generate four different types of time series: monotonically
explosive, cyclically explosive, cyclically damped, and monoton-
ically damped. The type that is generated depends upon the value
of 4y and pg, which in turn depend upon & and B;. In terms of the
classification of states of the economy into sustained boom and
stagnant states, a sustained boom will exist if a monotonically or
cyclically explosive time series is generated, whereas a stag-ngnt
state will exist if a monotonically or cyclically damped time se.rle;s
is generated. To a great extent the state that th economy is in
depends upon the value of the accelerator coefflcn‘ent, 431-. and in
what follows, a sharp decline of 81, due to the existence of gen-
eralized excess capacity, is necessary if the economy is to stag-
nate.

A peculiar attribute of the monotonically explogive time s‘e‘n_es
is crucial to the model with which we are working. If the initial
conditions (the Yi., and Yy_p which determine Ay and Ao) do not,
figuratively speaking, give the time series a suiflc_:lentlx large
push, the time series which results will have one tulfmng pom_t and
the monotonic explosion will take place in the direction opp_osne to
the initial change. The labor market and capital consumptfon con-
straints operate to impose new initial conditions upon the income-
generating process whenever they are effective.

The operation of the model is as follows: given proper initial
conditions and the values of g3 and pg (ko can be ignoredv for uow‘).
an explosive monotonically increasing time series of income is
generated. Income will follow the path ind@cated by equation 5, with
specific A and Ag and pq and g, until a tight labor market resul?s
at which time not all of income demanded can be produc?ed. This
supply constraint causes income to fall short of _that indicated by
the original equation 5. As a result, equation 5 with new values of
Ay and Ag will generate future incomes. These new valués of Ay
and Ag are determined by actual achieved incomes, which reflt_act the
constraints upon supply. If the labor force and outpgt capacity due
to technical change are not growing sufficiently rapidly, these new
initial conditions will generate an upper turning point, so that a
falling monotonically explosive time series is generated.
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As the stability of consumption and autonomous investment
together with the ceiling on capital consumption, including inventory
disinvestment, limits the rate at which income can fall, once again
aggregate demand as generated by the explosive process would tend
to fall outside the constraints. When this happens, new initial con-
ditions are effective which reflect the constraints upon the decline
in income. This results in a lower turning point and once again a
rising explosive time series of income is generated. In addition to
bouncing off floors and ceilings, it is possible for income to crawl
along the floor or ceiling for a number of time periods. The end
result of this explosive demand process constrained by ceilings
and floors is a cyclical path of income. As the ceiling is ever in-
creasing due to labor force growth, net accumulation and technical
progress and as the floor is due to a slowdown of inventory dis-
investment, which in part is due to the stability and growth of the
autonomous income level kg, the time series that is generated
shows a growing income level that is intermittently interrupted.

The path of income sketched above can be characterized as an
intermittently interrupted growth process. A sustained boom in a
free enterprise economy is such an intermittently interrrupted
growth process. I a decade during which this process operates
is reviewed, the outstanding attribute is of sustained growth, but
during each decade a number of recessions will have occurred.
We therefore assert that the normal functioning of a growing econ-
omy includes minor or mild recessions.

Minor recessions are not the only interruptions of growth that
take place. In addition more serious deep depressions occur. Only
one serious depression falls withinthe time periodfor which we will
carry out some empirical investigations and obviously generaliza-
tions from one observation are suspect. Using the National Bureau
of Economic Research reference cycle chronology® this serious
depression began in August 1929, its trough was in March 1933 and
the peak of the subsequent expansion was in May 1937. The peak to
peak interval was 93 months. The terminal peak year 1937 was

characterized by unusually large unemployment, and reasonably -

full employment was not achieved until the war years following
1939.

4The above is a sketch of what is proven in H. P. Minsky, “A
Linear Model of Cyclical Growth,” The Review of Economics and
Statistics, XLI, No. 2, Part 1 (May 1959), pp. 133-145.

G. H. Moore, Measuring Recessions, Occasional paper 61, National
Bureau of Economic Research Inc., 1958, pp. 260, 261.

6The recessions of 1937-38 and 1919-20 while deeper than the
other ‘mild’ recessions during this period were also short: hence,
I would not classify them as ‘severe.’
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The decade 1929-39 can be characterized as a decade_of crisis
and stagnation. In spite of progress and growth in some significant
dimensions, the over-all performance of t_he e?onqmyu was no:
satisfactory. The economy Wwas in a “state” in which its normal
functioning did not lead to full employment. Many arguments can
be brought to bear on the thesis that the economy stagnated during
the 1930°s. We will not go through these arguments here. Rath_er
we will examine how the contraction that began in August 1929 dif-
fered from the other peacetime contractions of the period 1919 to
date and how the nature of the contraction set the stage for the
behavior of the economy during the 1930’s.

The contraction beginning in 1929 was associated witha f@nan(:}al
crisis which was by far deeper and wider than any other financial
crisis of this period. The financial events of 1929-33. cannot be ig-
nored in an attempt to explain both why the contraction of 1929-33
was different from the other contractions and why the r’ecqvery‘ctf
the 1930’s that followed was unsatisfactory. We will fit financial
shocks into the flexible accelerator-multiplier framework and see
how they can affect the course of income.

There is no need to assume that the triggering event, Fhe down-
turn of August 1929, is significantly different in its origins and in
its initial strength from the other observed peacetime contractions.
The same factors we sketched earlier, the slowing dowp of tht‘a }"a_te
of increase of income due to supply constraints can explain the initial
downturn. What has to be explained is why an unexceptional do.wn-
turn had serious financial repercussions which other recessions
did not have. The explanation that will be advanced is thz_xt the fi-
nancial environment within which the contraction peginmpg in August
1929 took place was different from the financial enﬂr:onment of
the earlier contractions in the period after 1919. This _chang_ed
financial environment was the result of both the manner in which
the sustained boom of the 1920’s was financed and the effect upon
financial variables of the expectation that sustained growth was

inevitable.

It will be argued that once the downturn set off the serious fi-
nancial crisis, the radical changes in the financial attributes of the
economy affected consumption and investment demand, As a result
the decline in the rate of decline of income that normally occurs
soon after an upper turning point did not happen. Income fell so
far that substantial and generalized excess capacity respl.ted. Both
the generalized excess capacity and the financial crisis tended
to decrease the coefficient of induced investment, the accelel_‘ator
coefficient. The protracted period of low income and thel: amplitude
of the decline brought additional pressure upon the financial system,
which acted to further damp down any recovery. Hence a clos‘ed
feedback system was operative in which the effects of financial



206 RESEARCH STUDY TWO

changes tended to lower income flows and the decreased income
flows tended to induce financial pressures.

A question that obviously requires an answer is whether or
not the similar sustained though intermittently interrupted boom
which has been in progress since the end of World War II is also
breeding a financial environment within which a downturnas severe
as that of 1929 can take place. To answer this question we have to
look first at how the financial environment is affected by a sustained
boom.

C. The Financial Implications of Changes in Income

In this part we will examine how the financial environment
within which the income-generating mechanism operates is affected
by a sustained boom. Two quite distinct phenomena associated
with a sustained boom have to be examined: the way in which the
investment that takes place is financed and the effect of the ex-
pectation that growth will take place will have upon the value of
equity and real assets. The combined effects of these phenomena
transform a financial environment which is conducive to income
stability and growth into one that can react so as to prolong and
deepen any contraction that takes place.

1. The Financing of Investment. When money income rises,
spending equal to the rise in income must be financed from some
source other than income received. When income falls some of the
income received does not result in spending This way of looking
at the financial relations associated with income changes is con-
sistent with the flexible accelerator-multiplier approach toward
income generation.

To make the relations a bit more precise, we will distinguish
between planned (ex ante) and actual or realized (ex post) income,
consumption, saving, and investment.

Planned consumption of any period is given by the consumption
function (Ct = Qg + @7 Y¢_1), and we will write it as Cy (ex ante).
We will assume that consumption plans are always carried out, so
that

Ct (ex post) = Ct (ex ante) for each date.

When we write Ct (ex ante) @y +0 Yy_q(expost),0 < & =1
consumption is being divided into two parts —an autonomous part
represented by @, and an induced part represented by @ Y g
(ex post). As0 < @; <1, thereisnoneedtoexamine how the induced
part of consumption is financed; it is by the income received in the
period t-1. As the autonomous part of consumption for a unit may
conceivablybe greater than (1 - ¢q) Yy_; (ex post), a question as to
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nomous portion of consumption is financed can arise.
1;1‘?;? w.tu.rl;?l a;;(s)ume tha}: o depends upon the financial resource of
households, including their ability to borrow,_ so that wh‘atsoever
o, + 0y Y, 1 (ex post) may be, it willhefmancegi. This means
that if Jf.he Financial resources of householfls deteriorate, 'C"o zén
with it consumption will tend to fall. In part}c'ular consumphfonkl e-
pends, upon the wealth, liquid assets fxnd ability to borrow of those
units for which consumption exceeds income.

Planned saving of any period equals the c_lifference between the
previous period’s actual income and the period’s a_.ctual consu.rmpc-1
tion; St (ex ante) =Y q (ex post) — C¢ (ex post). Qwen th(-':‘plann»s:1
investment of the period, It (ex ante), the planned income will equa
planned investment plus actual consumptign. Yt. (ex ante) = L; (ex
ante) + Ct (ex post). For planned income in period t to be greates
than actual income of period t-1, it is necessary that the plam'_ne
investment of period t should be greater than the planned saving

of period t, for
Y (ex ante) - Yt-l (ex post) = It (ex ante) - S¢ (exX ante).

he economic units that save are not necessarily the'economm
unith that invest. We will first examine the pathg by whlch‘money
acquired in the process of saving can be transmitted to units that
desire to invest, and we will then note that these paths are open to
holders of previously acquired cash balances.

i tment can

We can identify three different ways in which invest
be financed out of ex ante savings: internal, exterpal fiwect, a}nd
external indirect.? In the case where investme_nt is fman?ed in-
ternally, the saving (ex ante) of an economic unit finances its own

TIn real terms any period’s investment is t;m result of using tlTat
period’s resources. A problem in integrating real and financial
factors of economic growth and business cycles is to relate the
financial command over resources which a unit mustpossess t..o the
dynamic income-generating process. To do this a ff}rmulatlo_n of
financial flows is adopted in which household and business savings
initially take the form of an accumulation of money, which is then
used to acquire financial or real assets. No mattt_ar how short a
period we use for our examination of the world we will not observe
any pools of accumulated money which are closely rglated toa
previous period’s income and consumption, rather we w1_11 observe
the financial changes that accompany the investment put into p%ace.
Since we are interested in the dynamic process and market adjust-
ments by which inconsistent plans result in_cons%stent epd results,
we adopt the convention that a source of financing for investment
is ex ante savings.
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investment expenditures. No “paper” is i i
. generated in this process.
bTI;e .net Worth and 'presumably the market value of the equity lia-
i 1t1gs, if they exist, of the investing unit rise by the amount of
such internally financed investments.

.Two types of external financing of investment can be distin-
lgjms.hgq: direct and indirect.9 In both cases the investing unit i:.sst&:a)s
.1ab111t1‘es (debts or ownership interest) in exchange for the funds
it receives. In the case of direct finance a “saving” unit acquires
the‘ llab_lhty of the investing unit; in the case of indirect finance
i é::?ncgl 1nfterme'diar_'y a_cquires the liability of the investing unit.
financ?;; ?l;g rom‘u}s‘tltutmnal t:l_etf;v.ils.3 the financial intermediary
ey liab?Iiaé?ngltlon of the investing unit’s liability by issuing

!_

Voo If I(ex ante) > S (ex ante), and subtractingthe i i

1n.ve_stment from both investment (ex ante) agnd saﬁrelgn(iliyaflltgmgg
vs‘rlll}n_gpess to_issue liabilities is greater than the ability to acq’uire
11gp1.11t1e_s which would exist because of planned savings. If lia-
bilities in excess of planned savings are to be issued, the buyers
of some of the liabilities either must have cash balances on hand
th;ﬁh are not nee.ded for transactions and which are not the result

L of the planned savings or they must have the ability to create money.

Before carrying on, it is necessary to point out i
one way in which I; (ex post) of real investmegt can be ?rztatgirtiali
S¢ (ex ant_e) of real savings even though I; (ex post) of money in-
vestment is equal to_or less than St (ex ante) of money savings This
gzn occlur if the price level of investment goods falls. For t;his to
mgr?ten t ils necessary that a fall inprices take place when employ-
o ‘;ares_a income and rgal demand are all increasing. This is not
. y in ter(;mh the price system now works; if anything, rising
Herll)ceymen , demand and income are associated with risingprices.
ence (;::i- can algsume that price level changes do not operate so as
- ler inva '1d the following proposition: If investment in dollar

rms is restricted to the available planned dollar savings, then

8 i
reaﬁ;r:jge:r“_stagnant » ‘permd stock prices may not rise to reflect
g nings. In this way aggregate investment maybe greater
e ric:nge in hqusehold net worth. During a sustained boom,
e gholids st may rise by more than retained earnings, so that
S Is ne Yvortp increases by more than investment.
is distinction is fundamental to the work of Gurley and Shaw:
i‘eii John G. Gurley and Edward S. Shaw, Money in a Theory of
- Grance, The Brookings Institution (Washington, D. C., 1960); also
.G. Gurley and E.S. Shaw, “Financial Aspects of Ecor,lomic

Development,” A i ; .
Development,” American Economic Review, XLV (September 199%)
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real income will not increase and unemployment at least equal to
that which accompanies invariant realincome in a dynamic economy

will appear.

Let us look a bit more closely at how financial intermediation
functions in the process by which savings are used to finance in-
vestment. The saving unit is either unwilling or unable to acquire
direct liabilities of investing units and we can assume that the in-
vesting unit is unable or unwilling to issue the type of liability
that the saving unit will accept. The financial intermediary issues
a liability which the saving unit accepts, and uses the funds so ob-
tained to acquire the liabilities of investing units. I we want to
look at this process in terms of the acceptability of the liability
of investing units by saving units, the financial intermediary up-
grades the liability of the investing unit. (Financial techniques
exist in which this «ypgrading” role of the financial intermediary
is made obvious; these are the various endorsing or accepting

financial arrangements.)

Financial intermediaries can be divided into two classes: those
whose liability is and those whose liability is not money. The non~-
monetary financial intermediaries can acquire money only by issuing
or selling liabilities which other units willingly accept in exchange
for money. The monetary financial intermediaries (commercial
banks, the central banks, and portions of the treasury) can create
money in exchange for anything they accept as assets.

Whenever the monetary intermediaries exchange their own
liability, money, for the liability of an investing unit, the investment
planned by the investing unit is financed. No ex ante saving has to
take place before investment can be financed by the creation of
money. Hence money creation is one way in which L (ex post) > S¢
(ex ante) can be achieved; note thatan investment financed by money
creation is financed externally and indirectly. In addition to such
loan operations, the money supply can be increased by “open
market operations” in which money is created as the monetary

institutions purchase existing securities. As a first step, this ex-

change increases the amount of idle money which can then be acti-
vated to finance investment. J e n

When a nonmonetary financial intermediary exchanges its own
liability for money, there is no need for the owner of this money
to have acquired it by saving it out of the income he received the
previous period. It may have been a previously acquired idle cash
balance that is now activated by exchanging it for the liability of 2
financial intermediary. This possibility, that investment is financed
by drawing down cash balances, exists for both types of external
financing as well as internal financing of investment. To the possi-
bility of financing investment by drawing down cash balances we

oL /:’ [( [
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have to add the possibility that some of the ex ante savings may be
used to build up cashbalances. But if realized investment is greater
than planned savings then the sum of the increase in the money sup-
ply and the decrease in cash balance to finance investment must
exceed the additions to cash balance out of ex ante saving,

The direct or indirect financing of investment by drawing down
cash balances does not take placein a “price and product” vacuum.
During period t-1, given the interest rates (prices) and the types
of securities (products) available, certain economic units preferred
to ho_ld cash rather than earningassets. For these units to switch to
earning assets in period t (ignoring changes in expectations) some
combination of interest rate increases and the introduction of new
types of securities must take place. Usually the substitution takes
place within an unchanging set of securities by means of rising
interest rates, but at times rising interest rates can induce changes
in the kinds of financial instruments in use.10

The extent to which planned investment in excess of planned
savings is realized depends upon the elasticity of the finaneial
g.ystem. If there is no possibility of financing investment by draw-
ing down cash balances or increasing the money supply, then L (ex
ppst) = St (ex ante) in which case Yy (ex post) = Yi-1 (ex post), no
rise in money income can occur. If the financial system is in-
flmtely elastic, then I (ex post) = Iy (ex ante) and all of planned
ulwestment takes place without any rise in interest rates. If the
financial system is not infinitely elastic, then I; (ex post) = It (ex
ante) can be achieved by a sufficiently large rise in interest rates,
assuming the interest elasticity of Iy (ex ante) is zero. If the in-
terest elasticity of It (ex ante) is not equal to zero, but if the elas-
ticity of the financial system is not infinite, then It (ex ante) > L
(ex post) > S; (ex ante) with interest rates rising will result, What-
ever the nature of the elasticity of the investment and the financing
functions, if Y3 (ex post) > Yi_j (ex posf) then i (ex post) = S;
(ex ante).

I the financial system is not very elastic then I (ex post) <L
(ex gnte] can result in the ratio of Yt to Y¢.j being too small to
sustain a continued growth in demand. In this way “tight” money
can supstitute for labor market tightness in causing an upper turn-
ing point. To the extent that this occurs, the rate of growth of the
gcon?:lny will be lower than if labor market tightness generates the

ownturn.

10gee H. P. Minsky, “Central Banking and Money Market Changes,”
’fll‘;lf 1(?3uarterly Journal of Economics, LXXI, No. 2 (May 1957), pp.
-187.
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When income declines, planned saving is greater than planned
investment, S¢ (ex ante) > 1L (ex ante). The difference is a mone-
tary change; either an increase in cash balances or a decrease in

the money supply will occur.

When expansionary and contractionary monetary changes occur
they may take the form of directly affecting the cash balance of the
saving or the investing unit or they may take the form of portfolio
changes. Although direct hoarding and dishoarding of cashbalances
may occur, it is much more likely that the monetary changes which
involve changes in cash balances will be associated with portfolio
and balance sheet changes by units other than the investing unit.

For example in the United States at present large commercial
banks are almost always fully loaned up. During recessions in
business activity banks use what otherwise would be excess funds
to acquire short-term Treasury debts. During recovery and pros-
perity periods they decrease their holdings of Treasury debt; at
the same time Treasury debt is acquired by nonfinancial business
firms, state and municipal governments, etc. These transfers are
associated with rising short-term interest rates and put to use
what otherwise would have beenidle cashbalances. The commercial
banks in this process free some of their resources to make loans
to business. Indirectly, the increase in loans is made possible by
the activation of the previously idle cash balances of some non-
financial corporations. The important thing for our purposes in
this process is that the investment in excess of current planned
savings is financed indirectly by this activation of idle cash.

To recognize that investment in excess of planned saving must
be financed by monetary changes is to see only half the picture.
We also have to lookat the liabilities which the investing units issue
to acquire the funds needed for investment. When investment is
internally financed no new liability need be issued by the investing
unit. When investment is financed externally but directly, the in-
vesting unit can issue both debt and equity liabilities. The ratio
of debt to equity liabilities in the new issues of investing firms
need not be different from the ratio of debt to equity liabilities
in the directly owned previously outstanding issues.

When investment is financed externally and indirectly, through
the intermediation of financial institutions, the liabilities that are
issued by the investing unit have to be such that these institutions
can and will purchase them. To an overwhelming extent, financial
institutions can and do accept only debts as assets. Hence both the
current savings that flow through financial intermediaries and the
decrease in cash balances that takes place when the liabilities of
nonmonetary financial intermediaries are substituted for money in
portfolios canbeusedonlyto acquire debts, Similarly if an economic
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unit is to finance its investment by usingthe institutions that create
money, the investing unit must issue debts.

During a sustained boom, realized investment exceeds ex ante
saving and as long as an unconstrained explosive demand process
is determining actual income, the ratio of investment to ex ante
saving is rising. Hence the proportion as well as the amount of
investment that must be financed by monetary changes is increasing.
This means that the ratio of new debts to new equity or ownership
interest will tend to rise as long as an unconstrained boom is in
progress.

¥ an expansion is the result of private investment, then the
nonmonetary financial intermediaries and the monetary system will
be acquiring private debts. During a contraction some private debts
are paid off. However the periods of sustained booms are charac-
terized by short and mild contractions, during most of the time the
economy is expanding. As a result, over theperiod as a whole, new
private debts increase relative to new issues of equities.

In addition as income is related to investment both in terms of
over-all demand and productive capacity, the ratio of private debt
and hence of private debt payments to income rise as the ratio of
debt to equity financing of investment increases.

The financial environment changes in the following ways during
a sustained boom due to the need to finance increasing amounts of
private investment in excess of ex ante savings: 1) idle cash bal-
ances are decreased (i.e., velocity increases), 2) the amount of
monetized private debt may increase, 3) the ratio of debt to equity
financing rises, and 4) debt payments rise relative to income. In
addition during a sustained boom generated by private demand
both government debt and gold tend to decrease as a proportion of
total assets and of income. As far as government debt is concerned
this is a policy choice based upon a belief that governments should
not have deficits during otherwise prosperous times. As far as
gold is concerned this is due to the fixed price of gold in a world
of rising costs and prices, (Of course from time to time new gold
discoveries have resulted in the gold supply’s increasing relative
to income during a period of sustained growth; it is doubtful
whether such a period really can be characterized as one in which
private investment dominates the growth process.)

All of the above financial changes tend to increase the chances
that a not unusual decline inincome will result in financial distress.

One qualification to the above is that inflation can reduce the
burden of past debts although it cannot reduce the dependence
upon monetary changes for financing current investment. However
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inflation both increases the dependence of private investment upon
external financing and reduces the willingness of households to
exchange money holdings for debt. If an inflationary process is to
continue without limit, an increasing ratio of private debts must
be acquired by the monetary authorities, although during the
early stages of an inflationary growth process, a shift from idle
cash balances to equities may offset this tendency.

Even if no inflation of the price level associated with income
occurs, a decrease in the ratio of the market value of private debts
to equities can take place. This is due to an inflation of the market
price of equities that takes place when the expectation that growth
will be sustained becomes the basis for the valuation of equities.

2. The Valuation of Assets. Even though a substantial boom is in-
terrupted from time to time bya cyclical downturn, the over-all re-
sult of such a period is that economic growth takes place. This
means that on the whole the income earned from certain classes of
real assets—urban real estate is one example—and the ownership
interests in business firms increase as the boom progresses. Of
course, in each period of sustained growththereare certain leading
sectors which grow at a rate significantly greater than income as
well as sectors which do not grow and even some which decline in
spite of the over-all growth of the economy. Assuming that the
expectation that economic growth will take place becomesprogres-
sively stronger as a sustained boom continues, the value of those
assets which are expected to participate in the income growth will
increase relative to the assets whichare notexpected to participate.
This means that equity and real estate prices will rise relative to
debt prices, and this will occur in the absence of any rise in the
price level of income,

As is well known the present value of a perpetuity of $1 per
year is equal to $1/r, where r is the rate of discount appropriate
to perpetuities of this particular risk and uncertainty class. In
what follows we will assume the investments are perpetuities, for
buying into a corporation is buying into an organization whose ex-
pected life is so long that for all practical purposes it may be
considered as infinite. Assume that instead of $1 per year in
perpetuity the expectation is that the return will grow at the rate
of g percent per period, and that $1 is the expected return next
period. The present value of such a growing perpetuity at a rate

of discount of r percent per year is rL_lg (For example, if r = 10

percent and g = 5 percent then the value of the perpetuity when no
growth is expected is $10 and when growth is expected it is $20.)
Also, since.the return will rise to $ (1 + g) next period, the present

value next period will be $%%g): the market value will grow at g

percent per year.
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As the expectation that growth will take place becomes more
widely and firmly held as the sustained boom continues, the
capitalization rate for assets which are expected to participate

in the growth will increase from %ftoﬁl—g. The resultant increase

in market values can take place over a relatively short period of
time, yielding a rate of growth of asset values that is much greater
than the expected rate of growth of income.

A speculative boom in asset values can take place on top of
the rise in prices due to the generalization of the expectation that
growth will continue. This will take place when asset values begin
to reflect an expectation that asset values will grow at a rate re-
flecting the achieved rate of increase during the transition from

11/

capitalizing the income streams at % to capitalizing them at ?:iz, ==

11lThe relevant formulas are:

The present value of 2 perpetuity whose initial payment is $1 a
year from now equals  §1 1 1 1 1
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where r is the appropriate rate of discount.

The present value of a perpetuity whose initial payment is $1 a
year from now but which is expected to grow at a rate of g percent
per year thereafter (g < r) is
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where r is the appropriate rate of discount.

After the passage of one year, and assuming the expectations
that growth at the rate g will continue, this same asset at the rate
of discount r has the prospect

1+g (1+@)2 (1+g)? 1+g
+ + +om= = 1+
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y +
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= ; after two years the income stream is
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(Footnote 11 continued on next page)
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In addition to the revaluation of assets due to the building of
growth into the capitalization rate, a sustained boom results in
narrowing the differential between the discount rate that is appli-
cable to risk free and that for relatively risky assets. Evidence for

(Footnote 11, continued from the previous page.)
1+g?2 @+ @+gt a+g2 [ 1+g (+g?
+ + +

1+r  (1+7)2 (1+r)2

(1+g)2 [;i—g].

income stream is growing will grow at the same rate as the income
stream as longas the expectation of continuing growth is maintained.

If a speculative boom takes over, that is if the market value of the
asset begins to reflect the rate of increase of the market value of
the asset that was achieved while earnings were being recapitalized

-z

(1+r)

That is the value of an asset whose expected

at }E—g rather than—%;, the capitalization value will increase further.

The capitalization rate includes the expectation that capital

r-g

gains at the rate of g percent of the capital value will be earned. i
capital gains in excess of g percent per year are expected, then the
capitalization rate applied to next year’s income will rise further.
Assume an asset now valued at $Ko, which earns $1 next year that
will grow at g percent, and further assume that the capital value
is expected to grow at) percent (r > X > g). Then the capitaliza-
tion rate of this asset will be —-—rig + —9—1 }-{)\. - g—Q-rK_g . For example if
r = 15 percent, g =5 percent, A\ = 10 percent, and Ko is $10, the
present value of an income stream growing at 5 percent and a
capital value growing at 10 percent is $25.00.

These growth of asset values with growth of income relations
throw some light on the equity of taxing «capital gains” at a favora-
ble rate as compared with taxing “income.” Ignoring the speculative
boom, if investor A invests $1 in a security which generates an
unchanging income stream at an interest rate of r percent he will
receive $r of taxable income next year. ¥ investor B invests $1
in a security whose returns are growing at g percent per year he
will receive $ (r - g) as taxable income and a capital gain of $g. The
total return is the same in the two cases, but under our tax laws
the $g of “capital gain” is treated at a favorable rate. In addition,
by not realizing the capital gain, the $g can be compounded where-
as all of the $r earned by the investor in the asset with the non-
growing returns is taxable.
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this can be found in the relative yield of government and private
debt securities as a sustained boom progresses.

Therefore on two grounds, the change in the discount rate and
the expected growth in the value of the return, during a sustained
boom, the market price of equities and real assets increase rela-
tive to the market price of debt assets and of income. During a
period in which the expectation that growth will be sustained is
becoming the basis for the valuation of assets, there will be a
rapid rise in the price of equities and of real estate type assets.
As soon as the expectation of further growth comes to an end, the
value of these assets will fall. Changing expectations of growth
will have a strong effect on market prices of assets.

It is worth pointing out that the market price of assets is not
based upon any distinction between real and monetary growth, A
5 percent growth in returns because real income grows at 5 percent
per year and a 5 percent growth in returns because the price level
is expected to rise at this rate in the future will have identical
effects upon the present value of the stream of future returns,
given that the same discount rate is applicable in the two cases.

Therefore as a sustained boom proceeds it is possible that the
market value of equity and property assets in the balance sheets
of households and firms will increase relative to debt assets. But
these relative valuations depend upon the expectation that the boom
will in fact be sustained. I this expectation is broken, or even
modified, a sharp fall in the value of real estate and equity assets
can occur.

3. The Combined Effects of Financing Requirements and Ex-
pectations of Growth. As a result of the need for private units to
finance investment in excess of savings by debt instruments and
the revaluation of equity type financial and long-life real assets
on the basis that growth is expected to continue, during a prolonged
boom the balance sheets of the various classes of economic units
undergo quite predictable changes, once allowance is made for
institutional evolution. The balance sheet relations are an attribute
of the financial environment within which the private decisions that
determine income are made. The intermittent lapses from full
employment and growth that take place duringa sustained boom will

12This narrowing of the yield differential may be more apparent
than real when applied to equities versus debts due to the operation
of the capital gains taxes. Also, the apparently lower yield on
longer-term government debts when government debt is at a dis-
count may also be due to the special treatment of capital gains.
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always take place in a different and, allowing for institutional
changes, a somewhat novel financial framework.

After a sustained boom has been in existence for a time the
financial system is more vulnerable to a financial crisis on at
least two scores than it was at the time the boom began. In the
first place, proportionately more private debts are in existence
the longer the boom continues. These debts are not evenly spread
among households and firms. Some firms andhouseholds are always
in the position where any interruption of their receipts will lead
to an inability to meet their obligations. But as the ratio of private
debts to riskless assets increases, a larger proportion of business
firms and households are in this vulnerable position. Hence the
financial difficulties associated with any downturn of a given
severity will tend to become progressively worse the longer a
boom based upon private demand continues.

In the second place, the longer a sustained boom has continued
the larger the proportion of equity and real property assets whose
current values reflect the expectation that growth will continue.
This means that an increasing portion of the equity and real assets
have market value which would fall sharply if the expectation that
growth would continue were abandoned. A sharp fallin asset values
affects the net worth of economic units and the protection in exist-
ence against outstanding debts. It therefore affects the ability, and
perhaps also the willingness, of private economic units to go into
debt; this inturn affects the ability and willingness of these economic
units to undertake investment.

There exists a third factor which need notbut may be operative;
it certainly seems to have been operative in the 1929 crisis. This
third factor is a speculative boom. If the expectation of growth be~
comes generalized, the present value of future income streams that
are expected to grow increases very rapidly as the effective rate
at which discountingtakes placefalls. If the rate of increase of asset
values, which takes place when expectations change to the expecta-
tion that growth will be maintained, becomes the rate at which asset
values are expected to increase, then the price of assets can be-
come very large compared to current income being earned. These
speculative cases are of course even more vulnerable to sharp
changes in value due to slight changes in income.

D. The Generation of Severe Recessions

For a severe recession to take place, assuming that our basic
model, in which the accelerator coefficient is large enough so that
a monotonic explosive time series is generated, is a good enough
picture of reality, the various factors which tend to stabilize income
soon after a downturn occurs must be offset. Three factors which
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make for a quick and high level lower turning point are:

(1) The maintenance of consumption,
(2) The inertia in investment in plant and equipment, and

(3) The limitationupon inventory disinvestment when income
turns down,

Each of these stabilizing factors will be examined to determine
how, if at all, they can be rendered inoperative or be “broken
through.,” In particular the effects of financial distress will be
examined. However before turning to the problems of neutralizing
these stabilizing factors we will see how they operate to generate
a quick and high level lower turning point.

Recent experience has been that when income turns down con-
sumption is maintained.13 If Y is the peak income achieved prior
to a date t, then, if consumption being maintained is taken literally,
no decline in consumption will occur as income declines. If this
takes place_ consumption in the periods following a peak income
is @ o +@ 1Y, a constant.

A rise in unemployment accompanies a decline in income. For
consumption to be maintained with unemployment rising theneither
the unemployed must maintain their consumption or the employed
must increase their consumption. On the whole it appears that the
fall in the consumption expenditure of the unemployed is small rela-
tive to the decline in their income. In addition there appear to be
«trend” factors that tend to raise the consumption of the employed.

This tendency for consumption tobe maintained or even increased
during recessions is not independent of present day institutional
arrangements. Among the usages which tend to maintain consump-
tion are (1) the way inwhich dividend payments are maintained dur-
ing slight recessions and the lag of dividends behind earned income,
(2) the effect of a progressive income tax on disposable income
relative to income before taxes, and (3) the money flows due to
government and private pension and unemployment compensation
programs. However, even in the absence of such programs and

13In each of the three post-World War II recessions personal
consumption expenditures, measured in either constant or current
dollars, were higher in the years within which the trough occurred
(1948, 1954 and 1958) than in the preceding year. Of course these
recessions were mild, of the type that occurs during a sustained
boom. (See Joint Economic Committee Congress of the United
States, Staff Report on Employment, Growth and Price Levels
Tables 8.2, pp. 276-279 and 8.3, pp. 280-283.)
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and usages, consumption would tend to be maintained, although
to a smaller extend than at present in the face of a drop in income
as some households will spend more than their disposable income.

For a household to be able to spend more on consumption than
its disposable income, as many of the households with unemploy~-
ment do, it is necessary for it to have financial resources. House-
hold financial resources consist of cash, various types of market-
able or callable financial assets, marketable real assets and an
ability to borrow. The initial response of a household to a drop in
its income is to maintain its consumptionby drawing on its financial
resources. If the lower income continues for some time, an in-
creasing proportion of those whose income has been lowered will
exhaust their private financial resources. When this happens the
household is forced to reduce its consumption to its current
receipts. Hence we can expect consumption to decline as a reces-
sion is prolonged.

The financial assets of households which are especially wvul-
nerable to unemployment seem to be very heavily weighted with
the liabilities of the nonmonetary financial intermediaries. If this
is true, it is obvious that a necessary condition for the maintenance
of consumption in the face of increased unemployment is that these
institutions remain solvent and liquid.

As long as it is operative, the tendency of consumption to be
maintained has the effect of introducing into the flexible accelerator-
multiplier model a high level equilibrium income. If consumption
is maintained the entire burden of generating a declining income falls
upon investment.

Investment in plant and equipment initially acts as a stabilizer,
for it does not respond quickly to a small fall in income. There are
a number of reasons why this is true. Investment expenditures on
plant and equipment lag behind investment decisions. A modest
downturn in current income will not necessarily cause a reduction
in investment plans as long as the prospects for economic growth
are sustained., In addition maintenance and replacement expendi-
tures on plant and equipment are not reduced to zero as soon as
excess capacity appears.

Plant and equipment expenditures, especially for large projects,
often require a long lag between the decision and the expenditures.
Much of the investment of this type during any period is the result
of decisions of previous periods,andit takesa large drop in income
before investments in progress are abandoned. As a result it usu-
ally takes a number of periods of reduced (or increased) income
before plant and egquipment expenditures respond to the change in
income.
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A part of the plant and equipment investment decisions made
during any period are autonomous, in the sense that they are not
based upon the need to expand specific types of capacity in response
to changes in demand. Investment decisions related to innovations
are of this type. In addition, a part of the investment decisions
being made during any period are based upon long-run growth
prospects rather than upon the immediate outlook. Both invest-
ments motivated by innovations and by long-run growth prospects
are not responsive to short-run declines in income unless the fall
in income results in a revaluation of growth prospects; in fact
financial ease and the availability of investment goods, including
price reductions, may increase such investments during a mild
recession.

A part of current replacement and maintenance expenditures
replaces or maintains a small but essential part of a complex
apparatus. The returns on such investment are very high even
in the face of declining demand. In addition many firms delay
repairs and maintenance during prosperous times, not wishing
to shut down their plant or otherwise curtail their productions. A
slackening of demand can lead to anincrease in expenditures due to
the existence of postponed replacement and maintenance.

During the initial stages of a downturn, inventory disinvestment
is usually very large; a large part of the initial change in income is
due to the change from inventory accumulation toinventory decumu-
lation. As long as consumption and plant and equipment investment
are maintained the amount of inventory disinvestment which can be
carried out is limited, for inventories are quickly reduced to the
amount considered necessary for ourrent sales. When this happens,
the rate of inventory disinvestment falls and the rate at which
income falls decreases, A large enough decrease in the rate of
decrease of income will generate the lower turning point.

This discussion, of how investment is maintained when income
turns down and how the amount of inventory disinvestment which
can take place is limited, is based upon the assumption that financial
stability exists. I this assumptionis valid, the response of financial
markets to a decrease inincome willaid the stabilization of income.
The decrease in inventories that takes place during the initial
downward movement of income leads to a decrease in borrowing
and an accumulation of cash balances by the firms that cut their
inventories. This tends to lower short term interest rates. The
lower rates and the increased liquidity of business firms reduces
the costs of carrying inventories. Firms may respond by increasing
the ratio of inventories to sales.

It is worth noting how household purchases of durables and
houses responds to a mild fall in income. Within a stable financial
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system, assuming the expectations of growth are not adversely
affected, consumer investment, especially in housing, responds to
the improved financing conditions which occur with the recession.
This has been especially noticeable during the post-World War II
recessions.

As long as financial stability is maintained, consumption and
investment tend to be maintained at least during the early stages
of a recession. This “temporary” maintenance of consumption
and expenditures on plant and equipment combined with the behavior
of inventory investment and the response of consumer investment
such as housing is sufficent to generate a lower turning point.

The accelerator investment relation, L= 8 o + 81 (Yi_1 - Yt-2)
requires interpretation in the light of the above discussion of the
behavior of investment. The autonomous investment represented
by By is not directly responsive to changes in income. Total de-
sired inventory investment is related to income, and if consump-
tion is maintained, the amount of inventory disinvestment is con-
strained. The ability to reduce the stock of more permanent capital
is of course limited to depreciation, and the responsiveness of
the desired stock of relatively permanent capital to changes in
income that are assumed to be transitory is also limited. Hence,
unless income falls quite sharply, which basically depends upon a
reduction in consumption expenditures, induced disinvestment, be-
cause of both supply and demand conditions, will not tend to generate
a severe recession.

For a severe recession to take place it is necessary that the
stabilizing factors be rendered ineffective. Our discussion of how
financial instability is generated is in Chapter IV; here we will
examine how “financial pressure” will affect inventory disinvest-
ment, consumption and investment. Financial pressure or distress
exists when units’ decisions are dominated by the need to meet
financial commitments. Widespread financial distress will lead to
financial crisis. A financial crisis has two dimensions: one being
a liquidity aspect which depends upon whether or not the financial
system remains liquid and solvent, the second being a revaluation
of equities and real asset dimension which depends upon a change
in the expectations with regard to growth. It is possible for either
aspect of a financial crisis to occur without the other.

Firms which are under pressure to make payments on out-
standing debts, or which have suffered losses due to the financial
distress of other units, will try to reduce their inventories below
the level that isusually carried given the going level of sales. These
distress sales will lower prices, and, if the set of firms under fi-
nancial pressure is large enough, the prices of the products in
guestion will fall below their “costs.” This will not only lower the
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net worth of firms in the industry, it will also halt new production
or force a reduction in price by suppliers. Financial distress of
firms will tend to deepen and prolong a recession on inventory
account and thus will tend to give more scope for a reduction in the
slower reacting consumption and investment components of income.

Consumption cannot be stabilized in the face of a significant
increase in unemployment and a decline in the disposable income
of the unemployed unless those who are unemployed as well as
those who remain employed maintain their consumption. As long
as the various income supplements are not sufficiently large to
finance undiminished consumption by those who are unemployed,
the unemployed, if they are to maintain their consumption, must
finance some of their consumption by using private financial re-
sources. Assuming that the typical “unemployed” household enters
this status with some financial resources, the availability of de-
posits and call loans must not be compromised. In addition the
market price of debt instruments, common stocks, and real estate
type assets must not fall to any significant extent if consumption
is to be financed by drawing upon these resources. A financial
crisis which eliminates or sharply reduces privaie financial re-
sources will force a reduction in consumption to a level consistent
with current disposable income.

Of course it is possible for newly unemployed households to
restrict their current consumption to their current reduced dis-
posable income even though they have financial assets. Such “hoard-
ing” of wealth in the face of a sharp decline in disposable income
is the expected reaction by the unemployed if the outlook for re-
covery is unfavorable, However if the outlook of the unemployed is
basically optimistic, then the willingness to draw upon financial
assets to maintain consumption should be dominant. In these cir-
cumstances consumption by the unemployed will decline to the level
that can be financed by their disposable income only as their fi-
nancial resources are depleted. In the absence of a financial crisis,
this will occur only if the period of unemployment is protracted,

Note that a rolling readjustment (a situation in which different
industries or locations are in recession at different times) is less
likely to be accompanied by a reduction in consumption than a
recession which is concentrated in a few industries or locations.

In addition to depending upon current disposable income and
private resources, the ability of unemployed households to maintain
consumption depends upon their contractual payment commitments.
If such contractual commitments absorba large partof a household’s
income when the household is “employed,” the fall in disposable
income that accompanies unemployment will result in a very large
fall in disposable income net of contractual commitments. This
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could result in a much more rapid depletion of financial resources
or a default (or refinancing) of the contract that leads to the con-
tractual payments. All in all such payments inherited from pros-
perous times tend to decrease the stabilizing characteristics of
consumption, and to the extent that default or renegotiation of such
contracts takes place, the decline in income of households with
unemployment will result in a decrease in both the net work and
cash receipts of the other party to the contract.

If the market value of equity and real estate investments falls
sharply then the net worth of households will decrease. This will
make households reluctant to invest and will tend to increase the
average saving by households at any level of income, i.e., this wi‘ll
lower the value of oy in the consumption equation. Such a fall in
the market value of assets will take place if the expectation that
economic growth will take place is abandoned or if the rate of
growth that is expected to occur decreases.

The market value of equity assets can reflect not only the
expectations of growth but also the expectations of how the value of
the asset will change. If the market value of equity assets reflects
a speculative extrapolation of a recent increase in the prices of
these assets, then the rate of growth of income that is necessary to
validate their market price is much greater than can be achieved.
In these circumstances a cyclical downturn by affecting short-run
income prospects can trigger a sharp fall in equity prices. The
speculative rise in asset prices will tend to raise consumption
which of course aided the expansion. The fall in asset prices will
tend to lower consumption.

If the ability of financial institutions to honor their obligations
is impaired, employed households, finding the liquidity of their
assets decreased, will attempt to protect themselves againstfuture
financial difficulty by increasing their savings and holding the
increase in their assets in risk free form. Hence the impairment
of financial institutions’ ability to fulfill their obligations, which is
the essence of a financial crisis, will both lower consumption and
shift the flow of funds among financial assets by saving units.

Consumption expenditures by both the employed and the unem-
ployed will be maintained if financial stability exists and will not
be maintained if a financial “crisis” accompanies the downturn.

I financial stability exists, a downturn will be accompanied by
favorable financing terms for household investment. Within stable
growth expectations household investment by employed households
seems to be very responsive to financing terms. However if the
market price of real assets decreases, then the protection of the
financing organization by the debtor owner’s equity will decrease.
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These financing organizations will use cash flows not to finance
new household investment but to acquire riskfree and liquid assets.
Hence if financial distress exists, the stabilizing or even counter-
cyclical behavior of household investment will not take place.

The inertia in business investment can be overcome if a suf-
ficiently large number of firms are placed in financial difficulty
during a routine downturn in income. Firms in financial difficulty
try to generate a large net cash flow from operations, which can
be used to “pay off” the debts which have put them into these dif-
ficulties. Such firms will both abandon investment plans and mini-
mize maintenance and replacement expenditures. The greater the
proportion of business balance sheets heavily weighted with debts,
the greater the probability that alarge number of firms, represent-
ing a large enough fraction of total investment expenditures to
appreciably affect income flows, will be in such distress.

If a sharp fall in the price of equity financial assets occurs, then
a representative firm will have to sell a larger percentage of the
ownership interest in order to acquire a given amount of outside
equity financing. This raises the “price” of additional equity capital
to the existing ownership and can decrease the willingness of
“management” to undertake equity financed investment.

Of course ageneralfallinthe price of equities reflects a general
change in the expectations of growth. Investingunits are not immune
to these expectation changes, hence a fall in equity prices would
tend to be associated with a fall in B o, the part of investment that
is independent of the past of income.

So far we have discussed the problem of the generation of a
severe recession within a framework where «q, the marginal
propensity to consume, and B 1, the accelerator coefficient, are such
that a monotonic-explosive time series is generated. Inthis frame-
work a first step in generating a severe recession is to prevent too
small a rate of fall of income from occurring soon after the initial
downturn, as “too small” a decrease inincome will generate a lower
turning point. Hence the changes in inventory disinvestment, con-
sumption, and investment that are necessary to allow large de-
creases in income to take place for a number of periods have been
specified. It was shown that these changes can be the result of
financial difficulties which may accompany the downturn.

If a large decrease in income takes place then there will be
generalized excess capacity, that is, excess capacity will exist
in almost all branches of industry. Such excess capacity results
in the price of second hand capital goods falling. As the cost of
producing new capital goods usually does not fall as rapidly as the
price of existing capital goods, it will become profitable for some
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firms to buy second hand rather than new plant and equipn?ent. In
these circumstances a stabilization or even an increase of income
will not induce much investment. Within the accelerator-multiplier
model, if large-scale, generalized excess capacity existe _the
accelerator coefficient is emall. Witha small accelerator coefficient
4 monotonic damped time series is generated. Once such a change
in investment behavior takes place a long recession will ensue,
since income will tend toward its equilibrium level as determined
by autonomous consumption and investment. Hence depth and length
of recessions cannot be separated. 4

During a deep recession, an apparent saturation of capital (an
exhaustion of investment opportunities) exists, Of course dur%ng
such a period technical progress continues, so that t_he _p?oductwe
capacity of the economy increases without any elgmfmant net
investment taking place. However the exhaustion of mvestment op-
portunities in this case is more apparent than real; it is the result
of the depths of the depression. Can “an exhaustion of investment
opportunities” take place autonomously, can it be the cause rather
than the result of the deep depression?

An autonomous “exhaustion of investment opportunities” will,
within our framework, be reflected in a drop in By, the coefficient
of autonomous investment which reduces the equilibrium income,
or in .31. the coefficient of induced investment, which resglts in a
damped behavior of income. A fall in B, will take place if either
innovations decrease oOr the expectation that growth will take place
is abandoned. At present it seems as if the pace of scientific _ad—
vances which underly innovational investments 1is accelex:atmg.
Although organizational problems relating to the financing of
scientific endeavors will arise if disarmament takes place, for our
purposes we can assume that an autonomous slowdown of the
scientific work underlying innovations will not occur. The trans-
formation of scientific discoveries into investment activity depends
upon the existence of financial stability and optimistic expectations;
hence if a deep recession or a financial crisis does not occur there
will be no exhaustion of investment opportunities, which will take
the form of a decline inBo. Therefore for purposes of what might
happen to the American economy we can ignore this case.

CanB 1» the coefficient of induced investment, fall indepenc_lently
of the prior appearance of widespread excess capacity ? We will not
speculate on this question, rather we will sketch how a severe

141f consumption is maintained the equilibrium level of income is
o+ al_f +Bo, consumption plus autonomous investmenf;: hqwever
a financial crisis can be expected to lead toa reduction in both
consumption and autonomous investment.
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recession would proceed if such a decrease were the initiating
element. If 1 falls, instead of an explosive time series, the model
would tend to generate a monotonically or cyclically damped time
series; income would tend towards its equilibrium level. If con-
sumption and autonomous investment are maintained, this is &, -
gy +B,. As consumption and autonomous investment are a large
fraction of full employment gross national product, this damped
movement toward the equilibrium income would initially take the
form of a protracted but not necessarily a very deep decline in
income (even though a cyclically dampened series would overshoot
the equilibrium income). However as a long recession will result
in both the exhaustion of the financial resources of households with
unemployment and the revaluation of equity and real assets toa
value consistent with the expectation that growth will not take place,
in time a decline in consumption will occur. This will decrease
equilibrium income and put further pressure on asset prices. In
addition the price level of income may begin to fall. These factors
can induce a financial ecrisis. Once a financial crisis takes place,
the equilibrium income is further reduced.

The profile of a severe recession which is initiated by an ex-~
haustion of investment opportunities differs from that of one which
has a financial crisis as an initiating factor. A financial crisis
gevere recession will begin with a sharp fall in income; an ex-
haustion of investment opportunity recession will begin with a
gradual decline of income. Both would have a financial crisis as
part of the process, but for a severe recession due to an exhaustion
of investment opportunities, the financial crisis will not come early
in the recession. Of course as we use a “normal” downturn of
income to trigger the financial crisis, even for a severe recession
due to a financial crisis, the financial crisis will take place after
the peak in income.

Whether a financial crisis is an essential initiating factor for a
severe recession or a part of a severe recession that is basically
due to other factors, it is sufficient for our purposes that a financial
crisis seems to be an essential element of a severe recession.
We will now investigate the mechanics of a financial crisis.

IV. FINANCIAL RELATIONS AND FINANCIAL CRISES

A. Introduction

The major problem toward which this paper is addressed is
the possibility of a financial crisis occurring. This problem has
two facets:

1) the potential for financial distress and crisis in the present
economy and in extrapolations of the present economy and, in
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particular, the relation between financial crises and severe re-
cessions;

2) the relation of the potential for financial distress and financial
crises to the institutions and usages of thefinancial system.and t_he
nature of the protection that the various institutions of the financial
system provide against financial crisis. In order tobe able to make
some progress toward solving this problem, it is necessary go‘make
precise what is meant by financial distress andfinancial crisis andb
how these situations can be brought about.

In this chapter we are concerned with the fundamental fi:}anmialq
relations among economic units and how the structure of relations 1s
affected by and affects economic growth and fluctuations. The dis-~
cussion of the relation between financial stability and financial
usages and institutions is left toa later chapter where the prc_;ble:ps
of central banking are discussed. Our main concern here is with
the possibility of financial crisis occurring and the pr?cesses by
which localized financial distress can be transformed into a gen-
eralized financial crisis. In order to set the stage for this proble_m
we have to discuss balance sheet relations among economic t_mlts
and the money flows that are generated by balance sheet r"elatlvon_s.
The discussion of money flows due to balance sheet relations 1s in
the framework of a general description of money flow relations.

To make clear how a financial crisis can occur we have to look at
two types of relations. The first set of relations deals w.ith the fi-
nancial implications of the income-generating process, in general
terms this was done in Chapter IIL Although our particular concern
is with the behavior of the income-generating process during de-
pressions and recessions, we emphasized the effects upon ti}e
financial structure of the manner in which rising incomes are fi-
nanced, A particular concern of ours is to determine whethe? a
financial crisis can be generated by the effects of a routine decline
in income upon the financial position of households, business firms
and financial institutions. In this chapter we want to make more
precise what the financial position of these units is and how they
evolve during periods of growth.

The second set of relations deals with the effects upon income
flows of autonomous or induced changes in the financial sectors.
These changes occur as the result of changes in both the market
value of financial and real assets owned by households, nonfinaneial
business firms and financial institutions and in the distribution of
financial assets among the various contractual types. InChapter III
it was argued that a routine recession can be turned into a severe
recession if an exogenously determined financial crisis takes place;
in this chapter the genesis of a financial crisis will be explored.
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After looking at the income flow and the market value aspects
of the relation between the financial and the real sectors in iso-
lation, we will be ina positiontocombine them in order to determine
the conditions under whicha “feedback” system of the type discussed
in the previous chapter and which results in large and rapid changes
in real and financial variable can exist. We are also interested in
whether an autonomous shock from the financial sector can trigger
once and for all a change inthe income~determining characteristics
of the economy so as to generatea stable “stagnant” state. In order
to do these things we have to examine how sufficiently strong
autonomous or induced destabilizing financial developments can
occur.

Historically financial crises in the United States are identified
with the instability of the commercial banking system. In addition,
nonbank financial intermediaries are apotential source of financial
crises. In past financial crises the role of money market nonbank
intermediation was quite prominent: the crises in England when
Barings was in trouble, and the role of stock exchange credit in
the crisis of 1929-33 are examples. Thedecline in the number and
the viability of savings intermediaries in 1929-33 was a part of the
process by which the financial crisis which culminated in the spring
of 1933 was generated.

The above examples of the relation between financial inter-
mediaries and financial crises lead us to another distinction that
is useful — the distinction between money market nonbank financial
intermediaries and savings intermediaries. The basic distinction
between these two sets of financial intermediaries lies in their
function: the savings intermediaries role is to make household
savings a source of financing for various enterprises; the money
market intermediaries are not directly financed by household ac-
cumulations and their predominant role is to facilitate the making
of a market in some class of financial instruments.

In this chapter we will:
a) examine the relevant aspects of the balance sheet of an

economic unit, and the interrelations among balance sheets;

b) see how the set of balance sheets that exists and the current
decisions at any time generate a set of money flows;

¢) determine how a) and b) are affected by a sustained boom;

d) define financial distress and financial crisis and determine
how they can occur;

e) see whether the various ways in which financial crises can oc-
cur have implications for the income-determining behavior of the
various classes of economic units;
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f) examine whether the financial system can actasa built-in
stabilizer.

B. The Balance Sheet of an Economic Unit

An attribute of every private economic unit as well as of some
public unitsl is its balance sheet. This is a statement of the eco-
nomic unit’s financial and real assets, its debts and the ownership
interest in it. It is necessary to examine, for the various classes
of economic units, the nature of their balance sheets and how the
values in these balance sheets can change if an investigation of the
potential for financial distress or crisis is to be carried out.

The assets of an economic unit can be divided into the tangible
or real and the intangible or financial assets.2

The debts and the ownership interest in an economic unit make
up its liabilities. The debts of all private economic units are some
other unit’s assets, and aside from households, the ownership
interest in an economic unit also shows up as a financial asset of
another economic unit. Households are in an important sense the
ultimate economic unit, so that the ownership interest of households
in themselves (household net worth) is a liability entry for which

1The balance sheet of a national state is toa large extent mean-
ingless; and if the term is used it has a different meaning from the
term as applied to a private unit. A consolidated statement of the
existing international assets and liabilities for a national state
makes some sense; but there reallyareno assets that can enter the
balance sheet of a government unit such as the United States to
offset a liability such as government debt. Basically this is because
state issued money is a liability of the national state which does not
involve it in any commitment to make payments; and all internally
held national debt could by an act of the sovereign state be trans-
formed into such money.

2The tangible or real assets of an economic unit can be classified
into the following categories: residential and nonresidential struc-
tures, land, producers’ durables, and inventories. Each economic
unit does not necessarily own some of each class of tangible assets.
The financial assets can be classified as debts, public and private,
and equities.

In terms of how their prices are affectedby the expectation that
growth will take place there are many points of similarity between
residential and nonresidential structures, land (especially “urban®)
and equities issued by corporations. We will adopt the phrase “real
estate type of assets” to refer to residential and nonresidential
structures and land.
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there is no opposing asset entry inanother balance sheet. Similarly,
as tangible assets are ultimate assets, there is no liability entry
in another balance sheet whose existence mirrors this real asset.
Within a closed set of books3 all liabilities aside from household’s
net worth are some unit’s financial assets; therefore, if the balance
sheets of private economic units are consolidated, the value of
households’ net worth equals the value of the real or tangible assets
in the economy. The government debt, fiat money and the nation’s
gold stock are “honorary” tangibleassets. By ignoring foreign debts
and assets and the fact that the business firm’s balance sheet
equity liability may not equal the market value of the offsetting
asset, its common stock,4 the net worth of households is equal to
the value of the natural plus the honorary tangible assets.

The debts of any economic unit that are entered on its balance
sheet are commitments to make payments to the owner of the debt.
Three general types of commitments can be distinguished (modi-~
fications of these types exist):

a) commitments to make payments on a specified date or time
schedule;

b) commitments to make payments at the initiative of the holder
of the debt;

c) commitments to make payments either on a specified time
schedule or at the initiative of the owner of the debt after the oc-
currence of some defined event. These three types of debt —dated,
demand, and contingent —differ in their effects upon the behavior
of economic units.

In addition to commitments to make payments on a specified
time schedule which are due to liabilities entered upon a unit’s

3A closed set of books is a set of balance sheets such that the
financial assets and liabilities entered on any particular balance
sheet will be financial liabilities and assets on other balance sheets
of the set.

4That the value of the ownership interest as carried on the books
of a firm may not be “fairly” represented by the market price of the
firm’s shares has two aspects. During a serious contraction or
in a period following a serious contraction, corporation retained
earnings often do not result in an immediate rise in equity prices.
As a result current savings do not result in an equivalent rise in
household’s net worth, and therefore do not affect consumption.
During a boom when growth is expected, the opposite can occur, the
rise in asset prices can be greater than the current savings.
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books, dated commitments to make payments ona specified time
schedule exist because of contracts the unit has signed which are
not entered upon the balance sheet. Rental contracts and contracts
to pay life insurance premiums are examples of such commitments.
By adding such non-balance sheet dated payments contracts to the
dated payments contracts which are represented in the balance
sheet, a separation of money flows into those which are the result
of past decisions and those whichare the result of current decisions
results.

In terms of their effect upon the unit’s equity or net worth account
and its future ability to make contracts there is a significant dif-
ference between a failure to make a contractual paymentona
liability and a failure to make a contractual payment on a savings
contract.

A concept of the balance sheet that is more general than the
normal presentation and which would be desirable from our point
of view is one in which all contractual payment commitments of the
type that a unit cannot default on without penalty are entered as
liabilities and assets: lease contracts are liabilities and assets as
much as mortgages, etc. This would give usa more accurate picture
of the financial commitment of a unit especially for periods when
firms are trying to conserve their cash or minimize their debt-
equity ratios. In the argument that follows, the propositions that
are stated are true for this expanded type of “balance sheet.”5

Very few, if any, nonfinancial economic units have demand
liabilities. “Call loans® against stock exchange collateral is an
example of a nonfinancial unit demand liability. However a large
part of the liabilities of financial institutions are either legally
or in fact demand liabilities. The pressure due to the exercise
of demand options has been an attribute of financial crises (runs
on banks), and a necessary element in a viable financial structure
is that an unusually large exercise of the demand option upon
financial institutions should not result in any cumulating financial
crisis. Basically the function of a lender of last resort such as a
central bank is to prevent the occurrence of too wide a set of re-
percussions from an “unusual” exercise of demand options by
making that which is demanded not only elastic to the unit but elastic
to the market. In part E of this chapter the key elements in pre-
venting a crisis from occurring due to the exercise of demand lia-
bilities will be taken up.

5Apparently life insurance companies in negotiating for the private
placement of corporate debt and mortgages on commercial property
take lease liabilities into account in determining the credit worthi-
ness of the borrower or, in the case of commercial property, of the
principal tenant.
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Contingent liabilities are not only contracts such as insurance
contracts but also include all endorsements.6 If all balance sheets
were complete, endorsements would be entered as contingent lia-
bilities and there would be contingent assets as offsetting items.
This is of course the wayin which commercial banks and acceptance
houses enter their endorsements. At the present time the major
part of the endorsements that are outstanding are explicit or im-
plicit endorsements of governmental or quasi-governmental agen-
cies. These government endorsements include the two deposit in-
surance schemes and the various mortgage guarantee programs.
Commercial banks, mutual savings banks and savings and loan
associations not only have government endorsements on a major
part of their liabilities but also have government endorsements
on a part of their mortgage portfolios.

The various government unemployment and social security
insurance schemes can be interpreted as contingent liabilities. The
event that must occur for these liabilities to result in current pay-
ments is unemployment or retirement of the worker. By so inter-
preting these programs they can be integrated into the financial
system, where they obviously belong. The existence of these
schemes is obviously a determinant of household consumption
behavior, and as will be evident in Chapter VI, a major determinant
of economic stability.

The ownership interest in an economic unit, other than house-
holds, does not involve any such contractual commitments by the
issuer to make payments to the owner. In the case of a corporation
or a partnership the contractual obligation usually is one of non-
discrimination: that any owner of an ownership interest will be
treated as well as any other owner, However, aside from the re-
quirement of the tax laws, no legal commitment to pay dividends
exists, and even the tax laws allow for reasonable retained earnings.

Aside from the ownership interests in households, which by law
are vested in the household itself, financial and real assets of
economic units can be sold. The market value of assets depends
upon the currently expected stream of future returns and the relevant

6Life and other insurance policies are formally contingent lia-
bilities, however the face value payments on these policies are
predictable, dated liabilities. In addition, the cash surrender value
of life-insurance policies is demand liabilities. In further work
it might be best to shift the expected contractual payments per
period on insurance policies in force to the dated liabilities and to
include the cash surrender value of life insurance policies among
the demand liabilities. This would of course result in a double
counting of life insurance liabilities.
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rate of discount. The market value of debt assets depends upon the
size of the payments obligated to these issues and the expected
ability to make these payments. The market value of an economic
unit’s ownership liability depends upon the payments it is expected
to make and the confidence with which this expectation is held. In
Chapter III we have discussed how the expectation that growth will
occur will affect the market price of assets.

The financial assets owned by any economic unit are usually
called its portfolio. An economic unit is the beneficiary of the
commitments of other units as stated in these assets. Within very
wide limits an economic unit is free to exchange its financial and
tangible assets for money and money for assets. We will call such
transactions involving both financial and tangible assets portfolio
transactions.”

It is obvious that during the process of growth and fluctuations
such portfolio transactions occur, not only in existing assets but
also in new assets. A deficit unit in Gurley and Shaw terminology
emits financial liabilities, new or used, which areacquired by sur-
plus or portfolio changing units. It was argued that two things occur
during sustained growth: 1) the value of equityassets in the various
portfolios changes to reflect the expectation thal growth will con-
tinue; 2) the deficit units have to finance an increasing portion of
their activity by debt instruments of the type acceptable to financial
intermediaries.

In this chapter we will see how this evoluticnary process affects
the possibility of financial distress or financial crisis ocecurring.
Our next problem is to trace the moneyflows that are generated not
only by balance sheet relations but also by income and portfolio
transactions.

C. Money Flows

In the act of fulfilling the commitments stated in debt instru-
ments, flows of money which we call money flows on balance sheet
account, take place. The paying unit has to arrange to be in pos-
session of sufficient money to meet its obligations at the time they
are due, or when demanded, or whena specified contingency arises.
The receivingunit will also have financial commitments and typically
will make its payment plans on the basis of the money it expects
to receive on balance sheetaswell ason other accounts.

"Note that we apparently shifted our ground so that portfoliotrans-
actions include transactions involving the sale of existing real as-
sets. This isin order tohave the least possible number of transaction
types. Obviously a finer breakdown of transactiontypes than will be
discussed in the next section is possible.
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In addition to the money flows set up by the existing structure
of issuers and owners of financial assets (both debts and equities)
money flows result from current income-producting activities and
portfolio changes. Income-producing activities result in money being
exchanged for goods and services. Note that the imputed services,
such as capital consumption allowances, do not result inany
payments between elementary units and hence do not appear among
the money flows due to income-producing activities. It is a matter
of research strategy whether all interfirm payments or only those
related to the purchase of final goods and services — the production
of gross national product — should ‘be included. Portfolio changes
result in money being exchanged for either existing assets (tangible
and intangible) and newly created financial assets. The creation
of new tangible assets (gross investment) and the destruction of
inherited tangible assets (capital consumption) are not included
among the portfolio transactions. Hence, since balance sheets con-
tain tangible assets, initial balance sheets plus portfolio changes
will not yield final balance sheets.

This division of money flows into three transaction types—
those due to balance sheet account, income account, and portfolio
account —is useful analytically because it sets out quite precisely
some of the financial constraints within which any economic unit
functions and defines the circumstances which make a sharp drop
in asset values possible. It is also useful because it divides money
flows such that behavioral relations for the various flows classified
by accounts can be postulated. If the data are available, these be-
havioral relations can be estimated, and once estimated they can be
integrated into aggregate models of income determination.

Once transactions types for money flows are specified, a money
payments square matrix for each transaction type can be defined.
The number of rows and columns in the matrix depends upon the
number of transactors into which the economy is sectored. As
money flow analysis focuses upon the significance of financial
institutions in determining the behavior of the economy, the sector-

8The money flows defined here and usedas the basis of our analy-
sis are not the same as the money flows given by the Federal
Reserve System of accounts. It is a problem beyond the scope of
this study to discover whether the Federal Reserve’s money flows
can be transformed into the set of flow matrices that will be de-
scribed in this chapter.

The Federal Reserve’s approach to money flows seems to be
directed toward examining how investment is financed and how the
balance sheet structure changes. The approach adopted here is
directed toward the integration of the process by which income is
determined with financial relations and practices.
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ing for the matrices will include a number of classes of financial
institutions, as well as governmental and private income-producing
and receiving sectors.

Conceptually, money flows due to current income-producing
activities include payments for final goods and services and human
factors as well as for intermediate goods which are sold by one
firm to another for use in current production. Aside from the pay-
ments for investment goods, our analysis will not consider money
flows due to the input-output relations within the business sector;
rather we restrict our attention to the income account money flows
that are related to final output.9 It is necessary to emphasize that
these money flows on income account do not include contractual
dated payments of interest, rent, etc. and the payment of dividends
which are a partof personalincome inthe national income accounts.
For such payments are reflections of balance sheet and other
contractual obligations.10

Three classes of money flows result in balance sheet changes
and are classified as portfolio transactions. Theseare money flows
in exchange for existing real assets, existing financial assets and
newly created financial assets. The money flows due to the transfer
of titles to existing real assets do not particularly concern us as
long as our emphasis is upon financial crises. A financial crisis
will be well advanced before such transfers take place for liquidity
purposes, and transfers of titles to existing real assets for pro-
duction function and consumption purposes are outside the main
stream of our concern,ll although because of their potential

91t is quite clear that theanalysis put forth here would tend toward
a “Fisherish” concept of transaction velocity rather than a “Mar-
shallian” income or incomeand wealth velocity. Asa result the firm
business to business payments of input-output analysis should be in-
cluded in any money flows accounting system. If this is done then the
gross debits to demand deposits will be useful as a control over the
totals in the matrices.

10The classification of dividends as balance sheet rather than in-
come payments is mainly due to the somewhat sticky behavior of
dividends as income changes. Once again this is a decision based
upon the desire to keep the number of payments classes to the
minimum needed for our analysis.

111t may be unwise to pay absolutely no attention to such transfer
of titles to existing non-real estate type tangible assets. The follow-
ing observation indicates that the price and availability of existing
assets may be a determinant of income-producing activity. The
price of a used car of any vintagerelative to the price of a new car
is a determinant of the cash payment of financial commitment that
(Continued on the following page.)
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importance in financial crises real estate type assetsare integrated
with financial assets in what follows.

Transfers of existing financial assets change the structure of
interrelated balance sheets and affect the future dated stream of
money flows and the obligations on contingent liabilities. A unit, by
such portfolio changes, can adjust the stream of money payments
others are obligated to make 1o it and the conditions under which
payments will be made. The “towhom?” of a money payment commit-
ment by an economic unit can be changed by such transactions. By
refunding operations, which really involve transactions in both new
and existing financial assets, a unit can change the time schedule of
its money payments.

The exchange of money for newly created financial assels
includes not only the issuance of new bonds, mortgages, common
stock, ete., bui also the creation of money by banks and the creation
of deposits in various nonbank financial intermediaries. The ex-
change of money for newly created real assets is an important
part of the income flow, and, although a large part of the flow takes
place within the business sector, we will pull it out of the business
transactions we are going to ignore and include it in our analysis.

Hence the money flowing to any economic unit during any period
of time can be separated intothree streams. These are money flows
due to

a) the unit’s participation in the production of current income,

b) its ownership of the financial obligations of other units,

(Footnote 11, continued from the previous page.)

a new car buyer must make. A relatively large stock of used cars
in the hands of dealers and the resultant relatively low price for
such cars is usually a harbinger of poor new car sales.

As an example of how the market price of real estate type as-
sets affects the economy:

1) the protection behind mortgages owned by financial institu-
tions and other units depends upon the price of existing assets;

2) the decision between buying a newly produced house or buy-
ing an existing house also depends upon the price of the stock. The
decision will tend to be infavor of buying an existing house if during
a recession the price level of property is more flexible than the
price level of labor and materials, so that the used house becomes
a relatively better buy. The lower interest rate together with the
preferential terms usually available on new houses may offset the
movement in relative price during mild recessions.
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¢) its sale of assets, and its issuance of new liabilities (this
includes the creating of deposit liabilities by nonmonetaryfinancial
institutions).

Similarly the money flowing from any economic unit during any
period of time can be separated into three streams, These are
money flows due to

a) its current income activities,
b) its existing financial liabilities,

¢) its purchase of existing financial assets and of new financial
assets, which includes the acquisition of a newly created deposit
in a savings intermediary.

As far as money flows from an economic unit are concerned
the two types of portfolio flows are basically the same and usually
are not worth distinguishing except for the impact of the flows
in exchange for new liabilities of financial intermediaries.

I we consider a three-way division of private economic units —
households, ordinary business firms, and financial institutions —
these three types of money flows are not of equal importance to the
various classes of private economic units.

Over any period of time there is no need for the money flows
to and the money flows from any unit to be equal. However, aside
from units in the monetary sector, the cash balance of a unit at
any date sets the maximum amount by which the sum of its money
payments can exceed the sum of its money receipts from that date
on. One of the determinants of the behavior of any private economic
unit is the need to satisfy this “cash box” condition.

Earlier we classified financial liabilities into debts and equities
and divided the debts into dated, demand, and contingent debts. To
the dated debts we can add the payments commitments which do not
appear on the balance sheet to derive a known dated stream of
money flows from any unit based upon current obligations. Due to
its ownership of various debts and other contracts, there also exists
a known dated stream of money flows to the unit which are based
upon the existing portfolio and non-balance sheet contractual com-
mitments. This financial asset and liability determined set of money

12A money creating transaction by the monetary system has to
be interpreted as a flow of money from the monetary system to the
borrowing or selling units. Hence an increase in the money supply
represents a flow of money “from” and a reduction in the money
supply is a flow of money “to” the monetary system.
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flows can be changed by portfoliochanges. Nevertheless the existing
set of balance sheets with the money flows it determines, con-
strains the activities of economic units on income and portfolio
account. During any period, a unit must so choose its current op-
erations on income and portfolio account so as to be able to meet
the commitments due to its balance sheet position.

No economic unit wants to be in a position where an exact
synchronization of money flows to it with the required money flows
from it is necessary if it is to fulfill its obligations. It will there-
fore plan to have a reservoir of money, a cash position which will
enable it to overcome at least some interruptions in the flow of
money receipts. In addition to the cash position, an economic unit
will protect its ability to make some payments, even if the money
flows to it are interrupted tonot too great an extent, by owning some
~ assets which are easily turned into money. These assets include
nonmonetary demand liabilities and some types of dated debts.

In addition to the dated debts, the current balance sheets include
demand and contingent debts. Any unit with such debts outstanding
must make some provision for these debts becoming current at an
«embarrassing” time. Of course a large portion of the contingent
liabilities —such as those of insurance companies —are expected
to become current according to some quite stable schedule, but
others, such as de facto demand deposits in savings institutions
may become current as the result of some triggering event. Such
unexpected pressure from contingent liabilities and demand lia-
bilities due to some triggering event has been a not unusual oc-
currence. Any prudent unit with a large volume of contingent and
demand liabilities must make some prior provision for refinancing
its position or selling (or pledging) its assets in the event it is faced
with an unusual need to make payments. The striking weakness of
the pre-1929 call money stock market was that the borrowers on
call had no alternative source of financing to turn to if the loans
were called. After the event we know that this was not prudent.

The various streams of money flows as determined by balance
sheet relations, income transactions, and portfolio transactions
are not independent of each other. Aside from the fact that in a
closed economy the sum of money flows to all units must equal the
sum of money flows from all units, the behavior of any economic
unit with regard to any one type of money flow is not independent
of the requirements put upon it by the other money flows to or from
it that will occur. For example, money flows to an economic unit
or portfolio account may be related to balance sheet determined
money flows from the unit,

In this paper no attempt is made to set out and operate with a
complete model of money flows. However a sketch of the relations
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determining some of the money flows to and from each of three
classes of private economic units — households, ordinary business
firms, and financial intermediaries —and the public sector —the
federal government — will be undertaken. This will be donein order
to get some idea of how balance sheet structures constrain economic
activity, how they are affected by a sustained boom, and under what
circumstances and upon what type of economic units the financial
pressures that can lead to financial distress or crisis may occur. ,

It is recognized that the level of aggregation used when all
economic units within an economy are classified as either house-
holds, business firms, financial institutions or the government is
too high for an analysis of most of the problems of financial
stability. Certainly for almost all purposes, the financial institutions
sector must be consideredasbeing made up of at least three classes
(the monetary system, the savings intermediaries, and the money
market intermediaries), and for many purposes even this level of
aggregation is too high. Also state and local governments should be
considered as types of units different from the national state.
Perhaps state and local governments are best considered as a type
of private business rather than as a “government.”

For each type of money flow (income, balance sheet, and port-
folio account) a source and destination square matrix can be set
up. Working with four classes of economic units, and three types
of money flows, a description of the flow of money over any period
of time is contained in three four-by-four matrices. A model of
money flows consists of the relations which determine the elements
of these matrices.

In addition to the problems involvedin the aggregation to classes
of economic units, there are problems involved in selecting the
number of different types of money flows thatare to be distinguished.
In dealing with problems of financial stability, it is necessary to
distinguish between the dated, demand and contingent balance sheet
items. In dealing with portfolio changes it is necessary to dis-
tinguish between operations involving new assets and operations
involving existing financial and tangible assets.

Deposits and withdrawals in savings institutions create and
destroy financial assets, and it is a question whether these trans-
actions are best treated as balance sheet or portfolio transactions.
It seems best to treat the deposits into the financial institutions
as portfolio transactions involving the creation of new securities
and the withdrawals of deposits as balance sheet transactions
equivalent to repayments on existing dated securities whichbecome
due during the money flow period being examined.

Regardless of how these transactions are treated, the existence
of balance sheets with dated, demand and contingent liabilities is
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of utmost significance for studying the problems of financial sta- CHART II-1
bility. In part it is by the exercise of the demand options and the
occurrence of the specified contingencies that financial embarrass- Selected Money Flows Among Sectors
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1. Households.

a. Income account. The flow of money to households on income
account consists of wages and salary payments actually made.
Household receipts of interest and dividends are the result of the
balance sheet structure as are transfer payments to households
from the government. Because of the absence of interest and divi-
dend receipts and tax payments from this item it is much more
sensitive to changes in national income than either personal or
disposable income.
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Households payments on income account are derived from cur-
rent consumption, direct investment by household and direct taxes.
These payments include the total payments for newly produced
consumer durables and “household owned” houses. These different
types of household income account payments will not depend in the
same manner upon a common set of variables. The variables in the
behavior relations will include household receipts on income and
balance sheet accounts, household payments on balance sheet ac-
counts and the terms on which household debt can be igsued. Ob- G
viously with favorable terms for the flotation of household debts,
household payments on income account can exceed household
receipts on income and balance sheet accounts.
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1 The relatively minor income payments and receipts of financial intermediaries are ignored.

b. Balance sheet account. The flow of money to households 2 (ncludes lotal expenditures on new houses and consumer’s durables.
on balance sheet account includes items such as interest and divi-
dend receipts from the other classes of units which would typically
be included as a part of the income receipis in national income
accounting. Since government liabilities on unemployment insurance,
social security, etc. are treated as contingent balance sheet items
(as are the government agency liabilities on deposit and mortgage
insurance), such transfer payments to households are also included
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as balance sheet receipts. Hence a part of the receipts on balance
sheet account is sensitive to employment and reacts to maintain
“disposable income.”

In addition, money flows to households due to the arrival of
the due date on the repayment of the principal of dated commit-
ments are a part of balance sheet receipts; hence balance sheet
receipts include “capital” as well as “jincome® transactions.

Another part of the flow of money to households on balance
sheet account is the flow of money which is due to the exercise
by households of demand options. Withdrawals from savings accounts
of various types would be examples of this type of flow.

It is obvious that in any model building it will be necessary to
separate household receipts on balance sheet account into house-
hold receipts on these various different types of contracts. It is
also obvious that some of the household receipts on balance sheet
account will be sensitive to unemployment and that the potential
for financial distress for a significant class of financial intermedi-
aries rests upon the sensitivity of household withdrawals from
deposit accounts to levels and changes in the level of income.

The flow of money from households on balance sheet account
includes the interest and principal payments on outstanding mort-
gages and consumer installment credit. The largestportionof these
payments are to financial intermediaries. The sensitivity of default
rates to changes in income will beanindication of whether a decline
in income will affect some financial intermediaries both on the
receipts and payments sides. The extent of the pressure upon fi-
nancial intermediaries that can result from a decline in income is
a determinant of whether changes in income, by affecting money
flows, can affect the stability of the financial system.

¢. Portfolio account. Receipts of households on portfolio ac-
count includes receipts due to the sale of existing tangible assets.
existing financial assets and the creation of newfinancial liabilities
by households. These items obviously are money flows which are
due to current decisions, although sales of assets and emission
of new liabilities are among the ways in which cash deficits on
income and balance sheet accounts can be offset. The most import-
ant new liabilities households can emit are new mortgages and
consumer debt and, as mentioned earlier, to a considerable extent
the receipts by households on these accounts determine some of
the payments that households make on income account,

For the purposes of this paper an important household payment
on portfolio account is the depositing of funds in various types of
savings intermediaries which create deposits and other liquid
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assets. In addition household payments onnew and existing financial
assets other than deposits are significant money flows on portfolio
account.

Before going on to look at some of the money flows of business
firms, it is interesting to summarize some of the ways in which
household money flows are related tosavings intermediaries money
flows. Household payments to savings intermediaries take the form
of deposits and payments on mortgage and installment credit.
Household receipts from these institutions take the form of with-
drawals from accounts and receipts in exchange for newly issued
mortgages and consumer installment contracts. If household deposits
fall, defaults rise, and withdrawals rise when income falls, then
these financial intermediaries either will have to reduce their
payments to households on newly issued mortgages and consumer
installment contracts or find some alternative source of cash. This
in turn will lower the income payments by households — which can
further lower income and cause further pressure on the financial
institutions involved.

2. Business Firms

a. Income account. We ignore the input-output type of rela-
tions among business firms and the payments associated with these
production interrelations. Business firm receipts on income account
are due to the sale of consumers’ and investors’ goods and services. ¢
Business firm payments on income account are for wages and
salaries; gross investment and business direct and indirect taxes.
The interesting business payment is the gross investment payment,
and any model designed to explain money flows must contain a rela-
tion that explains this flow.

b. Balance sheet account. Aside from trade credit, receipts on
balance sheet account usually are not significant for business firms.
Payments on balance sheet account by ordinary firms consist of
interest and principal on debts and dividends on equities. The ability
of business firms to make these contractual payments depends
mainly upon the difference between receipts from final sales and
wages, salary and tax payments. These in turn depend upon final
demand.

¢. Portfolio account. Business firm receipts on portfolio ac-
count include receipts from bank borrowings and the sale of
new securities to other types of units. In addition from time to
time business firms have acquired large holdings of government
securities which later were sold off for cash which was used to
finance expenditures.

Aside from operations in the government security market and
other short-term money markets business firms payments onport-
folio account are not significant.
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For completeness we should include trade credit, by which some
business firms finance other business firms. The creation of the
liability which is a business —business portfolio transaction —ac-
companies a flow of goods or services rather than money, and
results in a balance sheet position that can be an important deter-
minant of the future behavior of the borrowing and the lending unit.

3. Financial Institutions

Our special interest in this paper is to examine the conditions
under which financial distress or crisis can occur. Since wide-
spread financial distress or a financial crisis is most unlikely
to occur unaccompanied by financial distress for at least some
financial institutions, we are particularly interested in the money
flows to and from these economic units.

It is necessary to distinguish between the monetary system and
other financial institutions. As far as the monetary system is
concerned the most interesting transactions are those which change
the quantity of money. The quantity of money is increased when the
monetary system acquires assets and pays for them with newly
created money. This transaction is equivalent toa payment on port-
folio account by households or business firms. Similarly a decline
in the quantity of money is associated with a decrease in assets of
the monetary system. However this decrease of assets may take
the form of a sale of investments or a decrease in loans. In the
“ancient” days when financial crises were associated with com-
mercial banks’ need to acquire “reserve money,” the decrease
in bank loans often meant that business firms were unable to
refinance a position. This meant that business firms as a class
were not able to do what they “normally” did —issue new debt to
banks to acquire funds with which to repay maturing debt. The
maturing bank debt represented a dated balance sheet account
money flow from business to the banks. The new debt would be
represented by a portfolio account money flow. As result of being
unable to refinance their position, the business firms only recourse
was to attempt to decrease their position —to sell their assets, or
at least no longer accumulate assets. These attempts adversely
affect asset values, increase money flows on portfolio account, and
decrease purchase by firms from firms on income account.

In the examples of money flows toandfrom financial institutions
that follow, the money flows of the monetary system will be ignored.

a. Income account. Basically the income account is not very
significant for financial institutions. They receive money onincome
account due to current services such as brokerage, underwriting,
and current insurance that they provide. Their payments on income
account are of course their wages and salary bill.
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b. Balance sheet account. The money flows to financial inter-
mediaries on balance sheet account include both interest and
principal payments on the debts they own. These flows come from
households, business firms, and governments. Payments onbalance
sheet account include the withdrawals from savings intermediaries
by households, as well as interest payments by financial inter-
mediaries.

c. Portfolio account. Money flows to financial intermediaries
on portfolio account occur as they either issue their own debt
instruments or sell their earning assets. Hence a major flow
toward financial intermediaries on portfolio account centers around
the new nonmonetary deposits some of them create. An important
part of the flow of money due to the sale of earning assets by a
financial intermediary is the result of transfers to other financial
intermediaries. Such within the class transfers are always important
for the liquidity of particular units. Guaranteed markets for their
earning assets or their own debts is of course necessary if any
particular class of financial intermediary is tobe protected against
a serious crisis. In this respect the conditions under which a par-
ticular class of financial institutions can tap the central bank is an
important determinant of their vulnerability to financial pressures.

Money flows on portfolio account from financial intermediaries
as a result of their purchase of newly created debt instruments
from households, business firms, and governments as well as a
result of their purchases of existing financial assets from these units.

4. Government

a. Income account. Government receipts on income account are
the result of taxes; their payments on income account are for
wages, salaries, goods, and services.

b. Balance sheet account. Government receipts onbalance sheet
account are trivial if they exist; their payments on balance sheet
account include the interest and principal on government debt and
all the transfer payments. There is of course an asymmetry here:
the receipts for the protection the government provides are con-
sidered as payments and receipts on income account whereas the
payments the government makes are considered to be part of the
balance sheet flow. The reason for doing this is that the liability
for taxes on social security, etc. account is related to household
and business income and the household is not acquiring a marketable
or even a personal asset as a result. What the household will re-
ceive is determined by law. On the other hand at any particular
time an element in the decision process of households, business
firms, and financial institutions is the fact that under specified
contingencies government transfer payments or government insur-
ance guarantees will become operative. These items are “contingent
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assets” of the decision-making units, they are contingent liabilities
of the various government agencies.

c. Portfolio account. The receipts of government on portfolio
account are du(aT to netincreases inthe government debt outstanding.
There are no significant government payments onportfolioaccount.

D. The Evolution of Balance Sheets and Money Flows

During a sustained boom in which the drivingfactors are private
household and business investment, the increase in money income
between any two periods depends upon either the creation of new
money or a substitution of debts (and possibly equities) for money,
i.e., by a velocity change. The debts which are substituted for
money in the portfolios of households and business firms can be
cither the debts of financial intermediaries or the debts of the
government which are ¢sold off” by financial intermediaries in
order to acquire the debt of the investing unit.

A privately generated sustained boom is associated witha change
in the significance of financial intermediation. This may take the
form of a change in the composition of the assets owned by financial
intermediates even if there is no relative increase in the volume of
their liabilities outstanding. In the absence of inflation, business
apd household debts grow relative to income and interest rates
rise during a sustained boom; this means that an increased portion
of the receipts of business firms and households are committed
to the servicing of liabilities and the private balance sheet money
flows increase relative to the income account money flows.

] Another financial aspect of a sustained boom deals with the
increase in the prices of financial and real estate type tangible
assets which takes place. As a result of capital gains (both realized
and unrealized), the net worth of households rises relative to
pousepold’s income and balance sheet receipts. As a result there
is an increased willingness and ability of consuming units which own
equity and real estate type assets to debt-finance household ex-
penditures. Hence as a sustained boom is prolonged an increase in
!uxury consumption and household investment will take place. This
is an expansionary factor, and the rise in the ratio of household
expenditures to income that this induces tends both to sustain the
boom and decrease the ratio of investment to income.

Business firms will also own property which has appreciated in
value; this will be especially noticeable for commercial property. As
a result of the workings of the tax laws and of traditional account-
ing practices it is to theadvantage of these firms to sell such prop-
erty and realize capital gains. By realizingcapital gains, the firm’s
equity accounts are increased, which will, if it chooses, enable the
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to support more debt. The purchasing unit may issue debt (mort-
gages), using the purchase price as the base, to finance the ac-
quisition. In this way owners’ equity, property values and the size
of debts will reflect the expectation that growth will continue. In
addition to the prices of equities and real estate type assets re-
flecting the capitalization of growth prospects, as a boom is pro-
longed, debts will reflect this same capitalization.

When this type of revaluation of assets and the debt financing
of the acquisition of these now higher pricedassets is well advanced,
the financial structure is vulnerable on two scores to a decrease of
asset prices if the expectation of growth is “abandoned.” First
and most obvious is that the value of equity and real estate type
assets will decrease. Second and equally important, this decrease in
the value of these assets will lower and in many cases even wipe
out the protection that the lender had when he made the loan, the
protection that is due to the difference between the market value
of the asset and the loan. The protection of the lender can also be
imputed to the net worth of the borrower. The decreased value of
the equity or real estate type asset can, by making the market price
of this asset less than the amount of the outstanding loan, affect
the net worth of the lending institution.

The desire to realize capital gains and to acquire assets which
can be financed on favorable terms and which may appreciate will
lead to increased trading activity in existing tangible and financial
assets. Transactions on portfolio account, especially within the
sectors, by dealing in existing tangible assets as well as finaneial
assets, will increase relative to income and balance sheet flows.

Once capital gains in real estate become “gxpected” then the
development and construction of real property can be undertaken
in order to take advantage of such opportunities for capital gains.
An investment boom in real estate can occur, which will sustain
the growth process. But a boom based upon extrapolation of existing
rates of change of asset prices can result in the construction of
more of such assets than current demand can use. As a result the
boom in time can lead to an oversupply which in time will tend to
lower asset values. The problem of financial stability is to arrange
things so that, whatever decreases in asset values take place,
this decrease will remain isolated.

Hence systematic changes in the financial structure take place
during a sustained boom. The “halance sheet” money flows increase
relative to income. The value of equity and real estate assets
rise relative to the current income imputed to them. The money
flows on portfolio account increase relative to the money flows
on balance sheet and income account. (Transaction velocity increases
relative to income velocity.) As a result of the need to finance
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private investment by debts and the increase inthe market price of
equity and real estate assets, the ratiointhe economy of risk assets
to assets basically free of risk increases.

The rise in the ratio of debts of private units to income that
takes place does so by increasing the “layering” of debts in the
economy; the structure of financial intermediation becomes more
complex. The financing of investment by increasing velocity in-
creasingly takes the form of specialized institutions “borrowing
short” to “invest long.” The growth and expansion of such financial
institutions increases during a sustained boom. In terms of what
will be taken up in Chapter VII there is an increase in the number
of institutions and the proportion of assets that should, because of
the nature of their balance sheets, have access to the central bank.

In general, during a sustained boom the financial system so
evolves that it becomes increasingly likely that a slight decrease in
income, of the type thatoccursfromtimeto time during a sustained
boom, will lead to rather large financial reactions. When a response
is in some sense disproportionate to the stimuli then a system is
unstable. Early in a sustained boom, before the financial system has
evolved, slight decreases inincome donot resultin a large financial
reaction. The evolution of the financial system during a sustained
boom is from being a stable to being an unstable system.

E. Financial Distress and Financial Crisis

1. Introduction and Definitions. Up tothis point we have used the
terms financial diffioulty, finanocial distress, financial orisis, and
financial instability without defining them and without being precise,
We will now define each of these terms and specify the class of units
to which they refer.

We will use the term financial difficulty as a generic term which
includes both financial distress and financial crisis. Financial dis-
tress will refer to the financial difficulties of an economic unit,
and financial crisis will refer to a situation where all or a very
significant segment of the economy is infinancial distress. Financial
instability will refer to a situation where a slight disturbance in
the money flows can lead to sufficiently widespread financial dis-
tress so that a financial crisis can result.

Our first problem is to define financial distress. An economic
unit, be it a household, firm, financial institution or “government”
is in financial distress anytime it does not have sufficient money
on hand and in sight to make the money flows it is committed to
originate during the succeeding short period. Often this situation
will arise because the unit is unable tofulfill the commitments stated
on its balance sheet liabilities (including endorsement, demand, and
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rental contracts). However, since a lag between an income trans-
action, such as the use of labor or the receipt of goods, gnd the
money flow to pay for the good or service is usual, fman{_nal dxs;
tress can arise on income account, i.e., money flow “commitments

due to “recent® income transactions cannot be honoreq. Of course
this category of events could be handled by transfc_:rnwg the debt
on the income transaction into a balance sheet llgb111ty, so that
financial distress occurs only when an economic um? cs_mnot meet
its commitment to originate money flows as sifated in its balance
sheet liabilities. We will not adopt this artiﬁc_:e: rather we will
consider that losses on current income for bus‘uness or too much
“gpending”® by households can yield financial distress on what we

will call income account.

It is important to note that financial distress cannot be due to
equity liabilities. No matter how regularized dw;dendpayments may
have become, no penalty, aside from a decrease in the market value
of the liability and the possibility that management may sufft_ar from
the ire of stockholders, results from a business firm?’s missing a
dividend. Also, if an economic unit has “signed” a ca_)ntract to pay
life insurance premiums or make regular depos.Lts into a savings
account, the unit is not necessarily in financial distress w_hep 1_t is
unable to make payments on these contracts. Once again itisa
question of the penalty for not making the payment, and in these
cases the penalty is slight or nonexistent.

Financial distress for an economic unit cannot aj'.'ise because
of a portfolio transaction, for, in our language, portfolio purchases
are always the result of current deoisions and we do not allow for
any lag between this decision and the paymentas we did for income
account transactions.14 The only reason for this asymmetryis that
it corresponds to the way in which we read the world.

It must be made very clear that financial distress re_fers to
money flows from a unit, A unit can be placed in financial distress
when there is some “unforeseen” element in money flows to a unit.
A decline in the market value of assets may result in money flows

13A unit may be in temporary financial distress, that is, t.here are
certain money flows to the unit over a somewhat longer. time span
which will enable the unit to meet its obligations. In this case the
creditors, or other units, may refinance the unit and.the more
serious penalties associated with financial distress will not be
applicable.

14Dated commitments to purchase an asset can be a cause of
financial distress: however in our classification the dated com-
mitment to engage in a portfolio transaction is a balance sheet

liability.
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toa L‘tl'l.it on portfolio account being smaller than had been expected.
In this way portfolio receipts may result in the unit’s being unable
to meet money flows due to balance sheet or income commitments.
'I_‘he examination of the relation between money flows to a unit and
financial distress will be our concern in the next section.

) Hence we have thatan economic unit is in financial distress when
it cannot meet its obligations in its balance sheet liabilities and
some penalty, considered to be serious, is attached to such default.
The‘ penalties for default which are considered serious have quite
a w1c§e range. Among the penalties are (1) loss of reputation, (2)
impairment of the ability of the defaulting unit to issue debt in the
future, and (3) various legal recourses against the defaulting unit
including repossession, forced sales, and bankruptcy. Hence for
our pu‘rposes we can assume that every economic unit tries to avoid
being in financial distress and will do “all that is within its power”
to avoid this situation.

An econpmic unit can avoid the possibility of financial distress
by never signing a contract to make payments in the future and by
never spending without having the cash on hand with which to make
payments. This implies that the unit has such fear of financial dis-
tress that it does not take advantage of apparently safe financing
opportunities. Such units can be called absolute risk averters.1d

_ We will not include within the phrase “doing all that is within
its power to avoid financial distress” that the economic unit does
not engage in the type of activity which leaves it vulnerable to
financgal distress. Hence debt financing, the making of payment
commitments which require uninterrupted money flows to the unit
ax}d other activities which include the possibility of financial distress'
will take place. What we assert is that given that a unit makes such
contracts it will conscientiously try to fulfill them.

We have defined a financial crisis as a situation in which “all
or a very significant subset of the economy is in financial distress.”
The_phrase “a1l or a very significant subset of the economy” is,
as l.t stgnc{s, imprecise. Of course we could speak of a financial
crisis within a precisely defined subset of all economic units; for
example all Government bond dealers, all owners of a corporation’s
stocl_c. all employees of Y city, etc. This usage has considerable
merit, for localized financial crises can occur.

_ However we want to be able to speak of a financial crisis
within the economy as a whole. If we add to our definition a phrase to

15See J. Tobin, “Liquidity Preference as Behavior Toward Risk,”
op. cit. '
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the effect that a trend in the number of economic units in financial
distress is evident so that, unless some compensatory action takes
place, soon all units will be in financial distress, the lack of preci-
sion in our definition of financial crisis is removed. This modifica-
tion will also enable us to consider situationsin which central bank
or government action prevents widespread financial distress from
becoming a financial crisis. Hence our definition of a financial crisis
is:

A financial crisis exists when a very significant subset of the
economy is in financial distress anda trendis evident so that unless
some “outside” event takes place soon almost all private economic
units will be in financial “distress.”

Financial instability exists when “a slight disturbance” inmoney
flows will result in such widespread financial distress that a finan-
cial crisis is threatened. As will become evident in what follows, an
economic unit in financial distress results in financial losses to
other units. These financial losses can result in the other units
becoming distressed. Hence an interruption in the flow of money
from a unit can result in additional interruptions in the flow of
money. There is no need for such a “wave” of financial distress
once started to become generalized. However it is possible for the
financial and money flow interrelations to be so delicately poised
that the slightest interruption of money flows canresult in general-
ized financial distress. On the other hand itis possible for a finan-
cial structure to be stable with respecttoa given extent of financial
distress and unstable with respect toa greater extent of financial
distress.

A more precise definition of financial instability would be that:

Financial instability with respect toa given extent of financial
distress exists whenever financial distress of this given extent or
greater results in a financial crisis. The extent of financial dis-
tress 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. i3
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.

It is obvious that when we argued earlier, in general terms, that
the financial system evolves during growth so that it becomes less
stable, we meant that the extent of financial distress necessary
for an internally generated financial crisis (internaltothe financial
system) decreases as the sustained growth process proceeds. Hence
a given size external shock, which would not generate a financial
crisis in the early stages of a period of sustained growth, is
sufficient to generate a financial crisis at a later date.
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In addition to the terms financial difficulty, financial distress,
financial crisis, and financial instability we will use the term fi-
nancial losses to cover situations in which a receipt due on balance
sheet account is not forthcoming or an asset a unit owns decreases
in market value.

We will first examine howan economic unit is placed in financial
distress. This examination will be carried on in two steps; we will
first examine the ways in which any unit can be placed in financial
distress and then we will examine the applicability of these ways
to households, firms, and financial institutions.

In the following section we will examine how financial distress
can be generalized. This has two aspects: the effect of an outside
change on the individual units and the effect of the financial distress
of a unit or set of units upon the financial situation of other units.
It is then argued that a financial crisis will occur when financial
distress of one unit adversely affects the financial stability of other
units and that the path by which financial distress generates a fi-
nancial crisis involves the effect upon the value of financial and
real assets of a generalized attempt to meet financial commit-
ments by portfolio sales.

After examining how financial distress can be generalized into
a financial crisis, we will be ina position to describe the attributes
of a stable and unstable financial system. We can then return to the
basic question of how the very process by which privately driven
economic growth is financed transforms a stable financial system,
with respect to a given extent of financialdistress, into an unstable

financial system, with respect to the same extent of financial dis-
tress.

2. How an Economic Unit is Placed in Financial Distress.

a. General discussion. How is it that an economic unit is placed
in a situation where it does not have sufficient money on hand to
fulfill its currently due commitments and there is no good prospect
that it will be able to fulfill these obligations in the “near” future?
Five ways in which an economic unit can be placed in financial
distress can be distinguished:

(1) The unit may have made losses on income account.

(2) Other units may have defaulted on money due it on balance
sheet (or income) account,

(3) The market value of its assets may have declined.

(4) An increase in its current liabilities may have taken place
without anequivalent increase inits current assets (i.e., a contingent
liability became current).
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(5) An unusual or unexpected exercise of demand options by the
owners of such contracts may arise.

The first way in which a unit can be placed in financial distress
reflects either a deficiency in the monegl() f;gw ’It'geths?a cl:él;ti (:;1 ;r:h ei:;d
i it or both.
cess in the money flow from a unit or bot 8 Booa0 B et
i i i be placed in financial distres
ways in which a unit can ) ! e Tt
i i u oney flowing to a unit.
interruptions or short falls in m 7 L et > 1a8t
wo ways in which a unit can be placed in Iin
iooincr};ases in the currently due balance sheet money flows from

the unit.

ing it is usual to distinguish
In textbooks on money and bs_u}kmg i
between liquidity defined as the ab111§y to mil;gv%ame\:;:)srt\ivlhe;hggz
i it’s havinga po !
and solvency defined as the unit’s ’ A L Thene
i onomic units.
nking ideas are applicable to all classes economic ul
ltjlifinitg;on of financial distress has emphasized the %ll1qlnd1ty asp;.c’t'
of a unit’s financial problems, however, by excluding temgora tge
financial distress we have apparently exctl;:dtec_i th’?; ?fa;zz :pzrsitive
it i i iti lvent, that is, 1
unit is solvent. For if the unitis solvent, , it ) ta
ing i t could fulfill its commitmen
net worth, then by selling its assetsi f Hien 2
- i fect capital market its disire
to make payments; hence in a periect s _ e
ere is a signitica
ill be temporary. The only exception 18 : ?
\;ilfferenee b%twaen the price that some as;lets, rez}l t?:l;l f;:inﬁha:.
i ice they can i€ -
can fetch in an orderly sale and the pric
ried or forced sale. The money and ca:pltal _markets \;ould c}exa:gl;le;l _3
large risk premium for financing this unit. In such a cas

ditors and debtors may
pe in financial distress and both ore
Ir:;:z‘}ése an orderly liquidation of the unit rather than a[_hu:::g.}
liquidation. In these circumstances a un‘lt may be 1ntl‘?§oon 1
distress in the sense that it cannot meet its commitmen ;

but as orderly liquidation proceeds it may turn out that the unit had
a positive net worth.

We will now explain more closely the various ways in whicl:lh oaf,
unit can be placed in financial distress and examine how‘ ea(;j %
these ways applies tothe different private classes of t?cr?:lc“:‘::t : =

i d as a natio ’
Of course the govermment, considere _ :
never be in financial distress as long as we resltnc:h g:rwftf;‘t;?;

i i i is i uming
to domestic financial relations. This is ass
smoothly working modern banking sysitem ar:gige ge?::i{‘iaﬁoﬁﬁ
i icies apr

no “private” veto over governxpent policies. e the it
tary system or with a truly independent centra ;
govjérn%ent could find itself unable to meet its cc.:mmltrr;::‘nts s{;:
unable to create money to get out of t_lns embarrassing lpdos ion,
will agssume that this cannot happen in the modern world.

We will also ignore the more realistic possiblity of f_inan.cial
distress for state and local government, It may be that situations
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in which municipalities and states default in their obligations will
arise from time to time, but we will quite arbitrarily assume that
the federal government will support state and local governments
to the extent that it is necessary toprevent their financial distress.

b. Losses on income account. This path to financial distress
is related to the profit and loss statement of an economic unit, As-
sume the balance sheet assets and liabilities and the money flows
required by them are given. The balance sheet money flows yields
a set of minimum income account receipts and expenditures the
unit must satisfy if it is not to finance a deficiency in money re-
ceipts by engaging in portfolio transactions. For any given amount
of income account receipts there is a maximum amount of income
account expenditures which the unit can make without being required
to engage in portfolio transactions, and symmetrically for each
amount of income expenditures there is a minimum amount of
income receipts for the unit not to be forced to finance its money
flows by portfolio transactions.

A unit which has to finance its money flows by portfolio trans-
actions may either issue liabilities or dispose of assets. Both of
these processes have limits; either the acceptability of its lia-
bilities decreases or it runs out of assets.

There is an exception to the proposition that a unit’s liabilities
may lose their acceptability: if a unit is investing, the increase
in assets and in future earning power due to the income payments
for the investments may be sufficiently great to result in the ac-
ceptability of its liabilities’ being undiminished by the increase in
their amount. For a typical going concern which 1s Investing, if the
investment expenditures were “segregated” it would not need to fi-
nance its expenditures by portfolio transactions,

We will now ignore the financing of investment. Given the balance
sheet flows, a unit will have recourse to portfolio transactions to
replenish its money supply if its income receipts and expenditures
result in a deficiency of money flows. We will call such deficiencies
due to income account receipts and expenditure “losses on income
account”; they result in a decrease inthe net worth of the economic
unit, With the possible exception of households whose head is “aged”
we can assume that no unit wants to make losses in income account.
Losses in income account can be the result of receipts falling short
of expectations or expenditures exceeding expectations, Even though
a unit is making losses oncurrent income account, as long as it has
portfolio assets or the ability to issue debt, we assume it will meet
its obligations on its balance sheet liabilities.

Household’s consumption expenditures tend not to respond im-
mediately to a decline in household disposable income. A household
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whose disposable income has decrease‘d will if necestsfa:‘% f;t;zlrig?
expenditures in excess of disposable income by _po; b(::s i b
actions: the sale of marketable assets, increase in e illabe i
drawals from deposit accounts. These portfoliosources w st
not only to meet income account payments but also ps_a.ymme e
balance sheet account., As long as 2 househo!d who§e 1;100 2 e
fallen has “assets” it can be assumed to meet its obligat o:rlls.ld e
it exhausts its net worth,16 the money flows from a househo it
be restricted to the money flows it receives as current dls??\?re;
income, which, given the lackof elasticity of household expendi e
on some items, willlead households to default on their balance 8

obligations.

Household financial distress on income account follows from tfh(i
household reaction to a decline in disposable. income, lffrwate :;
nancial resources are used to supplement disposable 1ncomet o
meet household expenditures on income and balance sheet accQuns?.
Once the private financial resources are exhausted o;i tserltc;uthg
depleted the household will cut household income expendl url;: e
level of disposable income and if necessary default on its ba

sheet obligations.

Business firms have some rather inelastic components in their

expenditures on income account and balance sheet liabilities which

impose money flow requirements. A decrease in sales or a r*s;;r;
costs can lead to losses on income account. Due to d‘eprec};‘ o
accounts, net losses on income account may be compatible wi the
unit’s receiving sufficiently large cash receipts to finance cu];rthe
cash requirements on income and balance sheet a:ccounts. e
case where the firm is making positive gross'proflts and negati e
net profits, presumably the productive capacity and the net wor

16Two qualifications to the exhaustion of net worth’ forcing adx_'e-
striction of households’ expenditures to households’ current dis-
posable income should be mentioned: households may’ have nct)nc—l
market, personal sources of financing _and a hpusehold s e)g:!ec e

future income may be so high that it can finance expen n:ure:s1
even though its balance sheet shows a negative net worth. Pexisqna

finance loans, in contrast to sales finance loans, may result 1n3
negative net worth for the households, These coniracts are base

on the assumption that the household’s currentand expelcted income
will enable it to meet the commitments. Pe:_rsonal finance Ioims
cannot be expected to enable a househo!d \jnth une_mploymen_ to
finance expenditures during a period in whichincome 1S decreasing.
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of the business firm are being decr i
: ' eased i
firm’s financial obligations,17 ¢ o order to fulfill the

Some nonfinancial business firms have little i i
nancial assets which can be liquidated if the mone;nﬂt)}\litra t‘zatsl,x: fuf:i—t
falls short of. the required money flow from the unit. Most of the
assets of nonflnapcial firms are tangible assets. If the money flows
due. to sales are insufficient to finance the money flow from the unit
on 1ncome 3..nd balance sheet account, afirm will have to raise cash
by selling its financial assets and pledging or selling its tangible
ia;ssets. .The ability (?f a firm that is making losses to raise %ash
egsrp ;:11;1115 tgrth;élegimgt i;cls t.angible assets can be quite limited,
T ol oo e;r; o :t its tangible assets are special rather

Nonfinancial business firms also can h i

component in their liabilities. These debivgo?npf?):lzlnytsla;gf gﬁ?t
require current “servicing” of money flows from thefirm, but they
may_be “short” term so that “repayment” money flows, are alsz
?equlrefl. If the firm is making net profits and its net worth is
increasing, funde to pay off due debt can be obtained by refinancin

operations—by ?ssuing new debt. The possibility of doing this deg
g%ﬁﬁi aassin; firm continues to make losses, so that its net worth

) There are always firms which are on the “margin,”

d1sappo1ntmen!: in its sales will lead to fina:cial digsltrxl';es:? ;It;z:xlcz
% }(liowilturn of income will lead to an increase in financial distress.
smi uea;rgg::ﬂthe 1d(ibt component in firms’ balance sheets, the
e o ntal.lnc al asset component in firms’ balance sheets, and
s g b'l'te ratio of net worth to total debts imply that,
placedp e aﬁ:l ; y sler:ls_;e, the larger will be the number of firms
o ;ma istress as the result of a given decrease in

disti‘;nam}:::l 1nterme‘diaries cannot easily be forced into financial

distre:: prg‘illl:; of 1nfome account transactions. Their financial
s center around balan i

o ce sheet flows and portfolio

170f course the net profit as shown in a firm’
£ m’s set of
gix ?eturn is _not truly indicative of what is happening tobi(t’gk;;grgf
uctlvg c_:apamty or “real” net worth. Given our corporate tax
lawg, it is to the advantage of a firm to transform net profits into
capital gains. We arbitrarily assume that we have a correct set of
books_ S0 thz%t net losses do result in both a decline in productive
capacity (which may be lagged) and a decline in net worth.

MINSKY 257

States and municipalities can be forced into financial distress
because of income receipts declining and expenditures not being
flexible. But we have decided to ignore these possibilities, although
they were significant in earlier financial crises.

¢. Default by other units. An economic unit can be placed in
financial distress because of default by other units on money flow
commitments. Ignoring the fact that such defaults may be the result
of recent, unfunded income transactions, these defaults are the
result of balance sheet relations amongunits. Such defaults of course
mean that the issuing unit is in financial distress, and this default
on balance sheet obligations is one way in which the financial
distress of one unit affects the financial position of another.

Even though no unit is willingly in a situation where a perfect
synchronization of money flows to it with money flows from it is
required if the unit is to avoid financial distress, for each unit at
any given time there is a limit to the defaults it can tolerate and
still fulfill its own commitments. If defaults continue and increase,
the limit to further tolerable defaults will decrease.

The defaults on balance sheet account can be of servicing
charges on contracts not yet due or they can be of the principal
amount. In addition each payment on an amortized contract is a
payment of both principal and servicing charges. The only real
significance of this distinction is that defaults on principal usually
are much larger than defaults on running interest payments.

I because of low net incomes corporations cut their dividends,
a decrease in the money flows to economic units on balance sheet
account takes place. This repercussion of a decline in national in-
come can lead to financial distress on the part of the asset owner.
Of course no default by the corporation that cuts its dividend has
taken place; however it is a decline in money flows on balance sheet

account.

One type of default on palance sheet account is of special im-
portance in the generation of a financial crisis: this is a default
by a deposit issuing organization. Even though by law the various
savings deposits have a waiting period that can be enforced by
the issuing organization, in fact these deposits are demand de-
posits. If a savings intermediary cannot honora request for a with-
drawal, then a default on balance sheet account has taken place.
Although default on balance sheet account of demand deposits was
an essential ingredient in past financial crisis, we will assume
that such defaults will not be allowed to occur in the future.

Households can be placed in financial distress by a default of
money flows due them in a number of different ways. One way is
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if the savings intermediaries default —if

vir : liz —if not “legally” then in fact
by exercising their wgutmg period option. Decreases in dividend
payments by corporations by reducing the disposable income of a
household may force households to default.

Households are not too large holders of pri i i
' ' privately issued financial
a;ssets other than financial intermediary liabilities and commlgn
ls;o%k._ As a rgsult even though default of mortgages and private
dZ?auI:ssu;s w11%l affect households directly, the main effect of
s by such units will be indirectly thr i
upon the financial intermediaries. d e

V‘Ve lg'nOI‘e the poSSlblllty Of default by th.e various govel nments
on tllell llabllltles, 1 ou, S tOOk p [+ by t t alld un p
a th gh tl]l lac state m 1C1 al

Business firms hold little in the way of private fi ial 1i
b111?1es pther than money. Hence asidg fr01€1 thete“zfilrrllc?i:;lt%’l thae
of f}{mncml grisis, in which commercial banks were unable to mye-zizet
th}?'u commitments for the transferability of their liabilities, and
which we rule out as being unlikely to occur again, there is not r’nuch
of a chance that business firms will be placed in financial distress
because of balance sheet defaults by other units.

Financial intermediaries hold as assets liabilitie

holds, bus_mess firms, other financial intermediarieg, zngfgg\?:ii-
ments. A51d§ f.rom the various types of investment trusts, the assets
of the (.iep(?sn:. 1.n§ermediaries are largely debts. If other u'nits default
on their liabilities due to a decline in their income, the reduction
in money flows to financial intermediaries may be s&ch as to place
jsltxnlme of the financial intermediaries in financial distress. The

mf-,\diate impact of household defaulting on mortgage and cons.umer
credit paper, on business firm defaulting on mortgages, corporate

bonds, and ordin i i -
intermediaries. ary business loans will largely be on financial

K a significantly large number of financial intermediari

Elacefl in fmanc;ial dis.tress, then a further interruptiggli; f:u::

olds ?nd business firms’ ability to pay will take place. For in
g})n;paﬁison to the numbe? of economic units that hold the iiability
. 1:oulsle;l'old or a business firm as an asset, the liabilities of
o oesc all financial 1ntern?ediaries are widely diffused throughout
mediar(ijgcsmg{ tlI;Ie.ncc-i‘ th‘e' }mpgct of a default by financial inter-
i eir liabilities is particularly widely spread among

RE (;)ne other impact gf default by financial intermediaries on house-
olds .tmd bpsmess firms should be mentioned. The liabilities of
Ipost f_1nan01a1 intermediaries are considered to be liquidand well-
nigh risk free assets by the households and business firms that own
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them. Default by a financial intermediary not only decreases the
cash flow to units that would want or need to withdraw from the
unit at this time, it also imposes financial losses upon other de-
positing units by decreasing the over-all liquidity of their port-

folio.

The possibility that households and business firms will default
on their balance sheet liabilities increases when financial inter-
mediaries default in their own liabilities; the possibility that fi~-
nancial intermediaries will default on their liabilities increases
when households and business firms default in their liabilities.
Because of the extent of the relations between private borrowers
and financial intermediaries onone side and the extent of the owner-
ship by nonfinancial private units of financial intermediary lia-
bilities on the other, financial distress by financial intermediaries
is an important step in the generation of a financial crisis, In the
interrelations between households and business firms on the one
hand and financial intermediaries on the other rests the possibility
of a destabilizing feedback process being set in motion.

d. A decline in the market value of a unit’s assets. When the
flow of money to an economic anit on balance sheet or income ac-

count is interrupted or diminished, either duetoa decline in income

or default by other units, the economic unit will fry to make up

whatever deficiency exists in its cash position so that it can fulfill

its own commitments. It will engage in portfolio transactions or
transactions involving tangible assets in order to replenish its
cash position, These portfolio transactions will consist of the
sales of real or financial assets or the issuance of its own debt.
A unit will be placed in financial distress if the amount of money
it can realize by selling or pledging its assets is insufficient to
enable it to fulfill its money flow commitments.

Transactions involving deposits in financial intermediaries are
included as “balance sheet” transactions. The assumption here is
that the unit with a cash deficiency does not have a sufficient amount
of such deposits that it can drawuponto enable it to meet its money

flow commitments.

I the market value of an asset declines, then the unit owning
the asset has a realized or unrealized capital loss depending upon
whether or not it sells the asset. These capital losses decrease
the net worth of the unit if we measure all asset values as current
market values. This decreases the unit’s ability to borrow. If the
decrease in the market value of the assets it owns is S0 great as
to make the net worth of the unit negative, then the owners of the
unit’s debt liabilities will choose to exercise whatever powers they
have to force payment, and certainly a negative net worth unit will
not be able to get its debts extended or refunded. Hence the decline
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in ‘the market value of assets, by decreasing the protection that a
unit’s ne_t wo;'th provides for the lenders, decreases the likelihood
that a unit which needstoacquire cashby issuing its debt can do so.

. The effort to meet money flow commitments by selling assets
is a crucial step in the process by which financial distress is gen-
erali_zed into a financial crisis. If a unit needs money and the only
way it can acquire money is by selling its financial or real assets,
it is putting pressure on the market for this asset. Its actions will
tend to lower the price of the asset. If other units are in the same
predicament, then the price of the asset willhave to fall until there
are units which are willing to take a position in the asset. However
it is not only the units in need of money which are suffering financial
losses because of the decline in the market value of this asset, but
all units that own this asset.

A household can be placed in a position of financial distress if
the market value of its assets decline, that is, by a decline in the
value of the equity (common stock) assets it owns and the real
estate type assets it owns. The market price of both of these types
of assets can reflect the growth expectations prevalent in the
community, A change in growth expectations can result in a sharp
fall in the price of these assets. If these assets have been pledged
as security for debt it is possible for the current market value of
the debt to be greater than the current market value of the asset.
Even.if this does not take place it is now impossible to borrow as
much as previously in order to hold this asset; and unless the debt
were sufficently long term, a need to pay cash in order to continue
gfaldc;ngt the asset may arise, i.e., it will be necessary to reduce

e debt.

Of course the decline in the market value of its equity and real
estate assets decreases the ability of a household to finance income
and balance sheet expenditures in excess of disposable income.
Hence the effect of a decline in income upon consumption will be
greater if it is accompanied by a decline in asset prices.

.Bu.smess firms may be affected by a decline in the market price
of its inventories due to forced sales by units that are making cur-
rent losses as well as by a decline in the market value of its real
assets. Inventory liquidation is one way in which a business firm
needing money can acquire money. To sell inventories fast it is
necessary to lower their price. This decline in price affects the
financial picture of all firms in the industry and lowers the amount
they can borrow.

The market priqe of business firms’ real assets could decline
anc_l dec_rease the_ab.ﬂ'ity of firms to borrowin order to obtain cash.
This wa glso diminish the prospects of refinancing their position
when existing loans become due.

”—
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One form of business organization that is very sensitive to the
price of its real assets is the firmthat owns commercial property:
offices, buildings, apartment buildings, and hotels are good examples.
These firms are usually large scale borrowers. Any decline in the
market value of such properties will seriously affect the ability
of these firms to acquire money to meet deficiencies on income and
balance sheet account by borrowing or selling their assets.

Financial intermediaries are the class of economic units most
sensitive to a decline inthe price of their assets. The overwhelming
proportion of their liabilities is fixed in dollar terms. The ratio
of their total assets to the owners’ investment is very high. A
large proportion of their liabilities are in effect demand or call
liabilities. A decrease in the market value of their assets could
lead to a large-scale exercise of the demand option by their
creditors.

Even though they, on the whole, purchase only debt instruments,
financial intermediaries are vulnerable to a decline in the value of
their assets because they typically lend for a longer term than that
for which they borrow.

e. Contingent liabilities becoming current. An economic unit may

be placed in financial distress because an undue amount of its con-
tingent liabilities become current. Of course the case that comes
to mind at once is insurance, but aside from the possibility of some
highly unlikely events occurring, this is not a really relevant case.

The major case that is relevant is of accepting or endorsing
operation. If the original maker defaults in an obligation, the con-
tingent liability becomes a current liability and the endorsing
organization acquires asa current asset the liability of the unit in
distress. In the past some financial crises have taken place because
financial intermediaries which specialized in endorsing were un-
able to fulfill their obligations.

At present the vast proportion of financial (as against insurance)
contingent liabilities in existence are by government or quasi-
government agencies. There is no real prospect that financial dis-
tress for any class of private units will take place because of the
existence of contingent liabilities. It is included in the list in order
to be complete.18

18The difficulty in developing a private mortgage insurance or-
ganization to insure conventional mortgages, which may be an es-
sential step if a better secondary market for conventional mort-
gages is to develop, centers around the fact that insurance against
an economic event that is the result of the performance of the
economy is not equivalent to insuringagainst anevent whose various
(Continued on the following page.)
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f._ Tl}e exercise of demand options. Financial distress for fi-
nancial intermediaries can be the result of an unexpected exercise
9f demanc.l options by households, or business firms. A decline in
income will put pressure on depository institutions from house-
hqlds: This pressure may result in net withdrawals from these in-
stltu.tlor}s. This unexpected flow of money from the financial inter-
mediaries can force these institutions to try to sell their assets
Any‘gen(.eral attempt to realize cash by selling assets leads toz;
d_echne in asset values. This can lead to financial distress for
financial intermediaries.

No organization with demand or well-nigh demand obligations i
prudent if it does not have a guaranteed re%inancing sourg-sfi tsgnti'llst
it can acquire cash, if an unusual exercise of the demand option
takes pla_ce, without being forced to sell its assets at what the
market w_:ll bear. The central bank is such an organization for the
gommercml banks. One weakness of the American financial system
is that such an organization does not exist for all demand or well-
mgl_x den}and borrowers. There hasbeena tendency to create special
re.fman(?mg organizations for mortgage holders. Nevertheless gaps
s.t111 exist, especially with respect to some money market institu-
tions. It may be desirable to have the central bank fill these gaps
when no present crisis exists rather than await a crisis situation
before generalizing the central bank’s responsibility.

3. The Generation of a Financial Crisis.

How is it that financial distress becomes s

financial crisis takes place? In principle two o“g::(eel"’a;l)iazt?g tt}:)a;i‘i
nancial crisis can be identified. One pure path is by way of an
exo_genously induced decline in income. Along this path no inter-
a9t1on within the financial system is allowed, i.e., the financial
distress of any economic unit is due to the direct and indirect
ef'fec_:ts upon the unit of a decline in income. Since no interaction
within the financial system is allowed, we cannot allow defaults b
one economic unit to affect the financial position of another economiz
unit. Hgnce financial distressfor all economic units will occur at the
same time. There will be no period in which the extent of financial
distress, extant in the economy, is increasing.

(Footnote 18, 9ontinued from the previous page.)
occurrences are independent of each other. The contingent liabilities
on mortgage insurance will not become currentina random fashion
;Zthi: .they w1llbbunch at cyclical troughs. A severe recession car;
sult in an inability of such an insurance izati i
g e organization to meet its
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Along this first pure path, it is necessary that the decline in
income be so deep and sO protracted that even the most financially
secure of private economic units is placed in financial distress.
For such a decline in income to take place the built-in stabilizers
in the income-generating model must be neutralized. Since we do
not allow any repercussions of widespread financial distress to
offset these stabilizers, for this pure path towarda financial crisis
to be effective it is necessary to assume that massive and repeated

shocks to income can take place.

The second pure path to financial crisis is one in which the in-
ternal relations within the financial system generate the financial
crisis. An economic unit, for unexplained reasons, finds itself
in financial difficulty. It sells assets, borrows and draws upon its
deposit accounts in an effort to avoid financial distress, but to no
avail. As a result of the financial distress of this unit it defaults
on its payments, and economic units which own its liabilities make
financial losses. The impact by way of defaults and decreases in
the value of its liabilities, upon other economic units, places some
of these units in financial difficulties. These units resort to bor-
rowing, selling assets, and making withdrawals from their deposits.
In spite of these defensive operations these units end up in financial
distress. A cumulative rising tide of financial distress spreads
through the community. There is no pressure on the financial
resources of any unit due to a decrease in income; the entire fi-
nancial pressure thatis generated is due to the effect of the financial
distress of some units upon the financial position of the other units.

Along this second pure path the dampening possibilities of secure
financial positions upon the process by which financial distress
affects other units has to be overcome. At any time for each eco-
nomic unit there is an upper limit to the financial losses such as
defaults by other units and decreases in the market price of its
assets that it can absorb without having to, or feeling it necessary
to, adjust its behavior to such an extent that it seriously affects
the economic units with which it has financial relations. An iso-
lated default by a bank’s customers will not necessarily affect the
bank’s lending policy; the failure of a customer with unpaid bills
will not affect the dividend policy of a giant corporation, a slight
fall in the price of common stocks will not affect the consumption
behavior of most households owning that stock. In addition to de-
faults by other units and decreases in market prices of its assets,
financial distress by one unit can affect the financial position of
another unit by increasing the withdrawals and calls upon the or-
ganizations that borrow at call or accept deposits. But these call
type borrowing institutions will normally have some buffer cash
assets which they can use to avert financial distress.

The likelihood of pure financial repercussions of financial
distress generation of financial crisis depends upon the extent to
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which units can absorb such financial impacts without changing their
own financial behavior and ability to meet commitments. A “thin
equity” enterprise cannot absorbmuch inthe way of decreases in its
asset values without being in financial distress and a “thin cash”
position unit cannot absorb much in the way of interruptions, delays
and defaults in money flows to it without being financially em-
barrassed and perhaps being forced to take losses and thus be put
into a position of financial distress.

It is possible to conceive of a financial system in which almost
every unit so depends upon the maintenance of the present market
values of its assets for its solvency and its current receipts of
money for its liquidity that the slightest decline in asset values and
the slightest interruptions of money flows will generate a financial
crisis. However it is not likely that the economy as a whole will
be on such a thin edge: there always will be some conservative
financial pasitions which can absorb considerable decreases in the
prices of its assets and defaults on money flows to it without itself
being in financial distress. However these same units with the
conservative financial positions will adjust their behavior in the
event that widespread financial distress is occurring, and their
adjustments will often be in the direction of increasing other units’
financial distress.

During a period of sustained growth two phenomena take place
which affect the financial positions of representative units so that
the typical protection against the impact of financial distress from
other units is decreased. One is the increase in borrowing and
the second is the building into the price of assets the expectation that
growth will take place. The first change tends to make equity posi-
tions thinner, the second change tends to make asset values more
sensitive to changes inexpectations. Inaddition, periods of sustained
booms are periods in which economic units tend to economize on
cash —for there are so many profitable ways of using assets that
it is expensive, in terms of opportunities foregone, for the units to
hold cash. Hence during periods of sustained booms the financial
relations within an economy evolve in such a manner that the
possibility that an internally determined financial crisis can take
place increases.

However we should recall that a decline in income imposes
losses upon economic units. These losses take theform of decreas-
ing the net worth and often the cash position of units. The decrease
in net worth reduces the financial losses that the unit can absorb
without being in financial difficulties. Even if no revaluation of the
long-run expectation of economic growth takesplace, the immediate
effect of a decline in income is tomake equity assets lower in price
than they otherwise would have been. This too decreases the net
worth of some units.

e
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Hence it is likely that a financial crisis ‘will‘ bg the result otfha
mixed path in which both the impact ofa tiechft;«e 1;1&::;0:;1: fl;}:lgr;cmei
i iti i i d the effec
financial position of economic units an ‘ t B
i i 1position of other units
distress of some units has upon the financia : "

i i i odel of income generation
will be operating. Returning to the m :
sketched ?n Chapter I, financial distress and decreases 13 ttrlﬁ
market value of assets will tend to decrease con_surr.lptmn g;l. i .
vestment expenditures. The efficacy of th; ll:uﬂtﬁ—llx:) “?;ibiln;z;:‘le

i ¢ i i tability.
depends upon the existence of fman.mal s _
inguces firil)ancial distress and financial dlstreis pern:cuts1 2 ?:;rse(;:g
i i i lace by neuirall
onsumption and investment to ta};e P :
t)r% c;he buﬁt-in stabilizers in the m_come—generatmg system, a
positive, destabilizing feedback is set in force.

i i i itions are strong enough,
However, if the secure financial posi . _ no
if the?re are enough units with large cashand thick equity pos1tions,
then these reactions need not take place. B}lt as.growth takes place,
the possibility of these destabilizing reactions increases.

We have mentioned all of the inngedieqts by_v&_/hlc.zh fmané:-l:E
distress becomes generalized into 2 f}nanplal crisis in om(;m1e .
cussion of how units are placed infing::;?xll id(:s'l;flciatsss.i ﬁiigﬂcﬁ N

i here are always some € : : .
?f‘e;;mguet to income account evenl‘;s and imprudept fmanc:acl)ftizgls{-
actions. These random financial dlstresses_prowtl:le a sp;‘ X pack
ground noise to the generation of gengrahzed fmaqcna is — 0%
The extent of such random financial distresses during a penlaced
cyclical expansion is so small that very _few }Jnlts arf; ef:n punits
in financial distress because of the financial dls_tressq other laceé
During a cyclical contraction the rate at wh1qh units arerp oo
in financial distress because of income account events iﬁc ea wt.h
At the same time assets are revalued.to acc_ount for the gr;) ™
that did not take place. The combinguqn of income a_tccgaj.mt a >
portfolio revaluation events can result in induced financialdistres

for some units.

This will be damped out or will accelerate depending upon th(i
stabilizers in the income determination system anfl tl3e f*nanc;al
position of units affected by the defaults of the units in financia

distress.

as the decline in income and the financial distress that
tak:ss ;l:?;ge results only in defaults on t?alance_ sheeTt a%cf:o(l;;t bg—r
households and firms, the tendency wil!be inthe direction 2 1:1%
ening out the movement of financial distress. Once the atdem% g 2’1
units to acquire cash by selling assets becomes widespread en ugs
to result in a serious decline in asset prices, then 2:1 se11:10 irl1
widespread destabilizing force is put int9 action, for t.he ec tmeT -
asset prices that results affects all units holding this as:lse g
general and widespread decrease in net worth that t‘akes P age 4
sults in decreasing the financial impacts that all units can absorbp.
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If defaults on household and business firm obligations or an
unexpected rise in withdrawals by households of their deposits
result in a net cash flow from a depository institution such as
savings banks, the depository institution will have to sell either
its liabilities or its assets to acquire cash. We can distinguish
between these two ways of acquiring cash by looking at the assets
owned by a financial intermediary and any other economic unit
for that matter as a “position” in the asset. When a unit acquires
cash for withdrawals by issuing new liabilities it refinances its
position, whereas when it sells its units for cash to pay withdrawals
it liquidates its position. As long as units can refinance their posi-
tion no excess supply of the asset in their position need appear on
the market, hence no large scale decline inasset prices need occur.
¥ units must liquidate positions in order toacquire cash then large
scale excess supply of the assetcanappear. A key to the generation
of financial crisis is whether the holders of marketable securities
who have large scale debts outstanding can refinance or must
liquidate their positions when they need cash.

This is particularly pertinent for financial intermediaries, for
the holders of their liabilities are so numerous and they hold so
much of the marketable debt of the community. As a result, any
decrease in the value of financial intermediaries’ assets can en-
danger the financial positions of almost all units. ¥ financial inter-
mediaries are able to refinance their position, then no pressure
need appear on the market for their assets when they need cash.
The entire role of the Federal Reserve Bank as a lender of last
resort to the commercial banks and as a purchaser or lender on
the security of government debt is as such a refinancing organiza-
tion. One of the keys to evaluation of the financial stability of the
economy is the extent to which the variousfinancial institutions can,
if necessary, refinance their position.

The way inwhichfinancial distress is generalized into a financial
crisis involves a number of steps:

1) the impact of declining income upon the financial position of
economic units;

2) the impact of defaults by units in financial distress upon
other units;

3) the impact of attempts to sell assets to acquire cash upon
the price of such assets;

4) the impact of financial distress uponfinancial intermediaries;

5) the need for financial intermediaries toacquire cash by sell-
ing their assets;

267
MINSKY

6) the impact of spreading financial distress upon the income-

generating system.
ial. If they do not occur,
these steps, 3, 4, and 5 are c?uma. : not
thatm;s if assetpprices do not fall, if financial 1x?texjmed1ar1ishc:g
meet tileir cash drains and if financial i‘nterrr_le@ar?es do not ha
to liquidate their position, then no financial crisis will occur.

F. The Financial System as a Built-in Stabilizer

1. Introduction. Up to this point we have emphasized the rela-
 ————

tions between the financial system and the generation of severe

recessions. We now will turn our attention to the f1mn€}a! S)gtt:hrg
as a built-in stabilizer. A built-in or automatic stabi 1ze; i
economy is a set of institutions, usages andbeha_.vior pattfrr: v
without administrative or legislative intervention operate to

We will pay par-
i _all excess demand or excess supply.
o hich the financial system can operate

ticular attention to the wayinW : _ opera
tic)c?na:::rease demand from what it otherwise would be in a situation

where over-all excess supply exists.

The most often cited example of a financial ‘r:nari‘cet wh;siz
behavior is such that it automatically tends to stablpge m?im;s I
the market for FHA and VA mortgages. A legal celzng erts A
the interest rate that can be o::halrged3 tc(;n ll:éf;?i san;lng c:;;(:: 5 ﬁ%enai

ever interest rates on corpor : onve
zg:?gages rise sufficently high, tl_m mortgage mtermgdlar:sd 5!22?1
as the insurance companies, savings banks, and sa\nngst
associations “leave” the FHA and VA mortgage markebs. s
result of the reduction in the take-out commitments yt cos
institutions on the low down payment, extended.-tern_l cgntrac ls‘. 2
these laws provide for, the volume of speculative building declines.

factors make this market operate in the way it does. One
is g: c:exi:tence of a legal ceiling on FHA and ‘VA lr}terest ratff.
The other is the elasticity of demand for housing with res;;ec :
the percentage down payment. Whereas FHA and VA mor gag_eE
require at the outside some 10 to 15 percent of ‘the _;mrchas?i p;';gd
as a down payment, a conventional mortgage which 1; not gn ocent
by a government agency typically requires at leasta 3_1/ ltjex; o
down payment. This means that if FHA and VA money 18 nO ; athe
able, there will be a large speserve” demand for houses yhi e
households which can service a «first” mortgage contractbutl whic
cannot finance a large down payment.

Given this situation, the easing of cred?t con@1t_1ons thac';f afg:
companies a downturn in business will resultin a_w1ll1ngness:h s;’
nancial intermediaries to make take-out comrplt_ments to ciedt
called speculative builders. As a result house building has tende o

behave somewhat countercyclically.
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We will examine other markets and situations in which the
financial system automatically acts to stabilize the economy, in-
cluding in the automatic stabilizers those elements which operate
to prevent the extension of localized financial distress intoa
generalized financial crisis.

2, The Behavior of “Private” Units. For those business firms
which are not placed in financial distress by a decline in income,
the liquidation of inventories, which is the first stage of the down-
turn, results in a large influx of cash or a reduction in their bor-
rowings. The influx of cash means that the pressure to liguidate
inventories may decrease, and these firms may willingly increase
the ratio of their inventories to their sales. Also the influx of cash
during the initial stages of a recession will lead to a willingness
to clean up deferred maintenance. Both of these reactions are

automatic and are part of the stabilizing factors that have been
mentioned earlier.

In addition to the cash flow from inventory liquidation, firms’
cash flow due to gross profits after taxes will not fall as much as
final sales: this is due to the examption of depreciation allowances
from the corporate tax base. This flow of cash is conducive to
a reduction in borrowing, a maintenance of gross investment,
and the continuation of dividends.

During a mild recession the wages and salary income of most
households is not impaired. Asa result of the existence of relatively
short-term consumer credit contracts, and an unwillingness of
households to go into debt for consumer’s durables during the un-
certain early days of a recession, the volume of consumers’ credit
outstanding decreases during a recession. The flow of cash to the
specialized consumer finance organizations due to the debt repay-
ment plus their own cheaper borrowing terms makes them willing
to extent credit on easier terms. The existence of households
which pay off their debts and which find their income unimpaired
during a recession means that as the recession proceeds an in-
creased willingness to go into debt develops. Hence an upturn in
debt-financed consumer durable sales can lead an expansion,

The imposition of regulation on consumer finance may be a
way in which the more striking countercyclical aspect of the hous-

ing mortgage market may be reproduced in the consumer credit
market.

The cash flows due to inventory liquidation, corporate retained
gross profits, and the repayment of consumer debtall tend to lower
short-term interest rates. Large commercial banks are always
fully invested. The repayment of bank loans by business and con-
sumer finance houses frees bank resources which are invested in
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est rates during an expansion increas e ) B
iti d municipal bonds ou g
addition, as the volume of state an B 1
i s, it i tate and municipal bon
increases, it is necessary for new s e e
i i tax-exempt feature as highly
sold to units which do not value the . ag
isting i le to a unit whose margin
holders of existing issues. For examp ) i
i t tax-exempt bond is equl )
tax rate is 80 percent, a 2 percent & o
i -liable instrument, whereas 10
to a 10 percent yield on a tax e e
i i the same security is the equ
with a 50 percent marginal rate ame N
i i A rise in the market rate
of a 4 percent tax-liable yield. e titn
i in the worth of the tax-exempl S to
panied by a decrease in O weninips)
It in a sharp rise in sta
marginal lender can resu snnietne
i e states and municip:
interest rates. This may cause som 4 o
j interest rates ease and the prosp
to postpone projects. Once in ! e
i i ership of equities di
for capital gains through the owners _ gt
i heir projects at interest r )
they may be able to finance t j t e
ithi i ili rease in construction by
re within their ceiling. Hence an inc ruc
ztates and municipal governments may follow a downturnin income.

For financial markets to be s_.tabl(s_a. thz_ar:r erg:zttgziio:éiledﬁ;g
which are willing to take a position (i.e., In Bngs)
ith the usage of the stock €
on a falling market. By analogy W > o
i i ich take such a position as a no
changes we will call units which e
i ivi i ts.” There are two reasons Wiy
course of their activity “gpecialists. { e
it will i i i set on a falling market:
unit will increase its holdings _of an as
ime is speculative and the other is that it can make on the carry.

19Recall that state and municipal governments are considered
to be private economic units.
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If a unit expects that the price trend will soon be reversed, then
it will buy in a falling market in the belief that it will soon be able
to sell the security at a higher price than it paid for it. However if
there is no floor under the security the unit may, in exchange for
this possibility of gains if the price trendis reversed, be accepting
a possibility of large losses if the price trend is not reversed.

In making a market in securities on the stock exchanges,
specialists are more willing to take a position if there is a large
order book just below the market. In this case their potential
losses are limited. Hence a large number of purchasers willing
to purchase a security at some relatively small discount from the
present market price makes for a stable market in the security.
To date in the postwar boom apparently there has always been a
strong order book for most so-called blue chip securities at prices
just below the present market. As long as this is true the market
for these equities will be stable.

The other reason for taking a position in a security during a
falling market is if the buyer can “make on the carry.” By “making
on the carry” we meana situation where the running yield is greater
than the interest rate the owner mustpay in order to finance his po-
sition. For example if a 4 percent bond is selling at 80, the running
yield is 5 percent (the yield to maturity which includes the guar-
anteed capital gain at the due date maybe 6 percent, and the rate at
which the owning unit can borrow is 4 percent, then the unit will
make 1 percent on the carry. In this case the unit will be willing to
take as large a position as it can finance.

If " guaranteed, unlimited financing to specialists exists at an
interest rate suchthatnottoogreatafall in the price of the security
will result in the specialists’ making on the carry, then the market
under consideration, will be stable. This is one reason why access
of the Government bond dealers to the central bank’s discount win-
dow is desirable; by guaranteeing unlimited financing at a posted
rate in times of potential crisis, such access determines an upper
limit to the possible fall in the price of these assets.

If the financial system acts in ananalogous manner with respect
to stock exchange securities it can aid in stabilizing the price of
these assets. I margin requirements and the interest rates on
carrying margin accounts are lowered as the common stock price
level falls, then households can be expected to take positions in the
stock as the price of the stock falls. Given the expected dividend,
for each market price of the security there is a running yield.

During a speculative boom the rumning yield will be very far
below the interest rate that will have to be paid in order to carry
the security. Under these circumstances the margin requirements
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;nn\fﬁ"onment during the business cycle and relying moreupon either

direct controls or on fiscal policy measures.

4. The Behavior of the Government. T_he goverpment’s Sffi:?nc;a}
beha;zior both on account of its tax rcf:cmpts anc_i %ts tt;anecongm};
ments tc; households, is a factor tending to stabilize the .
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However the efficacy of the governmentas a stabilizer depends upon
the relative size of the government — especially the ratioof income

elastic tax receipts to full employment income and the ratio of
transfer payments to the income of an employed member of the

labor force.

If social security, etc. payments are a large proportion of the

income of the employed worker, and if income elastic taxes are a
significant proportion of gross national product, then, if a recession
takes place, the cash deficit of the government will be large. This

will result in a large increase in the riskless assets in the private
system which is in itself a stabilizer.

However, if social security benefits and the over-all federal
government budget do not grow with the economy, the efficacy
of the automatic financial stabilizer due to the government will
decline. For the government to remain a potent stabilizer on the

financial scene it is necessary for government to grow with the
economy.

V. SOME EMPIRICAL INVESTIGATIONS
A. Introduction

In this chapter the results of some modest empirical investi-
gations are presented. The aim of these investigations is to find
out what happens inthe financial sector as the economy goes through
a sustained boom interrupted only by mild downturns. These in-
vestigations were not designed as formal tests of the evolutionary
hypothesis that underlies the theory of severe recessions presented
here, but rather as background material which can indicate lines for
further research. However some of the observations do seem to be
consistent with the proposition that during a sustained boom the

financial system evolves in such a way that greater financial
instability results.

The periods 1920-29 and 1946 to date have been characterized
as periods of sustained boom. These prolonged booms contain
shorter and milder cyclical fluctuations which for want of a better
term we will call short business cycles. In the National Bureau
chronology contained in Table II-1, the period March 1919 to April
1958 is divided into nine trough-to-trough business cycles. Of
these nine business cycles, six (1919-21, 1921-24, 1924-27, 1945-49,

1949-54, and 1954-58) are business cycles contained within our
two longer sustained booms.

From our present point of view, the other three business cycles
between 1919 and 1958 are special cases. The business cycle of

TABLE II-1

United States 19 19-1960

J

273

]
o
o
= nl'\("\w"‘m
._‘:’ ‘2'3—4.:?"‘ - -
-
-]
o
-
S35
-—)
3.8
5gE
-t oor-\.r\\f\m
l‘-'l2 gmzammm:mt\l
]
g
c
® ©
3 3
o~ ot
e SR ao
> wo oo !
- o o o
T ©
ig 8
%] =
€c
3° s
(7] N o O
® 0 :y\ﬂ—-N
o e o O OO
n “....
[ N~ o~
o
> i
3
— -
— 4
. l.33543553
= B D A O N
ElSlsNganRERRe
dr|ggadannnas
.?J - __.>>:—c
gel-555735354
S|t VLY lowe @
HdelSaaaonagdny
mpo\c‘a‘a‘o‘o‘o\s——t
8 '_‘,.‘,.-c-cc-l-'l
®
° = Mmoo N
Sl FEARFTITVRN
(%) S|S0 ST
”n -4 «a W o o o o
° 23’3’5;5""?‘5_
gllFlz322388 2«
n |5
3 |e ~wnone-Q
o e SemdAmaTwnnd
aﬁwt\l-""
THETYYEE LY
a -4
Aels 2p 3882338
= S8 Ezwzn
= o Mmoo 3D
cleaddNARFFRW
510 J - - -
-4 e ® o o o °
2-:3‘3';:;50'*’3"5_
Fl8332238843<

*Quarter in which peak month occurred.

(New York: National Bureau of

PP. 260, 261,

Recessions, Occasional Paper 61,

Inc. 1956),

Economic Research,

Source: G.H. Moore, Measu i



274 RESEARCH STUDY TWO

November 1927 to March 1933 contains the great contraction of
1929-33. This is the single example of a contraction associated with
a severe financial crisis for which large bodies of data relating to
financial interrelations are available. The cycle of March 1933 to
June 1938 contains the large but nevertheless unsatisfactory re-
covery from the great trough of March 1933. The period following
the decline of 1929-33 canbe characterizedasa period of stagnation.
The cycle of June 1938 to October 1945 is dominated by World
War II and hence is very special.

Both March 1919 and October 1945 canbe considered as roughly
equivalent new beginnings for the financial and real sectors of the
economy. Both of these new beginnings take place immediately after
the end of a great war and we know that they are threshholds for
great booms, At these times reconversion to peace time production
can be said tobeginand the financial structure represents a position
inherited from the financing of a war. We want to examine what
financial changes occur during the shorter and milder cycles which
took place after these two new beginnings. Of course at this writing
(as far as we know) we have not reached the end of the post-World
War II prolonged boom.

The institutional framework within which the three cycles between
March 1919 and November 1927 took place differs from that within
which the three cycles between October 1945 and April 1958 oc-
curred, in that the emphasis upon the government’s responsibility
for economic stability was much greater in the second period than
in the first. In addition: (1) The 18-month decline from January
1920 to July 1921 was more severe and was accompanied by more
financial stringency than any of the other “mild” cycles of this
group. (2) The cycle of October 1949 to August 1954 was affected
by the outbreak and existence of the Korean War. As a result, for
some comparisons it might be best to exclude these two special
cycles and include only the trough-to-trough cycles of July 1921 to
July 1924 and July 1924 to November 1927 in the interwar period

and October 1945 to October 1949 and August 1954 to April 1958 in
the postwar period.

Even though the two sets of cycles being examined are examples
of short and mild fluctuations, the proportion of time spent in con-
traction is smaller in the post-World War II period than in the in-
terwar period. The three interwar expansions covered 59 months, the
three interwar contractions covered 45 months, so that 43 percent
of the total 104 months that elapsed was spent in contraction. The
three post-World War II expansions covered 117 months, the three
contractions covered 33 months, so that 22 percent of the total 150
months that elapsed was spent in contraction.  we consider only
two cycles in each period, then in the interwar period boom, 49
months were in expansion and 27 months were in contraction, so
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if the
to the existence and the expectation of excess supply, and if

ice level
time rate of change of prices (as a percentagencgfi;rrlleai?gontmcz
is the same (but of different sigr}f) cfozl-}:iodthurzﬁ(?n gl
i i t of the magnitude on of ‘
o l?deptirgaenthere would be a greater risein pr:lc:es o:&c: a:
gggiosdu%pogéring a number of such small cycles during the po

boom than in the interwar boom.1

i how
Quarterly data available for the pos_t-World War I pe::l.c:’l nssions
the w.lflil or of the expansion. During the first two post\gz:lar e; ;;:3 S
sg national product increased at a rate of 3. !i)on L
S . in the two following expansions }:he expans e
S 13 5.0 percent per quarter. Inaddition the downtuarn e
percent_ls:}n thé rgte of decline in the first contraction was f dp oent
e i t’er- in the contraction of 1953-54 the rate o ecrin 2
3?3 %u:z:-cént and in the 1957-58 contraction the rate was again .

percent.

i icesrise by A 1 percent
1 during each month of expansionpri i
gsgﬁ?:g eachg month of contraction prices fall byt;g pfii:ie?::vel
z:ll:‘at AAg = 1. Then with an initial price level of po, P
. jhorm 1

n-T here T is the number of months

p
i = poh1 A y : -
i; S;lp'::éioﬁe rﬁn'r thel: %ull-nbe'zr of months in contraction, and 7 ~n-T.

2T-n 1 we wish toconsider the percentage

Th1§ becomesf.' plg ;xg:nxslion and contraction as our bamr? variables,

of time spen / h-1-0 [?L2 71" Obviously
B X T nlg =1 =p {n) :

we would have py = Pp A1 s 2 oo

the ratio pn/po depends upon the percentage of time sp

expansion.
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The basic problem ofthis chapter is “what happens to the fi-
nancial sector during such great booms?” In addition we will take
a brief look at what happened to the financial sector during the
contraction and stagnation periods.

On the whole, the data examinedare consistent with the proposi-
tion that the financial changes associated witha sustained boom are
such that the possibility of financial difficulties increase as the
boom is prolonged. The continuing flow of systematic data on fi-
nancial interrelations from the Federal Reserves System’s flow of
funds/savings unit will enable us intime tomake much more precise
observations on how the structure of financial interrelations changes
during good times.

B. Financial Changes During Prolonged Booms

In this section we will look at some of the financial changes that
have occurred between 1919 and 1929 and since the end of World
War II. We will examine changes in velocity, in the portfolios of
the monetary system, and in the balance sheets of nonfarm house-
holds, noafinancial corporations, commercial banks, mutual savings
banks, savings and loan associations and life insurance companies.

1. Velocity Changes. An over-all attribute of the financial sys-
tem which is significant for determining the possibility of financial
crisis is the ratio between money and income, that is, the income
velocity of circulation of money. This ratio is significant, for it is
a measure of both the nature of the time gaps between receipts and
payments which can occur without causing any appreciable financial
embarrassment and the defaults on money flows which can be
absorbed by the various units.

A number of conceptual difficulties are involvedinthe definition
of money. There obviously is a difference between money which is
the result of a commercial bank’s owning private debt and money
which is the result of a commercial bank’s owning gold or govern-
ment debt. If the bank owns private debt, two things are true which
are not true in the case of gold or government debt:

1) the asset is a risk asset;

2) the debt of the private unit implies a balance sheet constraint
upon the private unit’s behavior. Hence in examining velocity
changes during the expansions and contractions of the interwar and
postwar periods we will look at two concepts of velocity: one the
traditional velocity in which money is defined as demand deposits

and currency and the other the “Pigouvian® velocity in which money |

is defined as thelgold stock, treasury currency and the government||
[debt outside of government trust funds. 4
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The traditional concept includes all assets 'whic_h in their
present form can be used to make payments; the Plgouman‘concgpt
includes all assets of the monetary system and the pu'bhc which
are free of risk as to default of principal and interest (if any) and
which do not constrain any decision-making unit. }Io@e th:’:l.t_ tl?e
Pigouvian concept of money is closer to ‘t_hs_.t which is 1mp11(::1t in
various 100 percent money schools than it is to the ccnv..fenuonal
demand deposits plus currency concepts. {slso note that in an era
where interest rates, especially long-term mterest’rates:,are flex-
ible the long-term government debt content of Pigouvian money
is not free from a liquidity or market risk.

During the period 1919-29 there was a slight upward tr_'end in
income velocity, and most of the change occurred during the
expansion which began in November 1927. In Auglzlst 1929 the esti-
mated traditional velocity was 3.94. This is in co'nt.rast to the
strong trend that the traditional velocity I?as exhibited um thg
post-World War II sustained boom. If 4.00 is taken asa pealf
income velocity on the basis of the observed velocity of 3.94 in
1929, then in November 1948 traditional velocity was 54 percent of
the potential peak and in March 1960 it had risen to 80 perce_nt of
the potential peak. That is, it could be argued that the scarcity of
money relative to income is approaching the 1929 level.

However any investigation of the relative scarcity of money can
not ignore the various changes such as improved communications,
greater use of charge account credits, the regent growth of bgnk
“overdraft” arrangements, the improved technigues for managing
corporate cash, and the growth of liquid assets that are substitutes
for money. These usages and institutions may gffgct 1_:he‘d_emand
for money so that the ceiling to income velocity is significantly
greater now than was achieved in 1929.

The second velocity concept, Pigouvian velocity, shows a strong
trend during the 1919-29 period. Between the peak of gan}mry 1920
and the peak of August 1929 the value of Pigouvian velocity increased
from 3.35 to 5.59 or 67 percent. The same strong trend has been
shown in the post-World War II period, between the cycle peak of
November 1948 to that of March 1960 Pigouvian velocity increased
from 1.22 to 2.06, a rise of 69 percent. However in the 1926-29
period there was a very sharp rise in Pigouvian veloeity, whereas
in the 1957-60 period no such rise has occurred.

The difference in the behavior of Pigouvian velocity in two
periods is a reflection of the difference inthe course of the govern=
ment debt. Between 1919 and 1929 approximately 40 percent of the
government debt was retired from the private economy. Between
1945 and 1948 the public debt outside of U.S. trust fulnds was lowered
by some 15 percent, but as a result of both recessions and the gold
war the relevant public debt has grown by some 11 percent since
then.
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TABLE II-2
Income Velocity, Traditional and Pigouvian
1919-1929 and 1945-1960
(1) (2) (3) @  (®
Trough Peak oy M Mp Ve Vp
x102 x10° x10° 1+2 1+3
]
Mar, '19 77,1 22,2 26,9 3.48 2,86 Ty
]
Jan, '20  86.2 24,0 25,8 3,59 3.35 P
July '21 . :
70,3 21,2 25,5 3.31 2,76 Tg
May '23 84,3 23,1 24,0 3.65 3,51 Py
]
July '24 83.4 24,9 23,0 3.36 3,63 T3
Ooct, '26 95,3 25,8 21,4 3.69 4,46 Pq
Nov, '27 93,5 26,7 20,3 3.50 4,62 T4
Aug, '29 104,4 26,5 18,7 3.94 5,59 Py
oct, '
t 45 182.8 134.4 253,5 1,36 72 Ty
Nov, '48 265,9 122,9 217.9 2,16 1,22 Py
1
Oct. '49 257,0 123,8 221,9 2,08 1,16 Typ
July '53 367.1 142,4 229.9 2,58 1.60 Py
Aug. '54 362,0 143.1 230,.4 2,53 1,57 Ty
July '57 445,6 149.8 224,2 2,97 1,99 Pri1
L]
Apr, '58 429{0 157,5 225,7 2,72 1,90 Tyy
Mar. '60 500,2 155,8 242,8 3.21 2,06 Py
Symbols; Mt = Traditional Money
Mp = Pigouvian Money
vt = Traditional Velocity
Vp = Pigouvian Velocity
Source: Federal Reserve Bulletin: Various issues
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CHART II-2

Traditional and Pigouvian Velocity
Reference Cycle Peaks and Troughs, 1919-29 and 1945-60
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I fiscal policy operates SO that large cash deficits occur in
recessions and small surpluses in boom times, then the Pigouvian
velocity will not rise at the same rate as in the 1920’s.

n which the budget is balanced
Joyment (such as is suggested
t of the President, pp. 78-81)
line occurs in the debt owned

2The adoption of a budget policy i
at some target level of income Or emp
in the January 1962 Economic Repor
will tend to assure that whatever dec

by the public will be modest.
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TABLE II-3

Government Debt Outside U.S. Trust Funds
(In billions of dollars)

End of Year
1919 25,076
1922 22,270
1929 15,723
1945 249,204
1948 213,313
1959 237,200

Source: Federal Reserve Bulletin: Various Issues.

Pigouvian velocity measures the ratio between income and the
market value of assets which are free of default risk and which do
not constrain decisions.3 These are assets whose value would not
fall if the private economy declined. Tothe extent that the so-called
real balance effect is effective, it operates by way of Pigouvian
money affecting the ratio of consumption to income.

2. Over-all Changes in the Portfolio of the Monetary System.
The money supply consists of demand deposits (adjusted) and
currency outside banks. Some authorities argue that in order to
assure the growth of the economy, the Federal Reserve System
should control the reserves of the banking system so that the money
supply grows at a steady rate.4 (There is some evidence that the
Federal Reserve System has been following some such steady
growth rule.) This view neglects the influence thatthe nature of the
assets owned by the banking system may have upon economic units.
In other words to know the effects of the money supply it is neces-

sary to look not only at the quantity of money but also at the assets
of the banking system.

3Government guaranteed debts, such as FHA and VA mortgages,
constrain the debtor even though the lender is protected, partially
or totally, against default risk. Hence, such insured, guaranteed or
endorsed private liabilities are not a part of the Pigouvian money.
Similarly outstanding state and municipal debts constraindecisions
by these units.

4Milton Friedman A Program For Monetary Stability (New York,
Fordham University Press, 1959).
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As was mentioned earlier, commercial banks are organizations

i i i to segregate
different services. It is necessary t
s g f the commercial banks from their

the time deposit activites ob 1 . . ‘ r
savings depogit activities. In their savings deposit activities, com

mercial banks are savings intermediaries lel:stth as ar(e;elrirflz nié;s:;':::ii
i i te eir

companies, mutual savings banks, efc.

acli\l:ities commercial banks are a part of the {nonetary Sfr?teﬁoiﬁ

can “force” their liabilities upon the community (unless the

tary system breaks down as in a hyperinflation).

i i “savi department” of a
We arbitrarily assume that the “savings
upank” has all the net worth and the r!sk:iest ofda(sisef)e;it\:f%:gar;?t
i i “demand dep -
ve this department any cash at all. The
grtent of a Igmnk has all of the reserve money, :;am;lt :%sal-;]?t}?stlég
Assets owned Dy
st assets owned by the bank. ) i i
f:i ::rder of increasing riskiness, are cash (mcludmg golg)},a tgoI‘;eiI;mna
ment debt (including treasury currency), and private debt.

TABLE II-4

Composition of the Money Supply
June 1922 and 1929

(In millions of dollars)

June 1922 June 1929

Federal debt owned by monetary system 4,540 5,161
93
U.S. Treasury currency 1,035 1,037
4,0
Gold Stock 3,498 -
Total “Public Assets” 9,073 10,
Total Demand Deposits (adjusted) and 21,391 26,179
Currency 3
Public Assets/Demand Deposits and 42.4 39.
Currency

Source: Federal Reserve Bulletin: Various Issues.

consolidated balance sheet for the monetary sysfiem {Tr:::i?;
monetary operations, Federal Reserve Systez:p an _cox.xI:t‘m o
banks) the value of gold plus government debt {mcludmgd ;e osit)s’
currency) is greater than or equal to the value of deman ?pkless
plus currency, then we can assert thatthe money supply 1$ n?ts
and does not constrain private and subsidiary government units.
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If however demand deposits plus currency outside banks exceed
the value of gold plus government debt in existence, then some
private debt is monetized. The extent to which private debt is
monetized represents the pressures placed upon private units by
debt to monetary institutions. Since debt, especially short-term un-
funded debt, tends to constrain economic activity, the repercussions
of an increase in the money supply are not independent of whether
private debts or public debts are owned by the monetary system.

In Tables II-4 and II-5 the ratio of various classes of assets
to the money supply is given. Between June 1919 and June 1929,
the ratio of Public Assets ownedby the monetary system to Demand
Deposits and Currency fell from 42.4 percent to 39.3 percent.
This is not a great change in the asset composition of the monetary
system but it gives some slight evidence of a trend from public
to private debt during this period.

The changes that have occurred since 1946 are much more
striking. In 1946, no private debt was “monetized” —the money
supply was riskless. The monetary system was so “full* of govern-
ment debt and gold that more than $20 billion of government debt
owned by the banking system could be assigned to the savings de-
partments of commercial banks. In the year 1949-50, for the first
time in the postwar period it was necessaryto allocate private debt
to the monetary system. From 1 percent of the assets of the mone-
tary system in December 1950, private debt assigned to the mone-
tary system has increased to 24.8 percent of the assets of the
monetary system in December 1959. During this period (1950-59),
the money supply increased by $27,530 million and the private debt
assigned to the monetary system rose by $34,764 million. The
large increase in risk assets assigned to the monetary system
implies that the expansionary effect of the increase in money was
in part counteracted by the inhibiting effect of the rise in private
debt owned by the monetary system.

This tendency, very marked in the 1950’s, to shift from a port-
folio entirely made up of riskless assets to one weighted very heavily
with risk assets was not evident in the 1920’s.° It may be that a
“bankers constraint® coperates to keep a large portion of the port-
folio of the monetary system invested in riskless assets, and that
60 percent private debt may be a ceiling that results from bankers

9Some of the risks involved inprivate debts in the post-World War
I periods are absorbed by government endorsements and guarantees,
which have grown enormously since 1935. See George F. Break
The Economic Effect of Federal Loan Insurance (Washington, D.C.:
National Planning Association, 1961).

TABLE 11-5

Net Monetized Private Debt, 1929-1959

(In millions of dollars)

Net

Percentage of Total
Net
Gov't.

Net

Net Pvt,
Debt

Net Gov't.
Debt

Net Gold

Deposits
Total

currency
and Demand

Private
Deb
.

Cebt

Gold

3
+600

L1L0
.226
405
.175
169
.185
.198
.200
.72
.16l
161

15,3069

3,340
= 1,197
=20,467
~20,504
-15,465
-10,925
-10,783

To139
11,508
21,033

104,884
111,904
107,990
100, 38L

3,672
4,324
13,524
17,924
18, 6L4
21,072
22,141
22,277
20,188
20,416
20,686
19,336
18,384
18,523

bl
19,172
33,360
102,341
110,044
113,597
111,600

une
June 1933

June 1939
Dec. 1945
Dec. 1946
Dec. 1947
Dec. 1940
Dec. 1949
Dec. 1950
Decs 1951
Dec. 1952
Dec. 1953
Dec. 1954
Dec. 1955
Dec. 1956
Dec. 1957
Dec. 1958

17l

.800
018
.782
+759
. 768

99,672
96,246
97,383
97,702
100,265
103,935

111,166
117,670
124,547
128,800

2

.010
.05k
.081
.08l
090
.167
.201
.202

.181

1,236
6,748
10,412
10,943
12,081
23,130

28,111

83

.148
.137

130,5h4
131,400

<773
.699

.13L
2133
141

.116

96,545
92,973
91,095
100,500

138,198

.665
657

18,643
19,511

139,727
138,557

27,951
25,900

<703

16,600

143,000
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TABLE II-6 (b)

Nonfarm Households (Billions of dollars)

Percent

Data Data Percent  Percent 1958- G
1946 1958 15L6 Ba e ¢ sl Tmr i
I Tangible Assets
239.91 631,98 .
o 37.5 L1.9 392.1 L5.2
1. Currency and demand deposits L8.92 53.17 7.6 3.5 k.3
2. Other bank deposits and shares 59.06 140.43 9.2 9.3 Bl.h B '“‘“
3. Life insurance reserves hll-éé 99.680 7.0 6-6 55.? :t o
L. Pension and retirement funds, private 2.94 2h.81 .5 1.6 ?1.9 ?‘5 '
E g o b w
S. Mortgages 13,07 27.94 2.0 1.9 .9 L7 :
6. Securitles, U.S. government 51.27 51.89 8.0 3. 6 1 B}
7. Securitles, state and local 10.89 23.70 1.7 1.6 1?.8 1.5
8. Securities, other bond and notes 1.79 11.73 1.2 8 3.9 .h
9. Securitles, preferred stock 8.20 10.23 1.3 7T ?-O .2 :
10. Securities, common stock 92.30 326,99 JITR Y 21.7 23L.7 27'1
11. Equity In mutual financial organizations 1.2 L.38 2 3 3.1 'L o
- . . . LA
12. Equity in other business 57.32 96,55 9.0 6.k 39.2 L -
13. Other loans and Intangible asasets 2.48 3.70 L 2 1'2 i
1. Total . ) : )
Loo.ok 875.32 62, )
III Liabjlities ’ o v .
1. Consumer debt 8
.00 k.31 1. .
2. Trade debt «60 1.B3 i ’ i e N
3. Loans on securities 1.76 6.01 .3 .h :: .Sl
L. Bank loans n.c.c. .60 2.01 .3 .1 l:h :l ':'
:. Qther loans 1.90 k.37 3 3 2.5 3 L]
. Mortgages 19.24 112.26 3.0 Tol 93.0 10.7 ‘
o T. T:rtll 32.10 170.79 5.0 11.3 138.7 16.0 L1521
Equities (net worth) 607.85 1,336.51 95.0 88.7 728.7 8.0
V Total Assets or Liabllitles & Equities 639.95 1,507.30 100. 100 867.4 1€0 I ‘c

Sources: Woxjksheets provided by the Commission on Money and Credit. A somewhut
rev1sed. version of this data will appear as a supplement in the Statistical
Appendix to Raymond W. Goldsmith and R.E. Lipley, Studies in the National

Sheet (New York; National Bureau of Economic Research, forthcom ing).

tptal' assets of households,. were common and preferred stock and
life insurance reserves; between 1946 and 1958 the most rapidly
growing intangible assets of households were private pension and
retirement funds, common stock, and other bank deposits and shares.

3) Between 1922 and 1929 the total liabilities of households
grew by 129 percent whereas the net worth of households grew by
63 percent. During this period borrowing on securities grew by
156 perge'n't and mortgages by 133 percent. Between 1946 and 1958
!:he liabilities of households grew by 432 percent while the equity
interest grew by 120 percent. During this period mortgages grew
by 4§3 percent and consumers debt by 454 percent. Loans on
securities increased a modest 2.41 percent.

4) In 1922 liabilities of households were 8.3 percent of total
assets; in 1929 they were 11.3 percent. In 1946 liabilities of house-
holds were but 5 percent of household total assets, but by 1958
they were 11.3 percent of total assets.
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5) Between 1922 and 1929 common and preferred stock rose from
20.7 percent to 30.7 percent of total household assets. Between
1946 and 1958 common stock rose from 14.4 percent to 21.7 percent.
Equity in mutual financial organizations rose from .2 percent to
.3 percent and preferred stock fell from 1.3 to .7 percent of total

assets.

6) In 1922 tangible assets were 40.6 percent of nonfarm house-
hold assets; by 1929, tangible assets had fallen to 36.6 percent of
the total. In 1946 tangible assets were 37.5 percent of household
assets whereas in 1958 they were 41.9 percent of household assets.

During both sustained booms there was an increase in household
debt relative to household net worth, and in the proportion of total
assets represented by the value of common stocks. These two ob-
servations are consistent with each other and the increasing vul-
nerability to financial distress hypothesis.

The big difference between the two booms lies in what happened
to tangible assets. Inthe 1922-29 period 30.6 percent of the increase
in assets was in the form of tangible assets, whereas in the 1946-
58 period 45.2 percent of the change intotal assets was an increase
in tangible assets owned by households.

b. Nonfinancial business. In Tables II-7(a) and (b), the liability
side of the balance sheet for nonfinancial corporations is exhibited.
The following observations about the material in these tables seem

pertinent:

1) There was no significant change in the ratio of equity to
total liabilities including equities in the balance sheets between
1922 and 1929; the ratio was approximately 40 percent “liabilities”
.and 60 percent “equities.”

2) There was a slight increase in the ratio of equity to total
liabilities between 1946 and 1958: in 1946 equities were 66.3 per-
cent of the total and in 1958 they were 67.5 percent.

3) Mortgages plus bonds and notes were 18.6 percent of total
liabilities and equities in 1920, 20.2 percent in 1929, 11.7 percent
in 1946 and 13.1 percent in 1958,

The decrease in the ratio of debts to total liabilities including
equities in the post-World War II period when compared to the
20’s is of course a factor which would tend to decrease the likeli-
hood of a financial crisis occurring, for the smaller this ratio the
smaller the likelihood that a decrease in income would cause de-
faults that would result in increasing the pressure on financial
institutions. The difference in the financing of business in the two
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TABLE II-7 (a)

Nonfinancial Corporations (Billions of dollars)

Data Data

Data Data Percent Percent Percent Percent (1929- (1933-
1922 1929 1933 1939 1922 1929 1933 1239 1922)  1929)
I Liabilities
1. Payables to financi
e 8.5 9.01 6,88 L9 6.2 b9 L7 3.8 .86 - 2.4
2. Payables to other business 9.95 11.89  7.92 9.0 7.6 645 5.7 7.5 1.9 =~ L0
+ Mort
5 pe caee fn 24,50 37,10 37.80 29.81 18,6 20,2 2T.1 237 126 7
5. Accruals 1.82  3.23 97 267 b 1.8 .7 2.1 1 - 23
6. Other liabilities 9.18 13,17 20.93 kL33 7.0 7.2 7.8 3.h L0 - 2.2
7. Total 53.60 74.k0 6L.20 51,00 L0.8  LO.6  h6.0 L0 20,8 -10.2
11 Equities 77.88 109,05 75,22 7459 59,2 594  Sh.0  59.h 31,2 -33.8
III Total Liabilities & Equities 131,48 183.45 139.42 125.59 100. 100. 100, 100, £2.0  =hk,0
== = Percent Percent Percent Percent
(1939- (15k6- 5 = & Tt 1929 1933 1939 _19L6
1933)  1939) Awwwu ﬁwwwv Awwwwu Awwwwv 1977 1925 1933 1939
I Liabilities
1, Payables to financial
e e imaTaciss - 1.8 1.7 5,5 13,0 1,11 .73 .13
2. Payables to other business 1.5 3.7 9.1 10.9 1.19 67 1.19
3. Mortgages ) -
i, Dordy ond motes) 8.0 2.2 16 5840 1,51 1,02 .79
5. Accruals 1.7 2.7 5.2 12,3 1.77 230 2,75
6, Other 1liabilities - 6.6 7.7 5.0  LT7.8 143 .83 Lo
7. Total -13.2 40,0 23,2  95.7 1.39 .86 .79
11 Equities - 6 60.0 76.8 Le3 1.L0 59 99
III Total Liabilities & Equities  =13.8 100, 100, 100, 1.Lo .76 .90
Note: (1922-39) data not comparable to (1946-58) data.

Source: Raymond W. Goldsmith, A Study of Saving in the United States, Vol. III (Princeton: Princeton

University Press, 1956), Table W-31.

TABLE II-7(b)

Nonfinancial Corporations

(Billions of dollars)

Percen

t (1958-
e Dwn Pereen Peree (5 (st 33
I Liabilitles
1. Trade debt 23,45 59.5k 8.2 749 36.1 7.7 2.5
. Loans on securities L9 .2
w. Wﬂ% 10ans fae.Ce 9.13 28,1 3.2 3.7 19.0 L.0 3.08
L. Mortgages 9.0 29.22 3.2 3.9 20 b3 u.wp
5. Bonds and notes 2h.36  69.146 8.5 9.2 LS.l 9.6 2e ”
6. Other liabilities 30,16 59.6L 1045 7.9 2945 643 1.9
7. Total 96,69 2L6.00 33,7 32,5 1L9.3 31,7 m.w.
I1 Equities 189.9 511.80 66,3  6T.5 3219 68,3 Mom
111 Total Lisbilities & Equities 286.63 157,80 100, 100,  L71.2 100. )

Sources: Same as Table 11-6(b).
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TABLE II-8 (b)

Commercial Banks (Billions of dollars)

Dats  Data  Percent Percent (1958- Lircs™t 1958
L6 1958 Iok6. 1958 19u6) \1orE i
I Tengible Assets 1.37 3.8 9 j T 2.1 2.3 2.5
I1 Intangible Assets
1. Currency and desand deposits 28,53 35.13 19.0 1.5 6.6 1.2 1.23
2. Other bank deposits and shares .06 .08 -0l .03 .02 02 1.3
3. Consumer credit 2.66 16,35 1.8 6.8 13,7 15.0 6.15
L. Lomns on securities 3.16  L.66 2.1 1.9 1.5 1.6 1.7
z. Bank loens n.e.c. 18,10 53.90 12,1 22,3 35.8 X.2 2,98
o Iof‘tg-gcl 7.20 25,26 L.B 10.5 18.1 19.8 3.51
7. Securities, U.S. governsent 7L.78 66,18 L9.8 274 -8.6 -9 .88
B. Securitles, stste and locml L.lo  16.50 2.9 6.8 12,1 13.2 3.7
9. Securities, other bonds and potes 3.32 3.52 2.2 1.5 .2 .2 1.06
10. Securitles, common stock .19 «19 el .08 ] 1,00
11. Other intangible mssets 6.31 16,25 k.2 6.7 9.9 10.8 2.58
12. Total 1h8.71 238.02  99.1 98.6  89.3  91.7 1.60
III Lisbilities
1. Currency and demand deposits 104.86 1L8.52 69.9 61.5 b3.7 L7.8 1.b2
2. Other bank deposits and shares 3h.17 65.89 22.8 27.3 31.7 3.7 1.93
3. Bank lomns n.e.c. .04 .07 Rerd <03 W03 .03 1.75
L. Other lomns .21 [¢] o1
S. Other liabjlitles 8L 5.68 6 2.4 4.8 5.3 6.76
6. Total ‘1,0.13 220.16 93.4, 91,2 Bo.0  BT.5 1.57
IV Equities 9.95 21.34 6.6 8.8 11.L 12.5 2.1
V Total Assets or Lirbilities & Equities 150.08 2L1.50 100. 100. 91.h 100, 1.61

Sources and footnotes: See Table I1I-6(b).

has increased significantly. No such marked trend in riskiness is
evident in the 1920’s.

d. Principal savings intermediaries. In Tables 1I-9 (a) and (b),
II-10 (a) and (b) and 1I-11(a) and (b) the assets of the princial sav-
ings intermediaries, the mutual savings banks, the savings and
loan associations and the life insurance companies are presented.
The following observations seem relevant:

1 Both during the 1920’s and in the period since 1946 the sav-
ings and loan associations have been the fastest growing savings
}ntermediary: in the 1920’s their total assets grew 165 percent and
in the 1946-58 period they grew a phenomenal 441 percent. In the
1920’s some 88 percent of their assets were mortgages, in 1946
only 70 percent, but by 1958, 82.3 percent of their total assets
were in mortgages.

2) During both the 1920’s and in the period since 1946 the
mutt,}al savings banks have been the slowest growing financial inter-
1_-nedmry; in the 1920’s their total assets increased 50 percent and
in the 1946-58 period they grew by 102 percent. During the 1920’s
they decreased their holdings of U.S. government debt from 16.5
to 5_.4 of their portfolio, meanwhile increasing their morigage
holdings from 44.4 percent to 55.3 percent of their portfolio. In
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the period since 1946 they engaged in a similar switch, although
more extreme: in 1946 mortgages were 23.7 percent of their port-
folio and U.S. government securities were 62.8 percent; in 1958
mortgages were 61.1 percent of their portfolio and government

debt was 19.1 percent.

3) The total assets of life insurance companies increased by
102 percent in the 1920’s and by 124 percent in the period since
1946. In 1922, 85.7 percent of the total assets of life insurance
companies was in mortgages; in 1929, 41.9 percent was in mort-
gages. During the 1920°s 48.1 percent of the increase in assets
was allocated to mortgages. In 1946 only 14.8 percent of the port-
folio of life insurance companies was in mortgages; by 1956, 34.2
percent was in mortgages. Mortgages constituted 49.6 percent of
the increase in total assets during this period. However in the
1920’s this was not due to a switching out of Government bonds,
for the life insurance companies held but 1 percent to 2 percent
of their assets in Government bonds during that period. In the
postwar period U.S. government securities declined from 44.6
percent to 6.6 percent of the portfolio of life insurance companies.
As a result, 51.9 percent of the increasein assets of life insurance
companies was allocated to securities, other bonds and notes, i.e.,
to private debt excluding mortgages.

It seems obvious that since 1946 the savings intermediaries
have been engaged in a massive shift of their portfolio, choosing
to hold the debts of households and business firms rather than the
debt of the government. On a much milder scale the mutual savings
banks engaged in such a shift during the 1920°s. The savings and
loan associations and the life insurance companies were in no
position to do this during that period because they held very small
amounts of Government bonds. There seems little doubt that there
is a tendency for the savings intermediaries to increase the
riskiness of their portfolio during a sustained boom, although there
may be a limiting riskiness which they will accept. Apparently
they have been far short of any such limiting portfolio in the peried

since World War IL

4, Changes in Gross National Product and Selected Balance
Sheet ftems During Sustained Booms. We have examined the changes
in the structure of financial relations that take place during a sus-
tained boom. We will now compare changes in gross national product
and personal disposable income (which can be consideredas meas-
ures of nonfarm households and nonfinancial corporation receipts
on income account) during the sustained booms with changes in a
few of the items on the balance sheets of nonfarm households and
nonfinancial firms. This examination is cursory, but it does indi-
cate that at least selected balance sheet items do on the whole grow



TABLE II-9 (a)

Mutual Savings Banks

(Billions of dollars)

Data

Datn

Data

Data

Fercent Percent Percent Parcant g

P t P t P t P t (1929- (1933 (1939~ (19L6- e X - 6 1933 1939 _19L6
Dite  Deta  Date  Dats Pt e i 1w 190 1929 19330 1939) 127 O (1739- (U6 “wor 75 133 D%
1 Tangible Assets .06 250 WS J3 10 1.5 b2 6.2 09 .30 28 - W58 2.8 337 5.7 Bul 2,50  3.00  1.62 .21
11 Intengible Assets
1. Currency and demand deposits .22 .26 oLé b1 33 2.6 L.3 6.6 Ol 20 .35 - L5 1,2 22.5  32.1 2.2 1.18 1.77 1.76 .81
2. Other bank deposits and shares - - -— -
3. Consumer credit - . = -
L. Loans on securities -— . i -—
5. Mortgages 293 506 5.5 LGk Lhd 5503 516 LOB 253 .09 - 7L - .39 TR 101 651 5.7 186 102 8792
6. Securities, U.,5. government 1,09 .53 «8L 3.10 16,5 Selt T.8 26,2 = .56 W31 2,26 8.66 =171 3L.8  207.3  125.8 o9 1,58 3.69 3.80
7. Securities, state and locel «70 #91 90 .62 1.1 9.2 8.4 S.2 W21 - J01 - .28 = W56 6. 1.1 25.7 8.1 1.30 «99 «69 .10
8. Securltles, other bonds and motead 130 g7 2.2 LST 2.0 2.0 26 12 BT 5 - T - B 26.6 16,9  68.8 5.5 167 10T .68 .85
- '’
10. Other intangible mssets - —~ - —
11. Total - - n mm
II1 Total Assets 6,60 9.87 10,76 11,85 100, 100, 100,  100. 3.27 .89 1,09 6,50 100,  100. 100,  100. 1.80 1,09 1,10 158
Sources: 1, (1929-39) 1. R. W. Goldsmith, Financial Intermediaries in tha American Economy singo 1900, for the Natlonal
Bureau of E 1 P Princoton University Press, 1958}, Table A-5.
2. II, 1, 5) R, W, Goldsmith, A Stdy of Baving in the Uni States, Vol. I (Princeton: Princeton Univeraity
Press, 1955), Tables L-29, A-81, M-3, M-8,
6, 7) R. W, Goldsmith, Financial Intermediarios in the American Economy Since 1800, op. cit.,
Table A-5.
8, 9) R. W. Goldsmith, A Saidy of Saving in the United States, op. eit., Table L-29,
3 1L R, W. Goldsmith. Financial Intermediaries inthe American Economy Since 1800, op.cit., Table A-5.
TABLE II-9(b)
Mutual Savings Banks
(Billions of dollars)
— ——————
e ——
—_— Percent 1958
Data Data Percent Percent (1958~ (,ocn.
196 1956 196 1958 19L6) ioigy 1916
1 Tangible Assets .15 .32 .8 o8 .17 o9 2,13
11 Intangible Assets voTE
1. Currency and demand deposits .66 .76 3.5 2,0 .10 .5 5
9. Other bank deposits and shares .16 .16 9 ol (o] 1,00
3. Consumer credit »02 o1 .1 b .12 6 7.00
S * 01 -
e Li. Loans on securities .
S. Mortgages LS  23.26  23.7 61.1 18,81  97.3 5.23
6. Securities, U.S. government 11.78 7.26 62,8 19,1 = L.52  23.4 .62
7. Securities, state and local .06 .72 o3 1.9 «66 3.b 12,00
8. Securitles, other bonds and notes 1.19 liall 6.3 10.8 2,92 15.1 3.45
9. Securities, common stock .15 «86 .8 2.3 oT1 3.7 Se73
10. Other intangible assets .13 o7 o7 1.2 o3l 1.8 3.62
11. Total 18.60 37.77 99.2 99.2 19.17  99.1 2.03
111 Total Assets 18,75 38.09 100. 100. 19.3L 100. 2.03

Source: Same as Table 11-6(b).



96¢

L62

TABLE II-10(a)
Savings and Loan Associations (Billions of dollars)

Data Data  Data Data Percent Percent Percent Percent (1929~ (1933~
1922 1929 1933 1939 1922 1929 1933 1939 1922) 1929)
1 Tangible Assets .01 .17 93 7 A 2,3 1.9 a3 W16 6
II Intengible Assets
1, Currency and demand deposits .10 «17 B «27 3.6 2,3 2.2 5.0 07 = 03
2. Consumer credit - - - p—
3. Mortgages, non-farm 2,47 6,57 L.68 3,88 88,2 88,7 75.1 721 Lo10 - 1.89
k. Securitles, U.S. government .03 $02 «06 .10 1.1 .3 1.0 1,9 =~ 01 .04
S. Other intangible assets - - o i
6. Total - = _— .
III Total Assets 2,80 T.41 6423 5.38 100, 100, 100, 100, Le61 = 1.18
G, Caome (0T (g (o Cowe S 28 T B
1922)  1529) 1933) 1939)
I Tangible Assets - W16 = .63 3.5 6l 18.8 13.0 17,00 5lhT .83 .18
I1 Intangible Assets
1. Currency and demand deposits .13 «20 1.5 2.5 5.3 L.l 1,70 .82 1.93 1.7k
2, Consumer credit
3. Mortgages, non-farm - .80  3.26 88,9 160.2 Sk 67,1 2,66 71 .83 1.84
L. Securities, U.S. government Ol 191 .2 3 L7 3943 W67 3,00 167 20,1
5. Other intangible assets
6. Total
III Totzl Assets - .85  L.B6 100, 100,  100. 100. 2,65 8L 86 1,90

Sources: 1. (1929-39) @1 R. W. Goldsmith, Financial Intermediaries in the American Economy since 1900,
for the National Bureau of Economic Hesearch (Princeton: Princeton University

Press, 1958), Table A-19,

2. I 1, 3) R. W. Goldsmith, A Study of S:ving in the United States, Vol. 1 (Princeton:

Princeton University Press, 1955), lables J-2, M-3, M-8.
4) R. W. Goldsmith, Financial Intermediaries in the American Economy since

1900, op. cit., Table A-19.
3. 11I: Ibid.

TABLE II-10(b)

Savings and Loan Associations
(Billions of dollars)

Percent.

Dats  Data Percent Peccent (19505 (1088, 3R

I Tangible Assets o1k 1.15 1.4 2.1 1,01 2.2 8.21
11 Intangible Assets

1. Currency and demand deposits 47 1.75 L6 3.2 1,28 2.8 3.72

2, Consumer credit .06 .70 o6 1.3 N 1.4 11.67

3. Mortgeges, non-farm 7.1y L5.60  69.7 82,3 38,06 B5.1 6.39

L. Securities, U.S. government 2,01 3,82 19.6 6.9 1.81 LeO 1,90

5, Other intangible assets 43 2,40 Le? he3 197  heb 5458

6. Total 10,11 Sh.27 98.7 97.9 LLel6 977 537

111 Total Assets 10,24 55.h2 100. 100. L5.18 100, Selil

Source: Same as Table 11-6(b).



TABLE II-11(a)

Life Insurance Companies

(Billions of dollars)
Data  Data  Dats  Data Percent Percent Percent Percent (1929- (1933 (1939- (1946 oo wm—mwwﬁ..p w”mm.... ummnw.a 1929 1933 1930 _19Lé
1922 1920 1933 1939 1922 1929 1933 1939  1522) 1929) 1933) 1939) ‘joo5) 1999)  1933) 1939) 1975 1929 1933 1939
1 Tanglble Assets «20 oli6 1,26 2,13 2.3 2.6 6.0 T3 o2 .80 87 - 26 2.9 234 10.) 1.L 2,30 ?.7h 1.69 o7
I1 Intangible Assets
1. Currency and demand deposits .13 .15 32 «93 1.5 o9 1,5 3.2 402 .17 b1 - L16 .2 5.0 7.3 .9 1.15 2,13 2.38 .83
2, Mortgages 3409 7.3L 6472 5.6 35,7 Ll 32,2 19.7 La?5 - .62 - .96 1.0 L83 181 115 1.7 2.38 .92 .86 1.2k
3. Securities, U.S. goverrment .88 SN 86 5.40 1,0 1.9 Lo 18.5 - .5L .52 LoSL 16,23 6.1 15,2 Sh.h 89.1 .39 2,53 6,28 L.01
Lo Securities, state and local 36 «S57 .86 1,76 8 3.3 L.} 640 .21 29 .90 = 1,15 2.k 8.5 10.8 6.3 1.58 1,51  2.05 .35
5. Securities, other bonds and notes «-- - - -
O o palsssetisiock) .08 35 Bk ST 0 2.0 26 L9 27 L9 W03 .68 30 5.6 37 W38 LSh 106 219
8, Other intangible assets - -— - -
9. Total - o= - =5
II1 Total Assets 8.65  17.18 20,90 2.2 100, 100. 100. 100. 8.83 3.2 8.34 18.22 100, 100. 100. 100. 2,02 1,20 1LW0 1466
Sources: 1. (1929-39) I R. W. Goldsmith, Financial Intermediaries in the American Economy since 1900,
for the National Bureau of Economic Hesearch (Princeton: Princeton niversity
Press, 1958), Table A-8.
2 m: 1, 2) R, W. Goldsmith, A Study of Saving In the United Statea, Vol. 1 {Princeton:
Princeton Universily Press, 1955), Tables 1-5, A-61. M-3, M-8,
3, 4, 5 6 T) R W. Goldsmith, Finanoial Intermedisries in the American
Economy since 1900, op. eit., Table A-8.
3 0 Tbid
TABLE I1-11(b)
Life Insurance Companies
(Billions of dollars)
% Percent
e
Data Data Percent Percent (1958- (1958- WM 8
10L6 1958 1946 1958  1946) “ioi¢)
o2 3.5 5.6 L.53
1 Tangible Assets 1,00 L.53 2.1 L :
11 Intengible Assets
d its g7 137 16 L3 6 10 LT
1. Currency and deman depos 6 <.18
7.6 37.07 1B 31 29,9 b9 .
N 2. Mortgages 6 6,6 =145 =2L.0 033
o 3. Securities, U.S. governrent 21.63 7.18 Lk o J s
© d local 61 268 1.3 2.5 21 35 3
L. Securitlies, state and loc $1.9 3.38
ds and notes 13.11  LL.3T  27.1 L0.8 313 . .
5. Securitles, other bonds an h 5 - 1.61
4 . ° .
6. Securities, preferred stock .97 1,56 N.M w.u . ot o1
< 3 . o2 . U
7. Securities, cormon stock i 649 L.S 7.5 2.5k
8. Other intanglble assets 2,93 TS5 6.0 U .- . .
L7046 10L.22 97.9  95.B  56.8  She .
9. Total 8.75 100 100 60,3 100. 2.2L
111 Total Assets u8.L6 108.7 ° 2

Source: Same as Table 11-6(b).
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more rapidly than income during sustained booms.8 Hence the
proposition that during a sustained boom the probability increases
that a decline in income will lead to difficulties in meeting balance
sheet commitments is not at first glance inconsistent with the
observations.

During the 1922-29 sustained boom gross national product rose
by 41 percent and personal disposable income by 38 percent. The
1922-29 sustained boom was characterized by well-nigh stable
prices; the Gross National Product Implicit Price Index increased
by only 2 percent during this period. Nonfarm household debts
increased by 129 percent, but business debts increased by only 39
percent. The burden of household debts relative to household dis-
posable income increased during the 1922-29 boom, hut the ratio
of business debts to gross national product did not. This behavior
of business debt may have a reflection of the stock market boom,
which the 80 percent increase in the nonfarm households intangible
asset entry reflects.

During the 1946-58 sustained boom gross national product rose
by 111 percent and personal disposable income by 98 percent.
This boom was accompanied by a 49 percent rise in the Gross
National Product Implicit Price Level. This price level change
tends to decrease the burden of longer-term debt. Nevertheless
the rate of increase of all of the household debt items was greater —
in all except one case (other loans) much greater — than the rate
of increase of gross national product. Similarly liabilities of non-
financial corporations —with one exception (other liabilities) —in-
creased at a more rapid rate than gross national product.

Further work on the interrelations amongfinancial developments
and income behavior is obviously needed before any strong presump-
tion exists in favor of the proposition regarding the evolutions of
balance sheets which has been used in this paper. However these
preliminary empirical findings are not inconsistent with the proposi-
tion.

C. Balance Sheet Changes during a Severe Contraction and the
Subsequent Stagnation

1. Introduction, In this section we want to take a brief glance
at what happened to the balance sheets of various classes of eco-
nomic units during the period 1929-39, the period of the great con-
traction of 1929-33 and the subsequent stagnation that lasted until
the outbreak of World War IL

8In Tables II-6(a) through II-11(b) data and ratios of 1929/1922 and
1958/1946 observations for selected balance sheet items forall the
units we discussed are presented.
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TABLE II-12

Changes in Gross National Product and Selected Balance Sheet ltems
Nonfarm Households and Nonfinancial Business

During Sustained Booms 1922-28 and 1946-58

(Billions of Dollars)

1 ratios
1929 1958
1922 1929 1946 1958 1922 1916
Gross Natlonal Product 74.0 104.4 210.7 444.5 1.41 2.11
(current prices)
Personal Disposable Income 60.3 83.1 160.6 317.9 1.38 1.98
(current prices)
Gross National Product 75.8 104.4 282.5 401.0 1.38 177
(constant prices)
Gross National Product 98 100 74.6 110.8 1.02 1.49
Implicit Price Index
1922-29 (1929 = 100)
1946-58 (1954 = 100)
Nonfarm Households:
Tangible assets 108.86 164.82 239.91 631.98 1.51 2.63
Intangible assets 158,84 285,43 400,04  875. 32 1,80 2.19
Borrowing on securities 4,53 11.58 1.76 6.01 2.56 3.41
Consumer Debt na na 8.00 44,31 na 5.54
Mortgages 9.97 23.27 19.24 112.26 2,33 5.83
Total liabilities 22,14 50,75 32.10 170.79 2.29 5.32
Nonfinancial Corporations:
Mortgages, Bonds & Notes 24,50 37.10 33.46 98,68 1,51 2.95
Total liabilities 53.60 74,40 96.69 246,00 1.39 2,54

na: not available

All of the data referredtointhis gection appear in Tables 11-6(a)
through II-11(a).

During the period 1929-33, the great liquidation of the boom of the
1920°s took place, but it was only in the period 1933-3? that any
significant increase in liquidity took place. As a result, it was not
until the war was over that a privately generated sustained_ boom
could once again exist. During the great contraction, the shrinkage
in the value of equity and real estate assets actually increased one
measure of the constraints imposed by debt and the great decline
in income (measured in current dollars) increased another. As a
result some business firms and financial institutions had to use
the period after the contraction to establish a secure financial
position. As shall be seen, this is in contrast with what happens
in mild recessions when over-all financial positions tend to be
improved.
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2. Nonfarm Households. Between 1929 and 1933 the total value of
tangibile assets of nonfarm households shrank from $164.8 billion
to $121.0 billion; by 1939 the value of household tangible assets in-
creased to $145.4 billion. This great shrinkage in the value of
tangible assets was accompanied by a greater absolute and relative
shrinkage in the value of intangible assets. The greatest shrinkage
in the value of assets occurred inthe value of securities, preferred
and common stock, which fell from $138.05 billion in 1928 to
$57.06 billion in 1933.

All in all the value of nonfarm household assets was decreased
by 134.4 billion or 30 percent of the 1929 value. It was argued in
Chapters III and IV that such a shrinkage and the processes which
bring it about are essential factors in the generation of a severe
recession.

In 1929, common and preferred stocks were 30.7 percent of the
total assets of nonfarm households; by 1933 they were only 18.1
percent and by 1939 they were 19.5 percent. Tangible assets plus
common and preferred stock were 67.3 percent of the nonfarm
households total assets in 1929; in 1933 these two added up to
56.4 percent of the total assets. The proportion of the total value of
assets that was subject to severe depreciation decreased as the
liquidation proceeded.

During 1929-33 the large losses taken on real estate and equity
assets resulted in a decrease in the ratio of equity to total assets,
so that by 1933 debt was 12.2 percent of total household assets.
During the subsequent period of stagnation total household debt
hardly grew, sothatby 1939 household debt was 10.4 percent of total
assets.

Of the decrease in household debt of $12.1 billion between 1929
and 1933, $7.6 billion was a decrease in borrowing on securities
and $3.6 billion was in mortgages.

As a result of the changes that occurredin the financial position
of households during the period 1929-33 and through to 1937, the
proportion of price vulnerable assets to total assets decreased.
The ratio of debt to total assets decreased and the debt based upon
securities and mortgages fell sharply. As a result, the households’
financial position changed in the direction of increased security and
stability during this period.

3. Nonfinancial Corporations. Whereas the total assets of house-
holds increased by 19 percent between 1933 and 1939, the total
assets of nonfinancial corporations decreased by 10 percent. The
stagnation of the 1933-39 period was reflected in the value of assets
of nonfinancial business.
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etween 1929 and 1933 the ratio of equity liab_zlitl.es to total
assSts fell from 59.4 percent to 54,0 percent. purmg the second
phase of the great depression, nonfinancial business continued tlo
liguidate their mortgage and bond debts, so that by ]_.939 once again
equity was 59.4 percent of their total assets. There is no doubt ti:hat
the shrinkage in the value of tangible assets, which affected the
ownership interest in corporations, accounted for a partof the rise
in the ratio of bonds, notes and mortgages from 20.2 percent to
27.1 percent of corporation total liability and equity accounts. How-
ever, between 1929 and 1933 the total value of these funded lia-
bilities, mortgage and corporate bonds did n_ot decrease. During
the great contraction short-term debt was being funded and long-

term debt was being refinanced.

During a severe contraction the relative burden_of long-term debt
on business firms increases. If the contraction is deep, then once
the economy is stabilized at the lower level a fairly long pgrxod of
sworking off” the burdensome debt may be needed before nonfinancial
business will be ready once again to issue long-term debt: during
the stagnant period, 1933-39, the long-term debt of nonfinancial
corporations was lowered by $8.0 billion.

4. Commercial Banks. Between 1929 and 1933 tol_:al_ assets of
commercial banks decreased by $25 billion; $_1'_?.69 billion of this
$25 billion was a reduction in loans in securities and bank loans
ne.c. This was the banking sector’'s contribution to the grqat
contraction, Between 1933 and 1939 total assets rose by $2f1.4 bil=
lion, sothatby 1939 total assets of the banking system were virtually

the same as in 1929.

Of course the portfolio of the banking system changed markedly
during this period. In 1929, 45.4 percent; in 1933, 29.8 perqe_nt:
and in 1939, 19.9 percent of the total assets were loans on securities
and bank loans n.e.c. In 1929, 7. 1percent; in 1933:, 19.5 percent; zmdxt
in 1939, 25.1 percent of the total asseis were In U: §. governmen
securities. However the most dramatic change was 1n the currency
and demand deposit (reserve) accounts; in 192’9 they were 10.1
percent; in 1933 they were 14.4 percent; and in 1939 they were
31.7 pecent of total assets. Using currency and demand deposits
and U.S. government securities as the riskless assets of the bank-
ing system, in 1929 riskless assets were 17.7 percent; in 1933
they were 33.9 percent and in 1939 they were 56.8 percent of the
commercial bank’s total assets.

During the recession and stagnation periods of the 1930’s, the
commercial banks increased their liquidity.

5. Principal Savings Intermediaries. Both mutual savings banks
and life insurance companies increased their total assets during the
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period 1929-33 and again from 1933 to 1939. However the total
assets of the savings and loan associations decreased by 16 percent
between 1929 and 1933 and by another 14 percent between 1933 and
1937.

There were relatively slight changes in the asset composition
of the mutual savings banks during the contraction of 1929-33.
Tangible assets increased from 1.5 percent to 4.2 percent of the
portfolio; mortgages decreased from 55.3 to 51.6 percent of the
portfolio; and Government bonds rose from 5.4 percent to 7.8 per-
cent. There were marked changes in the portfolio of mutual savings
banks during the stagnation period 1933-39: mortgages fell to
40.8 percent; U.S. government securities rose to 26.2 percent; and
other securities fell to 13.2 percent. The reductionin the mortgage
portfolio and the large increase in government debtholdings was the
response of the mutual savings banks during the stagnation.

The proportion of tangible assets to total assets for savings
and loan associations rose from 2.3 percent in 1929 to 14.9 percent
in 1933 and remained high to 1939 when it was 14.3 percent. These
developments were the result of foreclosures. Even in 1939, 86.4
percent of the total assets of these associations was in mortgages
or tangible assets. They did not succeed in becoming appreciably
more liquid during the period 1929-39, which may account for the
continuing decline in their total assets during the 19 33-39 period.

The percentage of tangible assets to total assets also rose
for life insurance companies between 1929 and 1939: from 2.6 per-
cent in 1929 to 6.0 percentin 1933and 7.3 percent in 1939. However
they did make large changes intheir mortgageand U.S. government
holdings: mortgages fell from 41.9 percent to 32.9 percent to
19.7 percent of their portfolio and U.S. government securities rose
from 1.9 percent to 4.1 percent to 18.5 percent of their portfolio.

D. Financial Relations during Expansions and Contractions
Contained in a Sustained Boom

1. Introduction. Quarterly flow-of-funds data are available for
the period 1952-59. Annual data do not enable us to observe what
happens to financial relations duringthe shortandmild contractions
and the long and strong expansions that occur during a period which
we have characterized as a sustained boom. As a result we are
forced to restrict our attention to the postwar sustained boom in
this attempt to find out what happens within the sustained boom.

We use the National Bureau’s “Reference Cycle” pattern as
our frame of reference. No attempt is made to uncover specific
cycles through the various measures that will be applied. We
deviated from the National Bureau reference cycle pattern in only
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one respect, we took as our peak quarter the quarter i‘n which 1_:he
peak month occurs, and similarly for the trough. No }'atlonahzatlon
for this is offered except that it seems a more consistent usage of
what at best is a rather imprecise framework given the roughness

of the data.

Each expansion contains the terminating peak quarter. Each
contraction contains the terminating trough quarter. In order'to
utilize all the data available we literally “broke into” the expansion
that began in 1950:1 after it had been underway for two years, and
began our tables with the second part of the 1950:1 — 1953::? expan-
sion, i.e., our first expansion is from 1952:1 to 1953:3. Similarly
at the end of our period, the expansion that began in 1958:3 con-
tinued through 1959:4 at which date our data terminated.

But with these limitations in mind and recognizing that the
further collection of quarterly flow-of -funds data will enable_ the
development of longer and more meaningful se_:ries of relations
among the financial sectors, we proceed to examine w_hat happened
during these mild cycles. Our detailed analysis will be for the
following sectors: Households, (including nonprofit organizations),
Nonfinancial Business, Commercial Banking and Monetary Au-
thorities, and Nonbank Financial Institutions.

The analysis that follows is directed toward qnderstanding
what changes take place during the contained expansions arfd con-
tractions in the balance sheet structure of the various umt'_s: the
portfolio transformations and the issuance of new liabilities in the
terminology of Chapter IV.

9. Consumers and Nonprofit Households. Household gross in-
vestment includes both the purchase of durable goods and housing,
which “being” netted for all households result in income account
payments and an increase in the balance sheet‘ eni_;ry of “!;angil?le
assets owned by households” and the net acquisition of financial
investments. During the period 1952:1 through the end of the con-
traction of 1958:2 there was an apparent rising trend in the ratio
of household capital expenditure to household gross investngent:
during the “truncated” expansion, 1958:3 — 1959:4, the ratio of
financial investment rose.

The ratio of increases in fixed value redeemable assets tonet
acquisition of financial assets shows a countercyclical pattern:
higher during the contractions than during the expansion. Apparently
during recessions time deposits and savings and loan shares become
“preferred”assets by households. Running counter to the behavior
of fixed value redeemable assets are credit and equity market
instruments which exhibit a cyclical pattern.
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10
11
12
13
b1
15
16
17

Bl
10.0
1.3

6.0

3.6

L.

.5

10,2

24.5

- 2,8
- 2.6
1.3
6.l
L.B
1.7
1.5
- 1.9
- 5.2

- 1.3
21.L
L5.8
30.7
11.7

baly
5.3
6ohs
1.8

7.4
5.9
1.7
1.6
- 1.5
1.3

- 243
L.2

o3
5.0
16.0
6.9
3.7
2.3
2.9
.9

9, Federal Obligations

10. Trade Credit

11, Net Increase in Lisbilities

12, Credit and Equity Market Instruments
13. Corporate Bonds

16. Bank loans, n.e.Ce

17. Trade Debt

1l;. Corporate Stock

15. Mortgages
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TABLE II-13(e)
Nonbank Financial Sector
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Loan Assoc.

3. Savings & Loan Assn's. & Credit Unions
Other Insurance Companies
« Noninsured Pension Funds

L. Life Insurance Companies

S.

6
9. Credit & Equity Market Instruments

1. Net Acquisition of Financial Assets
10. Federal Obligations

sub-sector
2. Mutual Savings Banks

7. Finance, n.e.c.
25, Credit and Equity Market Instruments

23. Savings through Life Insurance
2L, Savings through Pension Funds
26, Corporate Bonds

31. F.H.L.B. Loans to Savings &

20. Net Increase in Liabilities
32. Miscellaneous

12, Corporate and Foreign Bonds
2). Deposits in M.S.B.
22, Savings Shares

11, State and Local Obligations
13. Corporate Stock

1, 1=l Family Mortgages
15, Other Mortgages

16. Consumer Credit

17. Security Credit

19, Other Financial Assets
27. Corporate Stock

28, Securities Credit

29. Bank Loans, n.e.c.
30. Open Market Paper

18, Other Loans

g. Currency and Demand Deposit
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The proportion of the net increase in liabilities that is made up
of mortgages follows a countercyclical pattern, whereas the ratio
of the change in consumer credit to the netincrease in liabilities
is higher during expansions than in contractions.

Perhaps most interesting of all the “small” cycle observations
in regard to household finances is that the increase in liabilities
as a fraction of net savings is higher during the expansions than
during contractions. Also the limited observations available in
Table II-14 show an increasing trend in the ratio during both ex-
pansions and contractions: the ratio during the successive expan-
sions being .482, .592 and .647 and during the contractions .401
and .485. When we recall that in 1958 household liabilities were but
11.3 percent of household total assets (Table II-6(b)); the two sets
of tables are not strictly the same but similar enough for our pur-
poses), this indicates that if a sustained boom is maintained for a
considerable period, the burden of household liabilities relative to
both income and total assets will rise sharply.

The evidence from this examination of the behavior of household
financial structure during the sustained boom is consistent with the
hypothesis that the financial system evolves during such a period
in the direction of greater instability.

3. Corporate Nonfinancial Business. Corporate nonfinancial
businesses finance their net investment by their retained earnings
and the issuance of various liabilities. The liabilities corporations
issue are both equities (common stock) and debts. The debts can be
divided into two types: “funded or long-term debts” such as corpora-
tion bonds and mortgages and short-term debt such as bank loans
n.e.c. and trade debt.

The evidence from the financial behavior of nonfinancial corpo-
rations indicates that during expansions the ratio of the increase in
corporation debts to net saving and issuance of corporate stock
is about 1:1, but that during the contraction of 1953:4 —1954:3 the
increase in selected liabilities was twice as great as the increase
in owners’ equity through retained earnings and issuance of cor-
porate stock. In the contraction of 1957:4 —1958:2 both net savings
plus the issuance of corporate stock and net increase in selected
liabilities were negative.

Long-term debt (corporate bonds plus mortgages) runs from
44 percent to 71percent of the increase in selected liabilities during
the expansions. During both contractions the increase in long-
term debt was greater than the change in the selected liabilities.

A strong countercyclical movement in the percentage of cor-
porate bonds as a percentage of total credit and equity market
liabilities is evident. Corporate stock issuance seems to have a
less marked countercyclical tendency.
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Bank loans n.e.c. show a tendency to conform with the cycle,
being about 20 percent of the creditand equity market liabilities is-
sued by nonfinancial corporations in the first two expansions of
this period, and -25 percent and -30 percent of the credit and equity
market liabilities during the contraction. However in the third, trun-
cated, expansion bank loans n.e.c. decreased.

There is some evidence that the ratio of the increase in selected
liabilities to the change in ownership interest rises during these
sustained booms, primarily due to the much smaller magnitude of
the data during the contractions than during the expansions.

The evidence from the behavior of long-term debt may indicate
that some corporations resort to the short-term money market
whenever long-term rates are high, and they fund this short-term
debt during the following recession.

4, Commercial Banking System and Monetary Authorities. We
will first examine the behavior of the changes that take place in the
portfolios of the Commercial Banking Systemand Monetary Authori-
ties during the expansions and contractions that occur in the midst
of a sustained boom. We will consider gold and federal government
debt as riskless assets and state and local obligations, corporation
and foreign bonds, mortgages, consumer credit, security loans and
bank loans n.e.c. as risk assets. There are two reasons for this
classification: one is that “default” risk possibilities are attached
to the risk assets, the other is that the risk assets are determinants
of the behavior of the issuing units whereas the riskless assets do
not significantly affect the behavior of their “issuing” unit.

During the business cycle expansions the ratio of risk assets
acquired to the net acquisition of financial assets for the monetary
and banking systemis high; infact during the last two expansions the
banking and monetary system’s holdings of riskless assets de-
creased. Inasmuch as the system increased its holdings of risk as-
sets during both contractions and expansions, Table II-16 offers
evidence that the ratio of risk assets to total assets owned by the
banking and monetary system increases during a sustained boom.
The pattern being followed seems to be to acquire riskless assets
(government securities, short-term) during contractions and to
sell these assets during expansions in order tofinance the acquisi-
tion of risk assets.

Among the risk assets the most striking cyclical pattern is that
of bank loans n.e.c. Such loans actually decreased during the con-
tractions of 1953:4 - 1954:3 and 1957:4 - 1958:2, and during the
last two expansions they were approximately 60 percent of the total
assets acquired.

TABLE II-16

Financinl Relations During Expansions and Contractions Contained in a Sustained Boom, 1952-1959

Commercial Banking System and Monetary Authorities

58:3-59:L

Expansion

Contraction
57:L-56:2

Shzhi=57:3
Billlons of Dollars

Expansion
53:L-5h:3

Contraction

52:1-53:3

Expansion

179 12,1 11.0
- 9.3 - 6.2

11.1

Net Acquisition of Financial Assets

Riskless Assets (

Te5

3.5
1.7

1.l
9.7

& Federal Oblig.)

17.5

3.8

27.8

+*

Risk Assets

The Following as a Fraction of "Risk Assets™:

State and Local Obligations

Corporate and Foreign Bonds

<069
=.017

oSkl +0L3 +605
-.022

-.118

165

.053

.229
+15L
-.029
594

237
~.026

.183
.169
.010
«615

647
-059

.196
<361
021
+258

Consumer Credit

Mortgages

3156

+368
=237

6L7
-1,058

Security Loans

Bank Loans, nseeCe

The Following as a Fraction of "net
hequisition of Financial Assets":

Riskless Assets
Risk Assets

=.56L
1.591

«6L8 -+620 +620
1.853 31

«315

.126
87

The Following as & Fraction of "net

ircrease in Liabilities":

-6L2
+326

2167 «L13 $387
«507

.852

ohls
560

Demand Deposits and Currency

Time Deposits

622

tion and foreign bonds, mortgages, consumer credit,
less mssets do not add up to the "Net acquisition of

Other loans consist of open market paper, C.C.C.

.C.C. certificates of interest which may be "riskless" or "risk" assets.

Risk assets plus risk

stete and local obligations, corpora

Risk assets:
security loans and bank l0ans n.e.c.

*
financial assets" because "other loans" are not included.

guaranteed loans and C

Incidentally,

ly be considered riskless in part,

sone of the mortgages ere government guaranteed and hence may proper
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Consumer credit also shows a strong cyclical pattern, although
the proportion of consumer credit to the net acquisition of risk
assets was much higher in the expansion of 1952:1 — 1953:3 than in
the next two expansions.

State and local obligations and security loans as a percentage of
risk assets show strong countercyclical trends.

During contractions time deposits make up a high proportion
of the net increase in the liabilities of the banking and monetary
system.

Even though there is evidence that during contractions the bank-
ing and monetary system swings to riskless assets instead of risk
assets, the movement during the mild contractions does not fully
offset the swing toward riskassets of the previous expansion. Hence
a trend in the portfolio composition of the banking and monetary
system is set up. Incidently this trend is accentuated when the
Federal Reserve System uses reductions in reserve requirements
as its weapon to achieve secular increases in the money supply,
for it is the commercial banking portion of the monetary and banking
system that acquires risk assets.

5. Nonbank Financial Sector. The most striking aspect of the
behavior of the nonbank financial sector is the rapid growth of
savings and loan associations and credit unions as a proportion of
the total nonbank financial sector. During the expansion of 1952:1 —
1953:3 they were 25 percent of the sector, during the expansion of
1958:3 — 1959:4 they were 36 percent of the sector. Noninsured
pension funds also increased as a percentage of the total nonbank
financial sector. Mutual savings banks, life insurance companies
and other insurance companies tended to decline asa.percentage of
the total. It is this structural change within the nonbank financial
sector that is the most striking feature of the period. It may be
worth while conjecturing that the savings and loan associations and
credit unions are the “new” financial institutions which have to be
thoroughly assimilated into the financial picture.

There is some evidence that the acquisition by the nonbank
financial sector of corporate and foreign bonds as a percentage of
the total increase in financial assets is countercyclical, whereas
that of one-to-four family mortgages is cyclical. However, of the
major assets of these institutions (those which are more than
10 percent of the total portfolio) only consumer credit shows a
pattern which definitely conforms to the cycle.

Even though there is no discernible cyclical pattern in deposits
in mutual savings banks, savings shares, and saving through life
insurance companies, the ratio of credit and equity market instru-
ments to net increase in liabilities conforms to the cyclical
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pattern: it is higher in expansions than in contractions. This pattern
shows up in bank loans n.e.cC. and open market paper, which are a
higher proportion of total liabilities duringthe expansions than dur-
ing the contractions. This may be evidence that these institutions
overcommit themselves in terms of lending commitments during
expansions, so they are forced to borrow to finance a part of their
position. To the extent that this occurs, these institutions are in a
relatively vulnerable position if a contraction goes so deep that
they have to liquidate a part of their assets.

E. Changing Sources of Liquidity of Financial Institutions
1920’s to Date

1. Introduction. Standard, traditional banking theory discusses
two sources of liquidity for commercial banks. The traditional
ssommercial loan” source of liquidity centers around the dating
of the asset. In addition a commercial bank is liquid to the extent
that it can sell its assets on a market. In the recent past a third
source of liquidity, the regular payments by the borrower ona
fully amortized contract, has increased in importance.

In addition to these contractual and market sources of liquidity
the explicit or implicit guarantee by either the central bank or
another agency of the government that specific assets can be used
as security for loans or can be sold in a market which will be

orderly if not pegged is a source of liquidity.

In this section we will first examine the sources of liquidity for
financial institutions, paying particular attention to the problems
of commercial banks. The emphasis is upon commercial banks
because their asset structure is much more complex than that of
the other depository institutions (life insurance companies alsohave
a complex asset structure) and because of the historic association
of bank liquidity problems with financial crises. The essentials of
the argument as to the sources of liquidity for commercial banks
can be applied to the other depository institutions. After the general
discussion of sources of liquidity we will look at the liquidity sources
for member banks and savings intermediaries.

2. Sources of Liquidity. We will first discuss and compare
sources of liquidity and how scentral bank” guarantees affect liquid-
ity. We will examine what the different types of assets mean for
the liquidity of a commercial bank under the assumption that cash
reserves plus earningassets equal total deposits, i.e., we will ignore
the owner’s investment.

A borrower on short term is obligatedto provide the lender with
money on or before the due date of the loan. If a banker keeps 10
percent in cash reserves and the restof his assets in 90-day loans,



TABLE II-17

Financial Relations During Expansions and Contractions Contained in a Sustained Boom, 1952-1959

Nonbank Financial Secior

Expansion

Expansion Contraction Expansion
Shili=57:3 57:4-58:2 58:3-59:14

Contraction
53:4=8L:3

52:1-53:1

The following sub-sector acquisition of

assets as a fraction of total for all

sub-sectors:

34
35
36

33
37
38

+076
#363
.235
.067
.125
137

.119
302
.226
.038
#119
176

.102
#299
»263
+0lb
«109
«17L

«109
0282
.287
2080

.119
.252

B

36. Other Insurance Companies
37. Noninsured Pension Funds

38. Finance, n.z.c.

soc.d Credit Unions
mznies

33. Mutual Savings Banks

3. Savings & Loan As
35. Life Insurance Co

»103
.138

» 26k
.101
'09)4
.155
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57
58

57. Securities Credit

=-.016

032

-.068

=.N0L
~0lk
010

077
-.028

<059
.016
-.010

030
030

58. Bank Loans, N.2.Ce

59

-.007

59. Open Market Paper
60. F.H.L.B. Loans
61, Miscellaneous

62

60

»082

61

009
.798

020
.218

«017

=200

»01h
. 20h

62

.205

Pension Funds

. Savings throusgh
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then on the average of 1/65 of the value of the loans will be due each
business day. If the borrowers all fulfill their commitments, the
average daily cash flow to the lender will be 1.54 percent of the
total loan portfolio, or 1.38 percent of the deposits. The lender is
in a position to withstand a run for n business days at the rate of
(10 + n x1.38)/ percent of deposits per business day. Experience
n

has indicated that such a cash position and flow is not sufficient
to guarantee the liquidity of commercial banks.

If a bank has 10 percent of its total demand liabilities in cash
and another 25 percent in marketable securities and if the market
for the securities functions perfectly, the bank can withstand a
drain of some 35 percent of its demand liabilities in one day. The
liquidity of a combined portfolio can be expressed as follows: if
cash is 10 percent, marketable assets 25 percent, and short-
term loans 70 percent of deposits, then a drain at the rate of
10 + 25 X +n x 1.0 percent of deposits per business day be be with-

n

stood (Ais the ratio of realized cash to book value for the market-
able asset, if A < 1then obviouslythe institution must have a positive
net worth (assets > deposits) to remain solvent). Experience has
been that marketability is an adequate source of liguidity for a
particular bank but not for the banking system, i.e., a bank with
marketable assets and sufficient net worth can withstand a run, but
the banking system that depends upon marketable assets is vul-
nerable to a financial crisis.

A commercial bank and other depository institutions, such as
savings and loan associations, finance a position in earning assets
by means of deposits. A run on a depository institution means that
the financing for its position is being withdrawn. The depository
institution has two alternatives—to «gell out” or refinance its posi-
tion. Experience has shown that the repayment provisions on short
contracts and the shiftability of assets in free markets are not
sufficient to guarantee that financial institutions will not become
illiquid. Central banking, by means of the discount window, offers
guaranteed refinancing for certain classes of assets and, by means
of open market operations, assures either orderly or pegged
markets for other particular classes of agsets. Assets which the
central bank will either buy or accept as security for a loan can
be considered as protected assets. A measure of the liquidity of a
financial system is the relative importance of such protected assets.

Fully amortized contracts, which at present are the dominant
form of mortgage and consumer credit contracts, canbe interpreted
as a series of dated loans, one loan coming due each month for the
life of the contract. As is illustrated in Table II-40 page 363, &
portfolio of fully amortized long-term mortgage contracts results
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TABLE II-18

All Member Banks
Classification of Investment on Call Dates

December 31 of Selected Years

(Millions of dollars)

1929 1933 1939 1941 19L5 1958 1959

1928

13,405
3,100

3,863

L,312

U.S. Government Securities

13,677
2,610

1,393 1,789 2,692 3,090  3,25L
4,528 3,343 2,959 2,871 2,815

1,369
L,8L8
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63,100
9L, 779

70,80L
8L,061

43,521 107,183 154,865 157,879

8,407
22,775

25,500

19,979
13,962
33,9k1

12,386
pl ,833

25,219

9,78L
26,150
3%,93k

10,529
25,155

Total Loans and Investments 35,68L

Total Investments
Total Loans

18,021

Source: Banking and Monetary Statistics, Federal Reserve System, Table 20, page 77, and the

The Federal Reserve Bulletin, June 1960, p. 652.
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In Table II-20 it is shown that not until the 1940°’s did the mort-
gage portfolio of the commercial banks provide for a predominant
portion of amortized loans: from Table II-19 it is obvious that
consumer installment credit loans did not provide any significant
cash flows.

By the end of the 1920’s, unless the central bank were willing to
“throw away” all the rules of the central banking game as under-
stood at that time, in times of crisis, the commerecial banks were
not in a very liquid position. By the rules of the game “as under-
stood at that time” I mean the use of the discount window for re-
stricted types of assets and perhaps open market purchase of
government securities. It is obvious from looking at Table 1I-17
that in the 1928-29 period the central bank, to protect the liquidity
of the commercial banking system, should have been considering the
need to provide refinancing for the vast amount of paper related to
“purchasing and carrying securities.”

During the period of contraction and stagnation which followed
1929, the portfolios of the commercial banks changed very markedly.
In 1941, with a total loans and investments of $44 billion they owned
some $20 billion of U.S. government securities, some $13 billion
of commercial loans, open market paper agricultura] loans and
other loans. Loans for the purchasing and carrying of securities
were reduced to $1.2 billion; of the $3.5billion of real estate loans,
$1.5 billion were FHA insured, and some $1.7 billion of consumer
eredit paper was owned by the banks.

All in all the extent of assets which could be sold in protected
markets, refinanced through the central bank or which provided for
regular cash flows increased as a proportion of commercial bank

assets.

At the end of the Second World War, in 1945, over 70 percent of
the total loans and investments werein U.S. government securities.
At that stage the banks were very liquid due to their ownership of
assets which could be sold if necessary in a protected market.

In the period of sustained boom since the end of the Second World
War, the commercial banks have retreated from the position of ex-
treme liquidity which they enjoyed in 1945. However, by the standards
of the 1928-29 banking system, the member banks are still very
liquid. Of total loans and investments of $158 billion at the end of
1959, some $47 billion were in U.S. government securities and
some $40 billion were in open market paper, agricultural loans and
commercial loans. Loansfor the purchaseandcarryingof securities
amounted to only $4.5 billion. Some $13 billion of consumer in-
stallment loans were owned by the commercial banks as well as
almost $5 billion of FHA or VA mortgages. Hence the proportion of
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the portfolio that was represented by fully amortized loans had in-
creased markedly since the end of the 1920’s.

Certainly marketability and amortization as sources of bank
liquidity are much more important today than in the 1920’s. In de-
riving this result we have ignored the rise of term loans to business
which reinforces the conclusion.

TABLE II-19

Commercial Banks
Consumer Credit and Mortgage Loans
Selected Dates
(Millions of dollars)

1929 1933 1941 1945 1958

Consumer Installment Loans 43 29 1,726 745 12,780
Real Estate Loans 3,191 2,359 3,494 2,455 20,013
FHA and VA Insured - - 1,465 1,506 8,811

Source: Federal Reserve Bulletins, various dates.

4. Savings Intermediaries. The most significant change in the
liquidity of the nonbank financial intermediaries has been the shift
from nonamortized or partially amortized mortgages to fully amor-
tized mortgages. In Table 1I-20 the breakdown of conventional non-
farm mortgage loans by type of loan is exhibited. In Table II-21 the
breakdown of mortgages by type of owner and type of guarantee, if
any, is shown.

The shift to fully amortized mortgages between the 1920’s and
the postwar period has been very marked for life insurance com-
panies and commerical banks. Unfortunately the data for savings
and loan associations do not enable us to separate fully and partially
amortized mortgages.

The marketability of a mortgage depends in part upon whether
it is endorsed or guaranteed by an agency of the federal govern-
ment. In Table II-21 the data on the breakdown of mortgages owned
by financial intermediaries at the end of 1951 and at the end of 1958
is presented. During this period mutual savings banks increased the
percentage of their mortgage portfolio consisting of guaranteed
mortgages, but for the other institutions this percentage decreased.
(What was happening in part was that the other institutions were
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TABLE II-20

Distribution of Conventional Nonfarm Mortgage Loans Made by
Life Insurance Companies, Commercial Banks, and
Savings and Loan Associations by Type of
Loans within Indicated Period, 1920-1947

1 to Ly Family Dwellings A1l Other Property
Type of Loan [ I%E | comerctat SN SC7 | 1rcupance Copmerctel
Companies ciatlons | Companies
1920-1921%
Fully amortized 27.5% 15.5% ) 1.7% 5.6%
Partially amortized| 56.2 L2.4 : L 71.6 4o.7
Nonamort ized 16.2 h2.1 5.6 20,7 5345
Total 100.0 100.0 100.0 100.0 10040
1925-1929
Fully amortized 18.9 16.2 + 6.3 10.7
Partially amortized| 58.9 37.9 + 66.1 h3.k
Nonamort ized 22,2 h5.9 t 27,6 . L5e9
Total 100.0 100.0 t 100.0 100.0
1930-1934
Fully amortized 334 17.1 ) 3.8 10,3
Partially amortized| 50l 38.1 : Shet 69.8 39.7
Nonamort {zed 16,2 LL.8 5e9 264l 50.0
Total 100.0 100,0 100.0 100,0 100.0
19401947
Fully amortized 90.6 18.8 ; 99.8 53.1 51.9
Partially amortized LA h1.3 ) k.l 37.3
Nonamort ized 1,0 9.8 0.2 2.8 10,8
Total 100,0 100,0 100.0 100,0 100.0

tSavings and loan association loans made during 1925-29 are included with
those made in 1920-24.

Sources:

1 R.J. Saulnier, H.G. Halcrow, and N.H. Jacoby, Federal Lending and Loan
Insurance, for the National Bureau of Economic Research (Princeton:
Princeton University Press, 1958), Table 73, p. 358.

2. Based on National Bureau of Economic Research sample surveys of loans
made after January 1, 1920 by 24 leading life insurance companies, 116
commercial banks, and 92 savings and loan associations.
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TABLE II-21
Mortgages Owned by Financial Intermediaries*
By Type of Mortgage
(Billions of dollars)

Percent
Insured Conventional Total Conventional
F.H.A.  V.A. of total
End of 1951
Commercial Banks 3,h21 2,921 k,929 11,270 Ll
Mutual Savings Banks 2,517 1,726 h,303 8,595 50
Life Insurance Companies 5,257 3,130 9,L00 17,787 53
Savings & Loan Assns. 866 3,133 11,565 15,564 T4
End of 1958
Commercial Banks S.k8 3.3k 978 18.59 53
Mutual Savings Banks 5.50 8.36 7.07 20.93 3L
Life Insurance Companies  T.hk  7.43 19,52 3L.39 57
Savings & Loan Assns. 2,21 17,08 36.34 45.63 80
*Residential mortgages for commercial and mutual savings banks, nonfarm

mortgages for life insurance companies and total mortgages outstanding for
savings and loan associations.

“selling” some of their FHA and VA mortgages to eastern mutual
savings banks.)

It is a rather serious trend for the liquidity of the savings and
loan organizations, which have almost all of their assets in mort-
gages, to have a decreasing proportion of their assets in guaranteed,
and therefore more readily marketable securities. The liquidity
of these organizations in times of developing financial distress
may depend upon their ability to realize enough on their guaranteed
mortgages to withstand cash drains.

V1. THE VULNERABILITY OF THE FINANCIAL SYSTEM
TO A SEVERE RECESSION

A. Introduction

Our theory emphasizes the effect upon aggregate demand of a
financial crisis. It has been argued that the economy normally
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“grows.” This growth is interrupted quite regularly by mild con-
tractions which are triggered by the constraining effect that a tight
labor market has upon the actual achieved rate of increase of gross
national product. Consumption, investment, and inventory behavior
are assumed to set a limittohowfast income can decline, and these
constraints normally operate togenerate a lower turning point which
is a large ratio of full employment income so that only a mild re-
cession will occur. If a financial crisis or widespread generalized
financial distress occurs, the stabilizing tendencies in consump-
tion, inventory, and investment behavior will be offset. In this event
a severe recession can take place.

It was also argued that each contraction does not generate a
severe recession because the financial structure evolves during a
period characterized by a sustained boom. Early in a sustained
boom the financial structure is such that the effects upon financial
relations of a contraction inincome imposed by employment ceilings
are damped out. As the financial system evolves due to the need to
finance the sustained boom, the effects upon financial factors of a
contraction in income similar in its original magnitude to those that
occurred earlier will not be damped out. The financial repercus-
sions will result in widespread and growingfinancial distress which
may result in a financial crisis.

In this chapter we will take another tack. We will assume that a
severe recession can occur independently of the behavior of the
financial system. We will examine the effects upon some parts of
the financial system of a number of hypothetical contractions of
varying severity in gross national product.

We first examine what the reaction of the economy within a
“horrowed” model would be to a large decline in expenditures that
are assumed to be exogenous. We find that within the assumed
structural relations the imposition of autonomous expenditure
changes which are designed to approximate the 1929-32 changes
in private autonomous expenditures generates a fall in income
considerably smaller than was observed in 1929-32. Various quite
arbitrary structural changes are then made in the original bor-
rowed model, but even so we are not able to generate a fall in
income that closely approximates the severity of the 1929-32
experience. In good part this is because in all our experiments
we did not modify the per capita consumption function. Aside from
dropping an assumption that population grows, the structural
changes made in the model affect the relation between personal
and disposable income,

We then estimate the amount of unemployment that would result
from these assumed changes in income and examine some data on
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spending by unemployed workers. The difference between the esti-
mated spending by unemployed workers and their current disposable
income gives us an estimate of the spending to be financed by
drawing upon private financial resources. We examine the amount
and distribution of deposits, redeemable assets, and guaranteed
loans among various financial institutions. This yields us an esti-
mate of the expected pressure upon the financial system that would
accompany our various computational experiments.

In addition an independent estimate of the pressures that would
be placed on savings and loan associations during some of these
computational experiments is made. This is based upon a regres-
sion analysis of the deposits and withdrawals from savings and
loan associations combined with estimates of the flow of funds to
these institutions on account of the mortgages they own. It is then
determined whether these institutions would have to sell assets
at any stage of the contraction, and what rate of default by borrowers
would have to take place to force either a massive sale of assets
or a large scale refinancing of their position.

An examination is also undertaken of the flow of funds on social
security and unemployment insurance accounts during sucha period.
It is shown that a large government cash deficit is generated which
should result in an increase in the quantity of money. The variation
in the flow of funds and the change in the money supply, given
various social security laws, is estimated.

In this chapter we will not allow a financial panic to occur in
order to force the financial institution into financial distress. That
is, the value of equity and real estate assets will not be allowed to
fall nor will runs on savings intermediaries be allowed to take place.
However, once the effects of the income decline forces financial
intermediaries to attempt to acquire cash by liquidating their
portfolio, we can assert that the conditions are ready for a financial
crisis. Hence neither foresight nor panic on the part of financial
institutions, households, and firms is conjectured.

In addition, as was mentioned earlier, the empirical analysis
is based upon existing relations. No attempt was made to adjust
the data for the evolutionary forces at workin the financial system.
Hence we are discussing the possibility of a severe drop in income
generating a financial crisis within a financial system that is more
heavily weighted with risk-free assets than in earlier periods,
where equity and real estate type assets are not fully priced on the
basis of extrapolated growth rates, where debt-equity ratios are
still low, and where the ratio of pure money type assets to income
is still quite high.
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A final warning is in order. The study being reported here is to
be interpreted as a pilot study rather than as a finished piece of
work. It was done in a relatively short time and is being offered as
an approach to the study of the relations between the *‘real’” and
the ‘‘financial’’ sectors of the economy which may have further
applications.

B. The Generation of a Large Drop in Gross National Product

Our first problem is to generate a large drop in gross n_a§i0g31
product without having a financial crisis as a part of the initiating
mechanism. I we use our basic accelerator-multiplier model ?.nd
ignored any constraints upon its operation we couldachieve this aim.
However, if the values of & and B are such that a strong boo:_:n is
generated, a boom that required constraining by a supply ceiling,
then the downturn, unless constrained, is much too rapid to serve
as a model for a contraction. Hence we will work with a model in
which there are built-in stabilizers that act to constrain the con-
traction. However, we will erode the stabilizersin order to generate
a drop in income that qualifies as a severe recession under an
arbitrary standard to be adopted.

What do we mean by a severe recession? The contraction begin-
ning in 1929 lasted for 43 months and the trough income was 5§ per-
cent of the peak income. A recession can be milder than this and
still be serious. On the other hand we want the recession we generate
to be more severe than those of the post-World War II period, for
which, in the trough guarter, the gross national products were 97
percent, 98 percent, and 98 percent of their respective peak GNP’s.
Arbitrarily we will consider a recession severe if it results in at
least a 10 percent drop in GNP during the first year of the con-
traction, a minimum of a 15 percent drop in GNP by the end of the
second year, and if the lower turning point has not been passed at
the end of the second year (using the peak income of the period as
the first quarter of the first year).

One reason why the recessions to be examined must be stronger
than the recessions of the postwar period is that during the entire
post-World War II period to date the recessions have not been ac-
companied by any significant financial distress. The only financial
shock of any severity that has taken place was the ““2 5/8” episode
of the summer of 1958 and this “shock” was an aspect of the re-
covery.

Any argument that the reason why no significantfinancial distress
oceurred was that the financial system is now too secure, or that
the financial system at the time of therecession was too liquid,
cannot be admitted in this discussion, For toadmit these arguments
would prejudge the case that a financial crisis can only occur within
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an environment that has been prepared for crisis. Basically in
this chapter we are examining whether or nota financial crisis can
be generated solely by the changes in money flows due to a fall in
income, ignoring the possibility that changes inasset values may be
accompanying the change in income.

The financial “pressures” generated by the deep contractionare
to generate a financial crisis. The financial pressures to be con-
sidered will be those placed upon the savings intermediaries by
withdrawals, the reduction in new deposits and defaults that can be
expected toaccompany a deep recession. (The institution to be exam-
ined in detail is the Savings and Loan Associations.) We will ex-
amine if the flow of funds due to the amortized contracts these insti-
tutions own is sufficiently large to offset the net withdrawals. With
this background we can estimate the maximum sustained drop in
national income that can take place without forcing these organiz-
ations to sell their assets to acquire cash. It will be a problem of
the next chapter to consider whether the market for their assets can
be protected so that such forced sales will not necessarily result in
a large fall in asset prices.

We are making some peculiar assumptions in this chapter. No
matter what happens to gross national prodyct and its various
components, no decline in the market price of equity and real estate
type assets will occur. If the prices of these assets are based upon
an expectation that growth will take place, the fact that growth has
not occurred will not affect their price. If the prices of the assets
are based upon the expected incomes to be received, the fact that
actual incomes are lower than expected incomes alsohas no effect.
We have to make these assumptions, for we have identified a sharp
drop in asset values as an attribute of a financial crisis, and we do
not wish to have any significant financial distress take place unless
@t is the result of money flows directly related to the decline in
income.

In what follows emphasis will be placed on unemployment and
money flows from and to households that are affected by unemploy-
ment. A weakness in the argument is that losses and bankruptcies
of business firms and the resulting defaults on business debt are
not considered. This neglect of business firms isa corollary of the
emphasis placed upon savings andloan associations in the numerical
example, and would be corrected if greater attention is directed
toward the effects of a recession on other financial intermediaries.

No runs upon financial institutions are allowed to occur. We
will assume that withdrawals by households are the result of con-
sumption behavior and disposable income; no accelerated with-
drawals occur because of fear of a financial crisis.
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We will borrow a model, one that is due to Duesenberry,Eck-
stein and Fromm!l and subject this model to really severe changes
in autonomous expenditures; changes derived from the 1929-33
experience. We will also have to modify the borrowed behavior
equations in order to generate more severe recessions than we
achieved by just imposing the strong shocks on the original model.

C. The Duesenberry-Eckstein-Fromm Model

Rather than design and estimate the parameters of a model to
test the behavior of the economy as Now structured when it is
subject to strong shocks, we «porrowed? a model that was designed
to explore the short-run reactions of the presentday economy when
it is subjected to “realistic” autonomous changes. This model, when
subjected to the relatively mild shocks, exhibited strong stability
and recovery properties. We subjected this model both to stronger
shocks and structural changes of a destabilizing nature. Our aim
was to achieve a decline in income that approximated the relative
magnitude of the 1929-31 experience. In our attempt to do this we
ran a number of computational experiments in which we changed
both the structure of the system and subjected it to changes in
autonomous expenditures more severe than in the Duesenberry,
Eckstein and Fromm experiments.

In spite of the strength of our shocks and the structural changes
we experimented with, we never achievedan over-all relative decline
of income of the order of magnitude of the 1929-31 experience.

The Duesenberry-Eckstein-Fromm model has three parts:

1) A set of exogenously determined expenditures.

2) A set of behavioral and definitional relations which transform
GNP into disposable personal income, which is the “key” variable
in the consumption function.

3) A consumption function.

The Duesenberry-Eckstein-Fromm Model is set out in Chart II-3.
(We will henceforth refer to this model and their experiments as
the D.E.F. model or experiments. The experiments undertaken for
this paper will be called Minsky-Bonem (M-B) experiments.)

1James S. Duesenberry, Otto Eckstein, and Gary Fromm, Sta-
bility and Instability in the American Economy (Harvard Univer-
sity, 1958). Paper prepared for conference on economic stability
of the Social Science Research Council. Also, J.8. Duesenberry,

Otto Eckstein, and G. Fromm “The U.S. Economy in Recessions,”
Econometrics, Vol. 28, No. 4 (October 1960).
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CHART II-3

Duesenberry, Eckstein, Fromm Model

(1) GNP 2C +1+G+F

(2) GNP
-1. Capital Consumption = 37.287 + L6571(t-1957:3)

-2. Indlrect Business Tax = 26.573 + .0238 GNPt + .16(t-1957:3)

-3. Statistical Discrepancy = .5

-li. Corporate Income Tax = .51 P

-5. Retained Corporate Earnings = .530 ~ .91 Dy * A1l Pat
where Pat (Corp. profits zfter inventory valuation adjust-
ment) is + ;:253 :;3(5,0 - Sg,) - +558 (alnv, - pTav,) ¢

agdo t?

where S!. = final sales

Pag = corporate profits + capital con-
0 sumption at the peak GNP level.

-5. Contributions to Socfal Insurance = .0330 GNPt
+7. Government transfers:
7.1 a) Rellef payments = 1,703 + .0093(GNP -GNP,) + .0335(t-19L6:3)
7.2 b) Unemp. benefits = 2,287 + .1075(GNP°-GNPt)
7.3 ¢) QASI and other = 1L.LO + .L25(t-1957:2)
7.4 d) Interest = 642
Total transfers = 26.231 + .L585(t-1957:2) + .1168(GN?°-GNPt)
= Personal Income
8. Personal Tax and Nontax payments e (OLTLS Y

+ ,03328 (Yp)/pop.IOOO + 165 (t-1957:2) + .5h0

= Disposable Personal Income Yd
(3) (per capita) CY¥, = 535 - 137 -0 + 57 Ct'%ld
t-1 Ydo t-2

(1) 1, G, F autonomous
(In Dueset.\berry, et. al,, change in inventory was estimated from
an equation; it is treated here as autonomous) (For method of
obtaining I, G, F, see belov.)

GNPt_ = Gross National Pr.cuct at time t
GNPO = Peak GNP -

t = tire, measured in quarters of a year
th = corporate dividends at time t
Pat = corporate profits after inventory valuation adjustment
S¢ = final sales = GNP - change in inventory

Sf = peak final sales
[

AInv = change In inventory
Pag, = peak (corp. profits + capital consumption)
CC = capital consumption
YP = Personal income
Yd = Disposable personal Income
C = consumption
G = government expenditure
F = net foreign investment

MINSKY 333

D.E.F. considered investment, government expenditure and the
net foreign investment as autonomous, and they derived a series
of inventory changes from the behavior of the economy.2 Calling the
sum of these “autonomous expenditures,” gross national product
equals consumption plus autonomous expenditures. In Table 11-22,
the three series of autonomous expenditures used by D.E.F. and
the single set derived by M-B are given. The first case D.E.F.
labeled as a realistic case: Itprovided foran approximately 10 per-
cent decline in the annual rate of autonomous expenditures between
1957:3 and 1958:2 followed by a rise in these expenditures; by
1959:2 autonomous expenditures were 7.4 percent above 1957:3.3
The second case, labeled the disaster case, provided for a fall of
11.6 percent in autonomous expenditures between 1957:3 and 1958:2
followed by a further decline to 16 percent below 1957:3 by 1959:1,
after which an increase in investment took place. The third case,
labeled the multiplier case, assumed a decline in the autonomous
expenditures of 7.9 percent (from 156.4 to 144.0) in one quarter
(between 1957:3 and 1957:4) after which autonomous expenditures

were stabilized.

In contrast to these series, the estimated decline in autonomous
expenditures used in the M-B experiments was 10.9 percent during
the first year followed by a further sharp drop, so that in 1959:2
autonomous expenditures stood at 74. 6 percent of their 1957:3 value.

The transformation from GNP to disposable personal income
is given by the eight equations “included” as part of equation 2 of
the D.E.F. model. In the later experiments we will modify the

following:

Equation 1 dealing with capital consumption.
Equation 5 dealing with corporate retained earnings.

Equation 7 dealing with government transfersas well as dropping
the D.E.F. assumption that population grows.

21n the D.E.F. model, inventory investment is a variable deter-
mined within the system, not an autonomous demand. Inventory
investment was treated in the M-B computational experiments as
autonomous, changing at 1929-32 rates.

3All of the computational experiments assume that 1957:3 was a
peak quarter and a quarterly series of GNP and its components
are derived dating from 1957:3. Thus 1959:2 is the eighth quarter
of the time series we compute.
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TABLE II-22

Autonomous Demand in D.E.F. and M.B. "Experiments"

D.E.Fe. M.B.

1 2 + Pvt.
) ot Invest. Gov't.

1957:3 156.h 156, 156.L 157.3 66.7 87.0
L 151 1514 1.0 151.0  60.5 --
1958:1 145.Lh 145k 1hb.O 5.3  5he9 -
2 1ho.1 138,2 14kL.O 140.2  L49.9 -
3 143.2 136.L 1LhL.0 130.6  11.2 -

L1y 13,9  1h.O 125.6  36.h -
1959:1 158.5 131,k 1hL.O 121.2 32,2 -
2 167.9 132.4 1hL.O 117.k  28.5 -
3 107.3  19.4 --
h 1€3.2  15.3 -
1960:1 99.9 12,1 -

+
This is the autonomous demand for e
: xperiments 1=7;
for experfment 8, D.E.F.-1 autonomous demand is used am;
for experiment 9, D.E.F.-2 autonomous demand.

The zbove with initial level = 100

Pvt,
Invest.

1957:3 100.C 100.C  100,0 100,0 100,C 100,0
h 96-8 96.8 92.1 96.0 90-7 -

1 2 3 Total Gov't.

1958:1 93.0  93.0 - 92.y  82.3 -
2 89.6 88.L - 89.1 7h.8 -
3 91.6 87.2 - 83.0 61,8 -
L 95.5 8L.3 e 79.8  Sh.6 -
1959:1 101.3  8L.0 - 77.0  L8.3 -
2 107.h  BL.T - 7.6  h2.7 --
3 - 68.2  29.1 -
L - 65.6  22.9 -

1960:1 s 63.5 18.1 -
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The consumption function as given in equation 3 can be trans-

formed into

Yd, N Yg

Cy=.535 Ydt-l -.137 ?d——-Ydt_l .57 C¢1 _ t-1,
0 Yd

t-2

is of the general

where all variables are in per capita terms. This
The component

form Ct =0g + 0 Y¢-1 with two modifications.

Yg
t-1
-.137 Yo Vi q

gerves to “change” the propensity to consume

om what it is when present

when present income is peak income fr
= Yd, then we have

income is not peak income. When Ydt_3

Yd
Ct=.398 ¥g, o+ -57Ce1 -1
Yag-2
Yd
t-1 basically is a stabilizing factor

Y4 o

agsserting that a large proportion of any period’s consumption de-

pends upon habits which do not change too rapidly, and is equivalent

to the @ ¢ in the general formulation. Also note that if
Y4 Cy

Cy-1/ t-2= /Ydt- 1 during a period in which Ydt-l

The component + 57 Ci1

= Ydo’ then

Ct/Yt_l =Ct1=7.

Yio
Because of the inclusion of previous period’s consumption and
the peak income components, the consumption relation tends to
retard the decline in income that would take place. In none of our
experiments do we modify the per capita consumption function, for
if we did this in the direction of lowering consumption we would be
implicitly assuming that a «financial shock” had occurred.

In what D.E.F. label as their realistic case, their experiment
1, gross national product falls from $440.0 billion in 1957:3 to
$419.7 billion in 1958:2, a decline of some 4.6 percent. In this
experiment 1958:2 is the trough. That is a shock whose maximum
intensity of 11.4 percent results in a 4.6percent decline in income.
(This case can be fairly labeled as realistic, for the actual 1957 :3

- 1958:2 contraction was approximately 3.7 percent of peak GNP.)
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We know that a decline of this magnitude had no measurable effect TABLE 1I-23
upon the financial system, hence we have tolook for a more severe ;
fall in income. Interpolated Private Investment, Government Expenditures

and Net Foreign Investment, 1929-32, Annual Rates

In v‘{hat D.E.F. call their d?saster model, GNP fell from $4‘%0 — Pvt. ¢ Gov't. Net Foreign Inventory Consump-
billion in 1957:3 to $406 billion in 1959:1, which is the trough. This GNPy est. Expend. Investment Invest. tion
trough is 7.8 percent below the peak income, and the “disaster” 8.6 8 1.3 719
shock which initiated this recession was a decline of 16 percent in 1929:3 102.6  15.2 ‘ ) 1.0 75.9
autonomous expenditures. Once again the strong ability of the L 99.3 13.8 8.7 o1 B
system to cushion autonomous shocks is evident. 1930:1 96,1 126 8.9 o7 o1 h.0
. el -7 '5 72.1
The pure multiplier yields a drop of less than 5 percent in two 2 931 1Lk % 2 5 . £9.6
quarters followed by a slow rise in income. This experiment we 3 8.0 9ol e B 6123
will ignore in the balance of this study. L 85  Buk 9.2 5 - ol 6.0
. . 1931:1 BL.9  T.b 9.2 L= eS .
Even the D.E.F, disaster model does not lead to a very serious 8.5 6.5 9.2 =l - 2.8 62.8
drop in gross national product, and such a drop in gross national CIC ' ’ 2 - 1.7 59.6
product would not be associated with any real pressure on our 3 73.6 b 9.1 ‘ * 56.6
financial system as now constituted. L 69.3 3.5 8.8 .2 - .9 ’ '9
’ " . 1532:1  65.2 2.8 8.5 -2 - 2.2 .
D. Various Experiments Designed to Generate Severe Recession - 2.6 51,2
2 6Lh 2.2 8.2 -2 :
Our problem is to generate truly severe recessions by compu-~ +Includes inventory investment
tational experiments and then examine what pressures these re- - 3 = 100
cessions impose upon the financial system. We can achieve these The above with 1929-3 =
more severe recessions by: BvL.  Gov't. Het Foreign Inventory Cgri\sump
GNP 7 vest. Expend. Investment Invest. on
1) imposing more severe shocks to the D.E.F. model; 1929:3 100,0 100.0 100.0 100.0 100.0 1°°-:
. . L 96.8 90.8 101.1 87.5 76.9 9.
2) changing the structural attributes of the model; N £3.8 95.0
' 1930:1  93.7 82.9 103.L SisS e 92.6
3) combining more severe shocks with structural changes. 2 90,7 75.0 105.7 87.5 38.5 8 :
. . : . 3 B6.7 618 1069 62.5 - -
In this section we will report on some nine computational experi- 10629 62.5 - 1.1 86.1
ments in which all three ways of achieving such severe recessions L 83.2 55.3 * 38.5 83.h
were tried. Only by combining severe shocks with structural 1931:1  79.8 LB.7 106.9 50.0 - 38, b6
changes were we able to generate what we define as severe re- 2 76,5 L2.8 106.9 50.0 -215.L 6.5
cessions. 3 1.7 28.9 105.7 25.0 -130.8 ';2.7
. 0 -u‘6°1 B
Of course these nine experiments do not exhaust the possible L 67.5 23.0 10 22 169.2 69.2
manipulations of the basic D.E.F. model. The selection of the 1932:1  63.5 18 98.8 25.0 e 66.7
experiments followed two principles. These were to subject the 2 9,8 1.5 95.3 25,0 -200.0
economy to a really large change in autonomous expenditures and

to modify the structural relations only to the extent necessary to
achieve a severe recession, leaving the per capita consumption
function unchanged.

What do we mean by a severe recession? The contraction of
1929-33 certainly qualifies. In Table II-23, a quarterly series
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derived by interpolating from the annual 1929-32 series is pre-
sented.4 We arbitrarily assume that if a severe recession proceeds
for two years and no lower turning point is reached, “something”
will be done—in the sense that government expenditures or taxes,
etc., designed to affect income, will be changed. As we do not wish
to undertake an examination of the effectiveness of fiscal policy,
we will limit our analysis to eight quarters using the peak quarter
as the first quarter although many of the computations are carried
out to the eleventh quarter past the assumed peak.

The peak quarter in 1929 was 1929:3 at which time gross
national product was $102.6 billion. At the end of the second year
1931:2 GNP was $78.5 billion. Measuring from 1929:3 as 100, GNP
in 1931:2 was 76.5, a fall of 23.5 percent from the peak. We will
first attempt to generate a contraction as severe as the 1929-31
contraction by imposing upon the D.E.F. structure the series of
autonomous expenditure derived from the 1929-31 experience. The
estimates of the quarterly series of the components of autonomous
expenditures in this period are givenin Table II-23. The unexpected
item in this series is that government expenditures rose during the
first year of the contraction and onlybeganto fall in the third year.
The great difference between 1929-31 and the present day economy
is that government expenditures were but 8 percent of GNP and
35 percent of autonomous expenditures in 1929:3, and they were
almost 20 percent of GNP and 55 percent of autonomous expendi-
tures in 1957:3. In deriving our severe shocks we assumed that
private investment behaved as private investment had behaved in

4The method used was to take the annual totals of investment,
etc. for 1929-32 and determine the quarterly rate of change. When
these rates were applied to data for, e.g., the third quarter, 1957,
a series was found which moved similar to that of 1929-32. If I; is
investment, then - __It+11t It /4 gives the quarterly rate of change
from the third quarter of year “t” to second quarter, year “t+l1.”
To apply the quarterly rates of change to 1957, two things are
necessary: 1) multiplying the actual investment of 1957:3 by (1-R),
(1-R)2, etc., where R is the quarterly rate of change, 1929-30,
gives totals for 1957:4, 1958:1, 1958:2; 2) to find investment for
1958:3, the rate just used became irrelevant nor can the rate for
the next four quarters be used: by using a “link rate,” Rl, =
_11930:3 - 11930:2, {65 ol _ 1,1 '
11930:2 e total for 1958:3 (=(1-R™) *1958:2). Having
made this transition, the 1930-31 quarterly rate of decrease is
used until 1959:3; at this time, a new “link rate” is again computed
and applied to investment of 1959:2. Similar procedure yields
estimates of quarterly GNP, consumption, and so on,
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1929:3 - 1931:2 and that government investmer_lt rem_ained cf:nstant
at $87 billion. Whereas the autonomous expepdlmres in 1930:2 wg;g
66 percent of the autonomous expenditures 1n‘1929:3 in our s?v’ e
shock series, based upon the 1929-32 experience for private in
vestment but with the weight to government and_prwate autonlomlousé
expenditures derived from present dayv relations, the ot:efqtt;:va e:k
eighth quarter autonomous expenditure is 74.6‘ per‘cgnt e pete
quarter’s autonomous expenditure. Hence our inability to ge;lmira

a recession as severe as 1929-31 is in part due to the fact that our
shock series was smaller.

i rbitrarily will take as a really severe reces‘sion one
ol 4 to 80 percent of the decline from

that achieves a decline equal T
1929:3 to 1931:2, i.e., a decline of 18 percent. Once we modified
: o achieve this we halted our

the structural relations sufficiently t
search for structural changes.

initi i Minsky-Bonem

In Chart II-4, the definitions of the various
experiments are given. In Tables 11-24 and 11725, the results of tﬁe
computational experiments carried out for this study as well as the
three relevant computational experiments of the D.E.F. study are

presented.

i i i the more severe
In the first M-B computational experiment, :
shocks were applied to the unadjusted D.E.F.. s.tructure. GNP in the
eighth quarter was 12.3 percent below the ceiling GNP.

The first structural adjustment was to _change the Eh?ldend
equation, for, with the relatively severe reces?.mnof M-B, dw!dendg
in excess of corporate profits were being paid and it was assume
that this would not take place ina severe recession. This ad_]ustmen't.
carried out in M-B experiment 2, did lower cqmpubed income 1n
all quarters after the first when compared with the unmodﬁichl
D.E.F. structure, and in the eighth quarter GNP was 86 percent

the ceiling.

5mn the eighth quarter of the 1929 contraction GNP was 76.5 per-
cent and autonomous expenditures were 66 percent of their values
in the peak quarter. In the tenth quarter of the seventh computa-
tional experiment GNP was 76.8 percent and autonomous expendi-
tures were 65.6 percent of their values in the peak quarter. _—
Perhaps by the time we had changed the structure of the mode
for the seventh experiment, the difference bet“feen the contraction
in the seventh computational experiment and in 1929 was r_r_lostly
due to the relative moderateness of our autonomgus .expe_ndlt.ures
series. If this is true, there are some obvious policy implications.
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TABLE II-25

National Income "Experiments" with Initial Condition, GNP = 100
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87.3  87.7 88.5 86.1 86.7 83.6 99.0 91.2
102.5

88.6

92,72 96,2

99.9
102,9

1959:1

91k

86.0 86.L 87.5 8L.6 85.5 B1.9

87.7

96,2

92.4

2

83.2 83.9 85.2 82,0 83.0 79.0

85.5
83.8

82.0 83.5 80.0 . 76,8

81.3

7947 80.6 82.3 78.6 7943 75.1

82I6

196021

Note: Estimated % decrease:

a) 1929:3 - 1932:1 = 36.0

b) 1929:3 - 1931:2 = 23.4
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In experiment 3, the assumption made in D.E.F. that population
growth was taking place was dropped. The resulting series did not
differ by very much from the series of experiment 1.

In experiment 4, the capital consumption equation was modified.
This had almost the same final effect upon GNP as the structural
change of experiment 2, but it did result in a more rapid rate of
decline during the first quarters than took place in experiment 2.

In experiment 5, the structural changes of experiments 2, 3, and
4 were all included. In the eighth quarter GNP was 84.6 percent of
the peak GNP so that by these structural changes we succeeded in
lowering GNP by 3.1 percent more than in M-B experiment 1.

In experiment 6, we halved the taxes collected on account of
social insurance and the government transfer payments, which
include interest payments as well as benefits from the various
social insurance and relief schemes. In this experiment the eighth
period’s GNP was 85.5 percent of the intitial GNP.

In experiment 7, all of the structural changes of the earlier
experiments were combined: the behavior of dividends, capital
consumption, population, and social security were all changed. As
a result the eighth period’s GNP was 81.9 percent of the peak GNP.

In experiments 8 and 9, the more modest D.E.F. autonomous
expenditures series was applied to the structure of experiment 6.
This resulted in a somewhat, but not significantly, lower GNP
series than the original D.E.F. experiment using these shocks,

The major difference between the various time series generated
by the different experiments is in the slight difference in con-
sumption behavior. Without breaking the effect of previous peak
income and past consumption on present consumption, the ratio of
consumption to GNP rises from its initial value of .65 in the various
M-B experiments and this acts to stabilize income.

We will now examine the effects of some of the “experimental”
declines in income on the financial system.

E. Spending by Unemployed Workers

In order to estimate the financial pressures that result from
declining incomes we will estimate the withdrawals from the various
financial intermediaries due to spending in excess of disposable
income by households with unemployment. We will do this in three

steps:
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TABLE II-26

Consumption Expenditures in Various Experiments

D.E.F. M.B.
1 ? 1 5 1_
1957:3 283.6 283.6 238.3 288.3 288.3
L 280.,2 280.2 289.,5 288.6 2B88.6
1958:1 260.3 260.3 285.1 282.0 277.7
2 279.6 279.5 28h.ly  276.4 269.5
3 277.6 277.2 279.8 271.8 263.6
y, 278,17 276.0 275.8 266.,0 256.3
1959:1 281.,3 27hL.6 273.6 262,3 251.5
2 285.2 27h.2 273.Lh 259.6 247.5
3 273.5 258.0 2hWkL.9
Y 270.2 253.3 239.0
1960:1 268.,0 250.3 23h.6
The above, with starting point = 100
D.E.F. M.B.
1 2 1 5 7
1957:3 100.,0 100,0 100,0 100,0 100,0
L 98.8 98.8 100, 100,1 100,1
1958:1 98.8 98.8 98.9 97.8 96.3
2 98.6 98.6 98,6 95.9  93.5
3 97.9  97.7 97.1 9h.3 91l.k
L 98,3 97.3 95,7 92.3 8849
1959:1 99.2 96.8 949 91.0 B7.2
2 100.6 96.7 9L.8 90,0 B5.8
3 9h.9 89.5 BL.9
L 93.7 87.9 82,9
1960:1 93,0 86,8 81,k
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TABLE II-27

Consumption and Gross National Product
Eighth Quarter as Percent of Peak and Ratio
D.E.F. Experiments 1 and 2, M.B. Experiments 1, 5, and 7

Experiment G.N.P. Cons. C/GNP
D.E.F.-1 102.9 100.6 .63
T 92.4 96.7 .67
M.B.-1 87.7 94.8 .70
M.B.-5 84.6 90.0 .69
M.B.-7 81.9 85.8 .68

(1) estimate the relations between changes in the percent of
unemployed and changes in GNP.

(2) estimate how much the households with unemployment spend
in excess of their income.

(3) combine these to get an estimate of spending in excess of
disposable income due to the unemployment expected with our

computational experiments.

The relation that was obtained between seasonally adjusted un-
employment rates and gross national product, seasonally adjusted
at the annual rate using quarterly data for the period 1947-59 is:

Equation E.1:
.3603 - .0663 (AGNP)

4
4

This implies that an increase of $5.4 billion per quarter in GNP is
necessary to keep the unemployment rate a constant.

change in unemployment rate.

Starting with an initial unemployment rate of 4.4 percent in
1957:3, the effects of changes in GNP upon the unemployment rate
for the following computational experiments were calculated:
D.E.F.-1, M.B.-1, M.B.-5 and M.B.-7. These computations are

presented in Table 11-28.
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TABLE II-28 TABLE II-28 (Continued)
Unemployment and Spending in Excess of Disposable Income
Labor Unem- Monthly
Fonthl GNP Ca om R Force ployed Exc‘:}.::asl endingt
GNP DGND AUR UR Labor Unem- Y L g
Force ployed Hotabs o M.B.-7
Excess Spending T Pl §
M.B.-1 1957:3  LhiS.6 bt 68.99L 3,036 36hL.320
1957:3  Lb5.6 b 68.99  3.036  288.120 b L39.6 -6 75 S.1 3.519 22,280
k  LLo.S - 5.1 .70 5.1 3.519 334,305 1958:1 L423.0 =1€.6 1.L6 6.6 h.5Sk  SL6.L8O
1958:1 L436.1 - L.k .65 5.7 3.933  373.635 2 1409.7 -13.3 1.2 7.8 5,382 645.6840
2 L42Lh.6  -1L.5 1.12 6.8 L.692  LLS.740 3 39h.2 -15.5 1.39 9.2 6,347  761.6L0
3 LCL -2 1.30 8.1 5.589  530.955 ' Lo 3BLe 12,3 118 10.h 7.175  861.000
L LOLL - 9.0 .96 9.1 6,278 596.410 1 1959:1  372.7 = 9.2 97T 1Lk 7.865  913.800
1959:1 39h.8 - 6.6 .80 9.9 6.830  648.850 | 2 36k - 7.8 .88 12,3 8.1:86 1,018,320
2 390.8 - L.0 .63 10.€ 7.24  688.180 i 3 382.2  -=12.7 1.20 13.5 9.31h 1,117.680
3 380.8  -iC,.0 1,02 11.5 7.93,  753.720 L 3he.2  -10.0 1.02 1he5 10.00k 1,200.L80
L 373.4 = T .85 12,1 8.555 812.725 [ 1960:1  33L.S - Ta7 .87 15.h 10.625 1,275.C00
1960:1  367.9 = 5.5 .72 13.1 9,038  858.610 D.E.F.-1
H.B.-5 1957:3  LL0.O Lk 68.99L  3.036 288.h20
1957:3  LLE.6 Lli 68,994 3,036 266.k20 L L3.6 - Bk .92 5.3 3.657  347.L15
L L39.6 - 6.0 .76 C.? 3.588 340,860 1958:1  L25.8 - 5.8 oTh 6.0 L.140  393.300
1958:1  L27.3 123 1,16 6.l bl16  L15.520 | 2 419.7 - 6el .76 6.8 L.692  LL5.7L0
2 Ll€.6  -11.7 1.12 7.5 5.2l L98.180 3 Leo.8 1.1 .29 7.1 1.899  L65.L0S
3 horlds  -1h.Z 1.30 8.8 6.071  576.7LS L L428.0 7.2 -.12 7.0 4.830 L58.850
b 391.6  -1c.8 1,08 9.9 6.830  6h3,850 I 1959:1 L39.8 11.8 -2 6.6 .55k L32.630
1959:1  383.5 - E.l 90 10,8 7..51  707.8LS 2 L53.1 133 =52 6.1 L.209  399.855
2 377.c - 6.5 19 11.6 8.003  760.285 3
3 365.3  -1..7 1.4 12.7 8.762 832,390 b
L 356.% - 8,8 9L 13.6 2,383 891,385 1960:1
1560:1 350.2 - 6.3 .78 kL 9.935  9L3.825
! ton basis of average monthly excess spending of $95.00 per month for households

+On basis of average excess spending of $95.00 per month for households with unemployment.

with unemployment.
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TABLE II-28 (Concluded)

Adjustment in Monthly Average Excess of Outlay over Income
for Unemployed Workers for Change in
Social Security Payments

M.B.-7 Monthly
Unemployed* Total Excess™
1957:3 3.036 364.320
4 3.519 422.280
1958:1 4.554 546.480
2 5.382 645.840
3 6.347 761.640
4 7.175 861.000
1959:1 7.865 943.800
2 8.486 1,018.320
3 9.314 1,117.680
4 10.004 1,260.480
1960:1 10.625 1,275.000

IFrom previous table.
On basis of average excess spending of $120.00 per month for
households with unemployment.

Under the D.E.F. Experiment 1 the maximum unemployment
rate was 7.1 percent of the labor force. At the eighth quarter after
the peak the unemployment rate in M.B.-1 is 10.5 percent; in
M.B.-5, 11.6 percent; and in M.B.-7, 12.3 percent. Assuming that
the labor force remains constant at 68.994 million under experi-
ment M.B.-7, some 8,486 million will be unemployed eight quarters
after the peak, an increase of 5.45 million from the unemployment
at the cyclical peak.

) The equationfor the relation between changes inGNP and changes
in the unemployment rate was estimated on the basis of 1947-59
data. During this period no serious recession occurred. As a re-
sult, firms whose sales and output declined did not lower their
l_abor force by the same ratio; the sales, clerical and administra-
tive _staffs were not reduced. On the other hand if a protracted re-
cession occurs we can expect some cutbacks in the number of such
overhead employees.
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If we take 18.1 percent as the decline in GNP at the end of two
years as our severe recession, this decline would be accompanied,
according to our estimate, by a 7.9 percent rise in unemployment.
Of course the spreading of work by the use of short-time employ-
ment for a large number of workers could be the “pattern” during
such a severe recession, but quite arbitrarily we will assume for
one experiment that unemployment rises by 5.1 percent (18.1 -
7.9/2) more than the 7.9 percent—i.e., by 13 percent. Hence we
would have 17.4 percent of the labor force unemployed; this gives
us approximately 12 million unemployed. We will estimate the
financial effects of 12 million unemployed during the eighth quarter
of our recession in addition to estimating the financial effects of
selected M.B. contractions.

Expenditures for the unemployed were collected for some sample
studies of benefits under unemployment compensation. The relevant
data are summarized in Tables 11-29 and I1-30. Usinga 1-2-1
weighting scheme for the various types of households, a very rough
estimate was derived that the average expenditure in excess of in-
come is $95 per month per household unit with unemployment.

Under the assumption that the unemployment benefit is halved
and that the reduction in consumption is one-half the difference be-
tween the old and the new unemployment benefit, an estimate of
$120 per month of the excess payments over the income is derived

for the households with unemployment.

6y; = New income of unemployed

Yo = Previous income of unemployed

C1 = New consumption of unemployed

Cq = Previous consumption of unemployed
UB; = New benefits of unemployed
UB, = Old benefits of unemployed

Assume: UBj= -_%-UB0
AC = -3 (UB; - UB)
Then, Yy =+ UBg + (Yo - UBo)
C1 =Co - 3 (UBy - UBg) = Co - Tus,
(1 - Y1) = (Co - Yo) +3 UBg
1. (Cq - Yo) = 95
5. UB, = 915 UBo = 24

(C1-Y9 = 119, or 120 to two significant digits.
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TABLE II-29

Excess of Cash Outlay over Monthly Income During Unemployment
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TABLE II-30

Cash Outlay and Unemployment Benefits During Unemployment

L-Person  L-Person
One Person Household, Household,
Household Clairmant Claimant

as Head as non-head
Pittsturgh, Pa. h1 79 n.a. Excess
103 192 Income
.398 h11 Excess/Income
Florida 57 157 75
86 120 320
662 1.308 «234
Sotth Carolina 37 15 52
92 173 3Lk
.02 l3k .151
New York State 96 156 125
13k 194 L30
.716 8ol «290
Oregon 55 129 86
139 229 Llo
.396 .563 .195
Fissouri 8g 117 56
116 209 L16
<733 +559 135
62 119 79 Average Excess
112 186 390 Average Income
«55L <639 .202 Average Excess/Income
Total averages with weights of 1-2-1: Excess
Incone 218
Excess/Income

Source: Table C-1, Adequacy of Benefils under Unemployment Insurance,
Bureau of Employment Security, U.S. Department of Labor
(Washington: 1958),

All surveys were conducted between Fall 1956 and Spring 1958, except
that for Pittsburgh (Fall 1954).

Li-Person  L-Person
One Person Household, Household,
Household Claimant Claimant

as Head as Non-Head

Pittsburgh, Pa. NN 27 NeBe Cash outlay
93 119 Ne3e Unemployment benefits
Florida 113 27 395 out lay
g6 n.a, n.a. benefits
South Carolina 129 218 396 out lay
61 61 62 benefits
New York 230 350 o5 outlay
91 104 &8 benefits
Oregon 19L 358 526 out lay
100 118 81 benefits
Hissouri 201 326 Li72 outlay
96 103 89 benefits
174 305 L69 . Average cash outlay
83 101 80 Average unemp. benefits.
Totzl averages with weights of 1-2-1: Average czsh outlay - 313
Avg. unemploy. benefits- 91
From previous table: Average Income - 218

(unemp. bnfts. + other)

Av. Excess of Outlay -
over income - 95
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In Table II-29 the excess of monthly expenditures over income
are shown during each quarter of the contraction for experiments
M.B.-1, 5, and 7 and D.E.F.-1. On the basis of these estimates the
drain from the financial intermediaries will be approximately $1
billion a month by the eighth quarter of a recession as severe as
M.B.-7.

If we take the more extreme estimate—12 million unemployed—
the drain from the financial intermediaries, assuming that each
unit uses $120 of private financial resources per month will be
$1,440 million per month.

We now have to see whether a representative financial inter-
mediary can stand its share of such spendingin excess of disposable
income.

F. Pressure on Savings Intermediaries Due to a Severe Recession

A recession as severe as those generated by the M.B. computa-
tional experiments will result in pressures on the savings inter-
mediaries whose liabilities are the largest part of the nonmonetary
liquid assets of households. These pressures will be felt on both
the asset and the liability side of their balance sheet.

On the asset side we ignore any possibility of a severe decline
in the market value of the assets whichare not in default occurring
independently of a need for the financial intermediaries to obtain
money by selling their assets. As a result, the only pressure on the
asset side of savings intermediaries that will occur as a result of a
severe recession will be due to defaults by borrowers.

On the liabilities side of the balance sheet of the savings inter-
mediaries, the pressures due to a recessionwill be the result of an
attempt by households with decreased disposable incomes to main-
tain their consumption standards. This will result in a rise in
withdrawals and a fall in new deposits inthe depository institutions.
For life insurance companies the events analogous to withdrawals
are the cancellation of policies and the policy loans: both of these
are ways in which households can tap the cash surrender values
of the policies. In almost all important respects United States
Government savings bonds are close substitutes for the liabilities
of the savings intermediaries, The financial pressures associated
with a recession will result in an increase in the rate at which
they are redeemed.

Even though we will look at the relations between an economic
contraction and all of the significant classes of financial institu-
tions, primary attention will be paid to the savings and loan
associations. This is in good part due to the availability of data
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and the simplicity of their balance sheets. However t_ht_alr rapid
rate of growth, the relative thinness of their equity pogltlons, and
the relative weight of the risk assets in their portfghps, as well
as the large number of small savings and loan a_ssocu_itmns, make
them likely candidates for the wealk link in the financial structure

of the economy.

In Table II-31 the balance sheets as of the end of 1958 of all
savings and loan associations and all mutual _sgn_rings banks are
presented. As far as the owners of the liabilities qf tht_ase_two
classes of institutions are concerned, these two sets of institutions
perform the same function. In Table II-32 the mortgages owned
by financial intermediaries are classified as to wpether or not they
are insured or guaranteed by the government. Using cash, govern-
ment debt and government insured and guaranteed mortgages as
«piskless” assets in the sense that they are to all extents and
purposes free of default risk, in Table II-33 the amoun?s and the
ratios of riskless assets to total assets for the most 1mpo_rtant
savings intermediaries as well as the ratios of ow_ners equity to
total assets are presented. In boththe percentage of riskless assets
to total assets and the percentage of owners equity to total assets,
mutual savings banks are betfer protected against financial dis-
tress than are savings and loan associations.

Life insurance companies held 22 percent of their total assets
in riskless form and their equity accounts were 8.5 percent of their
total liabilities. (Stock life insurance companies which h‘eld ab_out
27 percent of the total assets had only $745 million in their capital
account,) However, in evaluating life insurance company ba!ance
sheets two problems arise: 1) the possibility that‘ there are h1dc?en
surpluses in policy reserves and 2) the possibility that the polu?y
reserves do not measure the cash surrender value of their
liabilities in the same way that deposits measure the cash surrender
value of the liabilities of savings and loan associations and mutl_xal
savings banks. Of the total policy reserves in 1958 of $8.8.‘6 billion
only some $52.9 billion were for ordinary lifeand $4.2 billion were
for annuities. My “guess” is that the liquid asset component of
policy reserves at the end of 1958 was $57.1 billion; the 9thgr_$31.5
billion represented reserves that could not be tapped by individuals
allowing a policy to lapse or by borrowing on the policy.

Because of the difficulties in interpreting the life insurance
data and because of the relatively greater security of the mutual
savings banks, primary emphasis is placed upon the study of_ the
financial pressures that a severe recession will place upon savings
and loan associations in what follows.

In Tables I1-35 and II-36 two estimates of the total liquid as_sets
of households are presented. We can assume that the private
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TABLE II-31 TABLE II-32
Mortgages Owned by Financial Intermediaries*
By Type of Mortgage
Billions of dollars, end of 1958

Balance Sheet of Mutual Savings Banks and
Savings and Loan Associations

End of 1958
Mutual Savings Banks Insured Percent
Total of
Assets Liabilitfes F.H.A. V.A. Total
Hortgages 23.0 Deposits 340
Other Loans .3 Other . Commercial Banks 5.48 3.3¢ 9.78 18.59 53
U.S. Gov't. Debt i Mutual Savings Banks 5.50 8.36 7.07 20.93 34
stat o ¢ i3 Supplus 3.2 Life Insurance Companies 7.44 7.43 19.52 34.39 57
ate 8 Local Bonds .7 Savings and Loan Associations ~ 2.21 7.08 36.34 45.63 80
Corporate & Other Bonds 5.0
Cash .
Other i *Residential mortgages for commercial and mutual savings banks,
2.5 e nonfarm mortgages for life insurance companies, and total mort-
37.8 37.8 gages outstanding for savings and loan associations.

Source: Federal Reserve Bulletin.

Savings and Loan Associations

Assets Liabilities

N E TABLE II1-33

lortgages LS.6 Savings Capitai 8.0

U.S. Gov't. Debt 3.8 Reserves 3.8 Riskless Assets and Equity

Cash 2.6 Borrowed Money 1.0 Mutual Savings Ba_.nks. Savings and Loap Associations and

Oth t Life Insurance Companies

er assets 3.1 Loans in Process 1.2 End of 1958
Other 2.7
55,1 55.1 Mutual Savings Savings and Loan Life Insurance
* Banks Associations Companies

Government debt 7.3 3.8 7.2

Source: Federal Reserve Bulletin, June 1960, Cash .9 2.6 1.4
FHA mortgages 5.5 2.2 7.4
VA mortgages 8.4 7.1 7.4
Total “riskless” 22.1 15.7 23.4
Total assets 317.8 55.1 107.6
% Riskless assets 58 28 22
Owners “equity”* 3.2 3.8 9.1
% Owner’s equity to

total assets 8.5 6.9 8.5

*Surplus, reserves, common stock.
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TABLE II-34 TABLE 1I-35
Balance Sheet* Nonmonetary Liquid Assets,
Life Insurance Companies End of Quarter, 1957:2
End of 1958 ,
(Billions of dollars) Percent of
! Amount Total Liquid
Assets Liabilities assets
+
U.S. Gov't. Securities 6,368 Policy Reserves 88,604 . 1. Time Deposits, Cormercial Banks 55.8 0223
Foreign Gov't. Bonds 3L49 Dividend Accumulations 2,912 2. Savings and Loan Association Shares 39.7 .158
State, Provincial, Local Bnis);, 135 Set Aside for Dividends 1,509 3. Tire Deposits, Mutual Savings Banks  30.9 .12l
R=ai lroad Bonds '
2 ; Bor ?,7711 Other Obligations 5,748 L. Credit Union Shares 3.1 .012
Public Utility Bonds 16,)i55 | Special Surplus Funds 1,865 . 1.5 .006
) ) 5. Postal Savings e
Industrial & Misc. Bonds 25,105 Unassignad Surplus 6,197
Stock 4,561 Capital Stock LS. .
? P 0 6. Total Deposits 131.0 .523
Mortgages 39,197 ) t 70.5 281
Real Estate 3,651 7. Poligy Reserves
Policy Loans L,5618
i bilities 201.5 «50k
Miscellanzous Assets 3,258 8. Total Private Liabili o1 i
B s . LT AN
Cash 1,366 9. U.S. Savings Bond
107,580 107,560
’ ’ 10. Total Liquid Assets 250.6 1.000
Percent of
TOf the Policy Reserves some $52,855 million were for ordinary life and { Total
some $4, 238 million were for individual annuities. I assume that this makes Deposits
the maximum cash surrender value of all life insurance obligations $57,093
milllion, and that the rest of the policy reserves could not be tapped by loans 1. Tipe Deposits, Commercizl Banks 426
or lapses. . 2. Savings and Loan Association Shares 303
Source: Life Insurance Fact Book, 1960, pp. 60 ff. 3. Tine Deposits, Mutual Savings Banks 236
L. Credit Union Shares -02
011

5. Postal Savings

tExcluding pension fund reserves.

Source: Flow-of-funds data.
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Nonmonetary Liquid Assets of "nonfinancial Sectors'

% of Total Deposits

% of Total Liquid Assets

End of:

1945 1957 1958

1932

1957 1958 1939 1945 1957 1958

1945

1939
15.3

.L21
«319
«227
.025

»007

17
2312
«236
.075
«010

«536
«132
<273
007
#052

ch87
«131
334

.006

#221

210
157
119
<013
.005

258  .219
+069
«177

.003
022

63.2
L7.9

5641

30,1

Time Deposits

«167
»119
.013
+00L

+05L

,1109

Tk
15,3

Lol

Mutual Savings Deposits 10.5

Savings & Loan Shares
Credit Union Shares

o111
.003
021

3L.0

31.7

3.8
1.1

3.k

oL
2.9

0Ll

1.3

1.3

Postal Savings Deposits

52k
<309

07T .50k
«315

.281

0530
436

56.1 134, 150.0

314

Total Deposits

358

8L.1 88.6

38-7

Policy Reserves

.833
2167

819
.181

.688
.311

966
.03L

238.6

57.2  9L.8 218.5

Total Private Liab,
U.S. Savings Bonds

42,9 LB.2 LT.7

2.0

100.0

100,0 100.0 100.0

137.7 266,7 286.3

5942

Total Liquid Assets

John G, Gurley, "Liquldity in Financial Institutions in Post-War Period," Study of Employment,

Growth and Price Level, Joint Committee on Economic Report, Table 1, p. 65.

Source:

MINSKY 359

financial resources owned by the households with unemployment
which will be drawn upon to finance spendingin excess of disposable
income will be derived from these sources. Toestimate the financial
pressures on the various financial intermediaries we can assume
that the pressure will be in the same proportion as their liabilities
are to total liquid assets of households. If we do this we will be
treating the savings bonds and the policy reserves on the same
basis as the other liquid assets.

We can readily assume that no difficulties confront the federal
government in refinancing its debt sothatany net decline in savings
bonds will result in a net increase in conventional bonds. In fact
we hope we can assume that inarecession this will be done in such
a way that no pressure upon the financial resources of the com-
munity results from this change. Thatis, all that will happen is that
the nonbank public will decrease its holdings of savings bonds and
increase its holdings of demand deposits and currency.

Life insurance policy reserves are not fully equivalent to
depository liabilities and savings bonds as a liquid asset. First of
all there is the problem raised a few pages back as to whether all
of the policy reserves are a liquid asset of households, or whether
only some 60 to 70 percent of policy reserves are assets house-
holds can voluntarily tap. In Table II-37 the amount of policy loans,
and policy loans as a percentage of total assets for 1920 to 1959,
are presented. In terms of historical percentages of policy loans in
the portfolio of insurance companies, the 1958-59 figures of 3.9
and 4.1 percent are low. If the same order of magnitude of the
ratio of policy loans tototal assetsasruled in the 1920’s and 1930’s
were to be re-established, the life insurance companies would face
a cash drain of some $10 to $14 billion.

In addition to policy loans, a recession may make a substantial
rise in the cash flow from life insurance companies due to the
voluntary termination of policies. Certainly an analysis more
comprehensive than the available data permit is needed of the
cash flows and the asset position of life insurance companies: as
far as we have been able to find, there are no available data on the
cash flow from life insurance companies due to the lapsing of
policies.

In addition to the difficulties of acquiring significantdata on life
insurance companies, there is some doubt in my mind whether
borrowing on life insurance or allowing a policy to lapse is quite
equivalent to withdrawing a deposit from an account. Also, do
households subject to unemployment have much in the way of life
insurance policies with cash surrender values?
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TABLE II-37
Policy Loans
U.S. Life Insurance Companies
Amount _Percent of Percent of
e ffliens Mo Towmee | Ve liilon Mfs T
1920 .B859 11.7 15L0 3.091 10,0
1921 1.058 13.3 1241 2,919 8.9
1922 1,141 13.2 1942 2,683 7.7
1923 1.198 12.7 1543 2.373 6.3
192 1.323 12,7 13h) 2,134 5.2
1925 1.L46 12,5 1945 1.962 L.k
1926 1,559 12.L 1046 1,894 3.9
1927 1.785 17.L 1947 1.937 3.7
1928 2.000 12.5 1943 2.057 3.7
1929 2.379 13,6 1949 2.240 3.7
1930 2.807 14.9 1990 2.413 3.8
1931 3,369 16.7 1951 2.590 3.8
1932 3.806 18.3 1952 2.713 3.7
1933 3.769 18.0 1953 2.914 3.7
1934 3.658 16.7 1954 3.127 3.7
1935 «SLO 15.2 1955 3.290 3.6
1936 3.L11 1347 1956 3.519 3.7
1937 3.399 13.0 1357 3.869 3,8
1938 3,389 12,2 1958 }.188 3.9
1939 3.2L8 11.1 1959 L.618 11

Source: Life Insurance Fact Book, 1960, p. 88.
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Because of these special problems surrounding policy loans and
savings bonds, an estimate of the pressure upon the savings and
loan associations will be made under the assumption that with-
drawals from savings and loan associations due to unemployment
are in the same proportion as the savings and loan “ghares” are to
total deposits in savings intermediaries.

In Table II-38 the estimated spending in excess of disposable
income by households with unemployment is presented. In M.B.
Experiment 1 in the monthly rate of spending by households with un-
employment in excess of disposable income during the eighth quarter
of the contraction will be $688.2 billion per month, in M.B. Experi-
ment 7 this will be $1,018.3 billion per month and the arbitrary as-
sumption of 12 million unemployed yields $1,440 billion per month.
I we use the weights derived from all liquid assets, the pressure
on the various savings intermediaries would be as given in Table
11-39(a); if we used the weights derived from the deposit interme-~
diaries, the weights would be as in Table II-39(b). Is the flow of
cash to these institutions due to their portfolio sufficient to meet

these drains?

The flow of money to the savings and loan associations on port-
folio account is relatively easy tomeasure. Almostall of their assets
consist of mortgages, and if we assume that all the mortgages they
own are fully amortized, then we can, by “guessing” at the average
age of the mortgage portfolio, estimate the monthly contract pay-
ment, which is both a repayment of the principal and a payment of
interest. I we then “guess” at the «expenses” of the savings
and loan institutions, we can estimate how much is available to
meet the cash flow. If the estimated cash drain is greater than
the estimated money flow to the institutions, we can assume that
there would be a need to finance their cash drain by selling their
assets. This effect can lead to a collapse in the market value of
«mortgages”—which would imply that savings and loan associations
would be in financial distress.

In Table II-40 the monthly payments of principal and interest
per $1,000 of original principal on fully amortized contracts at
various lengths and various interest rates are given, If we look at
the 6 percent interest rate payments thatare shown we can see that
$5,000 at 6 percent for 20 years requires $35.85 per month as a
payment; $4,000 at 6 percent for 13 years requires $35.28 per
month and $3,000 at 6 percent for 9 years requires $36.03 per
month, Ignoring the «gsmall® differences in the payments we can
argue that in an “even payment” contract at 6 percent per year on
the unpaid balance that has an original life of 20 years, 1/5 of the
original amount is repaid in the first 7 years and 1/5 of the original
amount is repaid in the last 2 1/2 years. It does not make any
difference if the contract is originally written for say 10 years or
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TABLE II-38

Estimated Spending in Excess of Disposable Income
Various Computational Experiments
First 8 Quarters of a '""Contraction"
(Millions of dollars per month)

Experiments Arbitrary

D.2.F.=1  F.B.-1 M.B.-5 M.B.-7
1957:3 268.4 288.4 288.4 36L.3
L 347.h 33L.3 340.9 422.3
1958:1 393.3 313.6 419,5 5Lé.5
2 LhS.T LhS.7 L38,2 6L5.8
3 LES.L 531.0 576.7 761.6
L 458.8 596.1 8L3.9 861.0
1959:1 h32.6 6L8.9 707.8 945.8

2 399.9 688.2 760.3 1,018,3 1,h40.

TABLE II-39

Monthly Withdrawals from Various Financial Instilulions
at Estimated 1958:2 Rate of Spending by Unemployed
Different Experiments, Different Weights to Financial Institutions

M.B.-1 M,R.-7 A.R.B. Veights

Part (a): VYeights as amcng Savings

Instituticns
Tire Depositsin Commercizl Banks 151.4 22L.0 316.8 22
Savings and Loan Associations 117,0 173.1 2Lk.8 17
Futual Savings Banks 82.6 122,2 172.8 12
Lifz Insurance Companies 205,.5 305.5 L32.0 30
Part (b): Weights as among

Dezesitory Institutions
Tire Lerosits in Cornercial Banks 265.0 427.17 €0L.E 42
Savings and Loan Associztlions 22GC,1 325.9 1,60,8 32
Mutual Savings Banks 158.3 23k.2 331.2 23
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TABLE II-40

Money Flows per Month to Owner of Fully Amortized Contracts
per $1,000 of Original Contract
Various Interest Rates and Terms

Interest Monthly
Rate -~ Term Payment
A. Interest on Outstanding Balance
(Mortgage Contracts)
9% 2 years 45.69
9% 3 years 31.80
6% 2 1/2 years 35.98
£% 3 years 30.43
6% 5 1/2 years 17.83
6% 9 years 12.01
6% 10 years 11.11
6% 13 years 8.82
6% 20 years 7.17
5% 10 years 10.61
5% 20 years 6.60
5% 25 years 5,82
B. “Adding on” interest (Installment
Credit)
9% 2 years 49,17
9% 3 years 35.27
6% 2 1/2 years 38.33
6% 3 years 32,77

it has 10 more years to run, the payment per month per thousand
of unpaid balance is as it is given by the table. Thus if the payment
per month is $35.85 on a 6 percent contract with 10 years to run,
the unpaid balance when there are 10 years left to maturity is
$3,227.

We have no way to estimate directly the average remaining life
of the mortgage contracts owned by savings and loan associations.
*Given the growth rate of their portfolios, the average term to
maturity is far longer thanif the savings and loan associations were
not growing so fast. In addition, since the principal amount owed is
not reduced in a straight line, even in a portfolio where the same
amounts of mortgages are issued each year for the same term the
weighted average to maturity of the portfolio will exceed the half-
life of the contracts. As a result, we feel that 1 percent of the
mortgage portfolio is a generous estimate of the monthly flow of
funds to savings and loanassociations due to the contracts they own.
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Incidentally, note that with 6 and 9 percent 3-year contracts,
the monthly cash flow to the organization holding these contracts
can exceed 5 percent of the value of the contracts outstanding. This
is one source of the liquidity of consumer credit houses.

At a rate of 1 percent of the mortgage portfolio per month, the
cash flow to the savings and loan associations, with a mortgage
portfolio of some $40 billion, is $400 million. At a 5 percent per
annum rate on the outstanding balance, $200 million of this is re-
payment of principal and $200 million is repayment of interest.
If expenses are one-half of income then there is a $300 million
monthly flow to the savings and loanassociations which can be used
to meet the cash drains due to withdrawals by households with un-
employment. This is larger than the estimated cash drain from
savings and loan associations if we assume that the drain from the
savings and loan associations would be consistent with the weight
of their liabilities in the total liquid assets of households. I we
assume that withdrawals will follow the weights of savings and loan
associations among the deposit-receiving institutions, then the
cash drain from withdrawals would exceed receipts in the eighth
period for both M.B.-7 and the arbitrary 12 million unemployment
experiment.

If there is no net drain from the savings and loan associations,
then the repayment of principal and interest earnings in excess
of expenditures that takes place each month provides a source of
funds that can be used to purchase new mortgages. As soon as a
net cash drain from savings and loan associations develops, the
funds available to finance new construction decrease. Hence a
feedback from unemployment to the financing terms for new con-
struction can be set up, so that the financing terms available for
new construction may stiffen at the wrong time.

The above exploration of the relations between spending by the
households with unemployment and the financial position of savings
and loan associations depends upon some rather heroic assump-
tions. A more formal analysis of the same problem was carried
out for a number of the computational experiments.

From the available quarterly data for the period 1932:1 through
1958:4, least square regression lines were fitted for new deposits
and withdrawals from savings and loan associations. New deposits
were found to depend upon quarterly disposable income and with-
drawals upon the total deposits and the change in income. As a re-
sult an estimated net increase in shares relation was derived. The
equations are:

1) Withdrawals= .067 +.073 D;_; - .057 (YDt - YDt-l)
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2) New deposits = -4.68 +.103 Yy
3) Net increase in shares = 4.747 + .163 YDt - .057 YDt-l

-.073 Diq
where Di_1 = outstanding deposits end of previous quarter
YDt = quarterly disposable income.

Using as the initial condition that total deposits in period t-1
were $39.798 billion, the net change in shares outstanding for
D.E.F.-1, M.B.-1, 5, and 7 are presented in Table 1I-41. These
computations show that in D.E. F.-1there was onlya slight decrease
in total shares outstanding during the fourth and fifth quarters of
the period. Under the M.B. experiments the net drains of shares
took place at a much more rapid rate, and in M.B.-7 the net de-
crease in shares exceeded $1 billion a quarter in the eighth quarter
of the contraction.

Using 1 percent of deposits outstanding as the gross flow of
funds per month on account of the amortized contracts outstanding,
beginning only with the eighth quarter in experiment M.B.-7 does
a negative cash flow turn up. Of course from this cash flow the
expenses of the savings and loan associations have to be met. If we
assume that these expenses are one-fourth of the total cash flow
then in M.B.-7 the net drain would be in excess of $90 million per
month during the eighth quarter of the recession. This would imply
a need for intervention in the home mortgage market or a tendency
for savings and loan associations to be in financial distress.

It is unlikely that an 18 percent decline in income would not
be associated with a significant rise in the default rate on such
mortgages. If during the eighth quarter 5 percent of the outstanding
mortgages are in default, the net drain of cash would be in excess
of $105 million per month.

However, note in Table II-42 that even in the extreme M.B.-7
computational experiment, if we allow $105 million as the sum of
expenses plus defaults, as late as the first quarter of the second
year the savings and loan associations would have a positive net
cash flow. The need to finance the net withdrawals by using the
amortization payments does imply that the mortgage market will
be tight. This may be one of the feedbacks that could reinforce the
contraction.

Of course the withdrawals, deposits and default estimates are
for the population as a whole. The relative pressure can be very
high on some and very low on other institutions. In a situation where
financial distress seems close it is not tobe expected that the cash
flow surplus associations would be purchasers of the assets which
cash flow deficit units would be trying to sell. The pressure on
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TABLE II-41 TABLE I1-42

Net Cash Drain on Savings and Loan Associations, Monthly
(Amortization of Contracts = .01 Deposits outstanding)

Estimated Net Change in Savings and Loan Shares
Various Computational Experiments
(Billions of dollars)

NHt:,Bi;l Amortiza- Monthly "néai;z Amortiza- Monthly
et IBCe 4ion of Net Cash e *  tion of Net Cash
in Shares Contracts Flow in Shares Contracts Flow
(+ increase) Monthly ¥onthly
uarterly Net Ch: in Shar - de
E L ange In STares \- cocreese 1957:3 115 01 516 |1957:3 115 b0l (516
D.E.F.-1 M.B.-1 M.B.-5 M.B.-7 I .038 .Lo3 kil L -.006 o1 «395
1958:1 ~Olls 05 k9 | 1958:1 -.05L .h00 .3L6
1957:3 .201 346 346 .346 2 - (022 0L .382 2 -,098 397 »299
3 -.073 h02 .329 3 -.169 .392 .223
4 .092 .115 -.018 - .206 L -.099 .399 300 L, -.188 .366 .198
1958:1 023 131 - 161 - 404 1959:1  -,091 .396 .305 | 1959:1 -.208 .380 .172
2 =103 .393 +29C 2 =.209 <37l +165
2 .084 - .067 ~-.293 - .589 3  -.151 .369 .238 3 -.261 .366 .1085
I - [ [ --2 . 8 .081
3 .037 - .218 - .506 - .805 L Iy S
1960:1  =.177 .378 .201 | 1960:1 -.271 <349 .078
4 .062 -.298 -.563 - .898 =
N:fi;;’ Amortiza- Monthly Pef’;nzl knortiza- Honthly
1959:1 .199 -.293 - .624 - .970 in Shar;s tion of Net Cash i.n Shares ct.mn o{ Ne}t:lCash
Nonthly Contracts Flow Fonthly ontracts oW
2 .330 - .308 - .627 -1.063
1957:3 .115 101 «516 | 1957:3 <067 100 167
8 - .453 -.783 -1.152 L ~.069 .399 .330 L 031 ko1 432
4 _ 511 - 831 -1.201 1958:1  -.135 .395 .260 | 1958:1  .008 o1 Log
2 -,196 .389 .193 2 -.028 oo .372
1959:1 -.530 -.814 -1.203 3 -.268 381 .113 3 =012 .00 »368
b =299 2372 .073 L .07 101 22
1959:1 -.323 +363 .0L0 | 1959:1 2066 21403 JLi69
2 =354 +352 -.002 2 110 106 .516
. 3 ’038'4 .Zhl -.0’43
L -.l0o -329 -.071
1960:1 =401 .317 -.08h
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the secondary market for mortgages will be greater than the $100
million or so per month net deficit in cash flows that the analysis
shows.

It is possible for a decline in income as severe as M.B.-7
generates to result in many savings and loan associations being in
financial distress. From widespread financial distress to generalized
financial crisis is not abig stepfor an importantfinancial institution.

G. Disposable Income and Consumption and Effects of Social
Security and Other Transfer Payments

Two additional sets of information were extracted from the
work sheets for the various computational experiments. These
are: 1) Excess of disposable income over consumption in the
various experiments, and 2) the net payments on social security
account.

In all the D.E.F. and M.B. experiments, the excess of dis-
posable income over consumption was positive during the first
eight quarters of the experiments. However, beginning in the ninth
quarter the consumption estimate for M.B.-7 exceeded disposable
income. The fact that the over-all excess declines from an annual
rate of $20.4 billion to $5.1 billion at the beginning of the second
year implies that many households must finance a part of their
consumption from sources other than disposable income during the
second year of the severe recession. These computations are in
Table I1-43.

In Table II-44 the excess of government transfer payments over
the withdrawals from income due to contributions to social security,
ete. are given for the various computational experiments. The fact
that the deficit on these accounts risesfrom $5.3 billion annual rate
to a $17.2 billion annual rate by the eighth quarter for M.B. Experi-
ment 1 and $19.3 billion for the eighth quarter for M.B. Experiment
5 is indicative of how such transfer payments sustain disposable in-
come. Since this requires money payments from the government,
the cash flow will have to be financed by the sale of bonds by the
government agencies involved. Assuming that duringa severe reces-
sion these bonds would be sold to the banking system, which would
be able to purchase them without reducing their other assets, the
contingent liability of the social security system would result in a
$14 billion (annual rate) increase in the money supply during the
eighth quarter of the recession over what it would have been. Such
an increase in the liquid assets of households and business should
help stabilize the economy.

H. Conclusions

There seems to be little doubt that the financial pressures
associated with an 18 percent decline in income over a two-year
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TABLE II-43
Excess of Disposable Income over Consumption
in Various Experimentsa
D.E.F. M.B.
1 2 3 1 2 3 h 5 6 7 8 9
1957:3[19.7 19.7 19.7 |20.k 20.L 20.L 20,5 20,4 20.k 20.Lh 19,7 19.7
Lk19 218 19.4 15.1 13.7 15.3 1.8 13.7 15,0 B.h 12.6 12.6
1958:1[19.7 19.7 19.9 [18.8 13.3 16.5 15.8 13.6 113 9,0 15,0 15.0
oli6.6 16.1 19.2 |18 13.0 17.0 15.0 13 118 9.1 137 13.1
3he.s 1.8 18.1[13.7 8.8 1.1 1.9 10,0 8.1 5.1 16,9 13.6
kle.1 1.2 17.0[13.5 9.3 1.6 126 10k B.2 5.1 19 12.7
1929:1 21,8 k.1 16k | 134 8.1 1kl 1LY 9.8 7.2 h.2 22.6 12.8
2l23.0 13.7 15.8|12.h 7.7 139 1M 9.7 6.6 3.9 254 128
3 71 2.9 9.1 6.2 50 .7 -13
N 6.7 3.0 9.0 6.2 5.3 .3 -3
1960:1 6.1 2.1 B.6 5.8 5.3 -.b -l
TABLE 11-44
Excess of Government Transfer Payments
and Interest Paid by Government
over Contributions to Social Insurance
D.E.F. M.B.
1 2 3 1 2 3 L 5 6 1 8 9
1957:3 | 5. Seb S| 5.3
wl7.6 7.6 8.6]| 7.0 7.0 7.1 7.0 7.1 35 3.6 3.5 3.5
1958:1| 8.7 8.7 9.2| 8.1 9.1 9.3 9.0 9.3 L.B 5,0 LT Nt
2l9.9 10.1 9.5]10.3 11.1 11,2 10,7 1.5 5.8 6.3 5.5 5.7
3l9.9 11,0 9.6)12.9 12 134 12,9 W1 69 T.7 Se1 6.3
bl 9.1 12,1 9.8] 1.7 154 15.2 W8 162 7.9 b.8 St 7.0
1959:1] 7.6 12.7 10.0]16.2 17.0 16.7 6.2 17.8 BT 9.7 b7 T3
2| 5.8 12.8 10.3]17.2 18,4 18.0 17.h 19.3 9.k 10.5 L.b 7.b
3 19.1 20,7 20.2 19.3 21,5 10.4 1L.7
L 20,7 22.5 21.9 20.9 23.3 113 12.7
1960:1 22.1 23.9 23.3 22.2 2h.7 12.1 13.5




370 RESEARCH STUDY TWO

period could pace many savings and loan associations, as well as
other financial institutions, in a position of financial distress.
Whether or not the losses that business firms can be expected to
make if income dropped this sharply would result in a significant
volume of defaults to the financial institutions that own business
debt was beyond the scope of our study. Nevertheless the magnitude
of the pressures that did build up on the savings and loan associa-
tions can be used as indirect evidence that a really severe reces-
sion can induce financial distress.

However a recession of the assumed magnitude, given financial
stability during the time it develops, has tobe explained. It implies
a well-nigh complete collapse of private gross investment—this in
spite of the relatively slow reduction in the flow of funds available
to finance investment. Unless we are willing to posit the sudden
autonomous exhaustion of investment opportunities, this path to
financial crisis must be considered as a rather improbable one
for the economy to take. A more likely course to a severe reces-
sion would involve a financial crisis that occurs earlier in the
downturn.

In addition, if we posit the existence of a large government debt
partially held in the form of savings bonds and a modern social
security system, the need to refinance the savings bonds as they
were redeemed and the social security system’s need to obtain cash
by selling its portfolio should result in a large increase in the
money supply if the central bank behaves sensibly.

For a recession as serious as M.B.-7 to occur in a modern
context it is necessary to assume that private investment can
collapse even though the money supply has increased and no finan~
cial distress has occurred., Also, note that M.B.-7 assumed that
income-maintaining transfer payments were cut in half; this is
equivalent to having income grow without increasing welfare pro-
grams. The recent history of such programs indicates that this will
not take place.

VIL CENTRAL BANKING IN A COMPLEX FINANCIAL
ENVIRONMENT

A. Introduction

There is no doubt that the financial structure of the United
States is more complex than it was in the 1907-13 era, when the
Federal Reserve System was being discussed and organized. There
is ample evidence of the decreasing importance of the commercial
banks in the total financial structure, even though some evidence
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exists that this decreased relative importance had been achieved
by the beginning of the great depression. 1Inthe original legislation
and the usages which have grown up since then, two functions of
the Federal Reserve System can be identified; these are: 1) a
regulator of the economy and 2) a lender of last resort to the
commercial banks.

In this chapter we will examine briefly how the central bank
operates with respect to these functions, recall what the peculiar
relation between the federal government’s financial operations and
the central bank necessarily is, and offer some suggestions for
modifying the scope and functions of the central bank.

B. Central Bank as a Regulator of the Economy

There is no need to document the current emphasis upon the
central bank as a regulator of the economy. Changes in discount
rates, open market operations, and reserve requirements, as well
as direct controls, are used by the Federal Reserve System to
affect the volume and direction of lending. The reason given for such
acts is that they will affect the level of activity in the economy. The
argument as to whether the Federal Reserve Bank should operate in
the short- or the long-term issues is really a debate about the
relative efficacy of different types of operations in controlling the
economy. In this section we will draw attention to the effects of a
complex financial structure upon the efficacy of the central bank’s
action in controlling the economy and also point out how the
stability properties of the financial system depend upon the extent
to which “the economizing of cash” is carried. It is pointed out
that if there is an attempt to constrain the economy by “tightening”

"up on money, the likelihood of financial instability increases. The
active use of monetary policy in a buoyant economy implies that
the central bank must stand ready to act aggressively if financial
instability develops.

There is no doubt that the central bank can affect the volume
and the direction of loans and investments by the commercial
banks. However, in a world where a complex structure of financial
institutions exists and where a large volume of short-term govern-
ment securities are outstanding, the variability of velocity, that
is, the responsiveness of transaction and asset cash balances to
interest rate changes and the demand for financing, makes the
central bank a relatively ineffective regulator of the economy.

1Joseph Aschenheim, “Commercial Banks and Intermediaries:
Fallacies and Policy Implications,” Journal of Political Economy,
Vol. LXVII, No. 1 (February 1959).




372 RESEARCH STUDY TWO

There is a trade-off between liquidity and the vulnerability of
the financial system to financial crises and distress. A system in
which there is a large amount of money relative to transactions is
one in which the ratio of riskless to risk assets of the private
sector is high, especially if the assets of the monetary system are
heavily weighted by government debt and gold. In such a system
the possibility of financial distress for a particular unit spreading
to a financial crisis for the economy is slight. Continued reliance
upon monetary policy to restrict aggregate demand in a period in
which there is a secular buoyancy to the economy will lead to an
economizing of cash balances. In place of increased activity being
financed in part by increases in the quantity of money, increased
activity will be financed almost entirely by substituting debt assets
of private units for money in portfolios (or the monetary system
may sell government debt to private units and acquire private debt).
At every level in the economy such substitutions imply that each
unit is less well able to withstand an interruption in its cash re-
ceipts; a given interruption of cash flows, say on income account,
will now lead to a larger amount of portfolio changes at all levels
in the economy.

Even with a relatively steady easy money situation a growth of
risk assets vis-a-vis riskless assets will take place as long as the
economy is growing and the growth is being powered by private
demand. K the attempt is being made to constrain this growth in
private demand by monetary policy, then the possibility that a
financial crisis will take place increases.

If it is dangerous to use monetary policy to constrain excess
demand and a fundamental buoyancy to private demand exists, then
increased emphasis has to be placed upon fiscal policy. But this
implies a tighter fiscal policy: more taxes, greater surpluses and
smaller deficits over the short cycles. This will result in a more
rapid decline of the government debt during a sustained boom than
would otherwise occur. But the government debt held by the private
sectors and the monetary system tends to stabilize the financial
system. Hence the stabilizing influence of government debt is de-
creased if the attempt to restrain growth is carried out by means
of a tight fiscal policy and an easy monetary policy.

Neither of the alternatives, tight money and a relatively lax
fiscal policy or a relatively easy money situation combined with
a tight fiscal policy, which can be used to restrain excess demand
in an inflationary situation due to private demand, is without side
effects which adversely affect the stability of the financial system.
As a result the criterion, “What are the effects of the alternative
policies upon the stability of the economy?” does not result in a
clear-cut choice between policies. The actual choice of policy must
rest upon other secondary grounds.
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Agreat deal of weight in choosing the mixof monetary and fiscal
policies must be placed upon the extentand the scope of the govern-
ment’s responsibility for the maintenance of financial stability and
aggregate demand in times of recession. If the government will not
act vigorously through its fiscal operations to restore or increase
income, then the burden will necessarily fall upon the central bank.
If the central bank is to increase effective demand when it makes
credit available through the commercial banks, then interest rates
and credit availability must have been an effective constraint on
demand during the previous boom. Hence, the policy combination of
tight money and a relatively easy fiscal policy during a boom is
necessary if the policy combination of easy money and a relatively
unchanged schedule of fiscal operations during a recession is to be
effective. A federal government that is wary of increasing govern-
ment debt and responsibilities has to lean heavily upon traditional
monetary policy.

On the other hand, if the federal government has extensive
underwriting commitments to disposable income (social security,
unemployment compensation, etc.), then the money market must be
so ordered that the government will be able to sell large amounts
of debt instruments when these commitments become current. i
easy money is being introduced at this time after a period of tight
money, all the “hesitations” about taking a position in a debt asset
which, according to experience and policy declarations will later
fall in price, will be operative. Even though the government cash
deficit has become an expansionary factor, and even though the
Federal Reserve System is trying to lower interest rates, the
long-term interest rate need not come down appreciably due to

a fear of losses when long-term rates rise.

As a result of the existing widespread government commitment
to maintaining economic stability by use of fiscal operations, it
seems desirable to experiment with a policy mix that contains a
relatively easier and steadier monetary policy and place more
emphasis upon fiscal policy both in terms of tighter fiscal policy
during periods when inflation threatens and an easier fiscal policy
in times of excess supply. In a privately powered buoyant economy
this will result in larger surpluses and therefore more debt re-
tirement during expansion phases than a policy mix which places
more weight upon monetary policy. However the more vigorous
countercyclical fiscal action this policy mix implies will yield
greater deficits during the recessions. The over-all trend in the
debt will depend upon exogenous factors as well as the extent and
scope of the government commitment; however as full employment
income grows, it is necessary to raise the income at which the
budget is balanced to prevent the fiscal system from blocking the
attainment of full employment. Such a fiscal policy implies that the
debt will not be reduced rapidly, if at all.
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In the light of these considerations what has been called the
central bank’s dynamic functions should recede into the background.
The central bank’s dynamic function should take the form of a
regular systematic increase in the reserves of the commercial
banking system. Over the long run these reserves should be fur-
nished in exchange for government debt. The central bank’s major
dynamic function is to provide a stable monetary environment.
Discretion remains an essential element in monetary policy, since
the meaning of a stable monetary environment changes as the
economy and particularly the financial system evolve. No rule can
be laid down once and for all as to how rapidly the money supply
should increase; what the ratio between the money supply and the
national income or between the money supply and other financial
assets should be cannot be determined by any magic formula or by
an examination of the past. The discretionary monetary policy that
remains will not involve the central bank in the extensive day-to-
day interventions in the money market on its own initiative, that
it now carries on.

C. The Central Bank as the Lender of Last Resort

Even though the central bank’s significance as a short-run
regulator of the economy is decreased by the growth of the non-
monetary financial intermediaries, and even though the central
bank should be less ambitious in the direction of the day-to-day
control of the economy than its claims indicate, the existence of an
ever-changing, complex financial structure increased the impor-
tance of the central bank as a lender of last resort. The central
bank is responsible for the liquidity and viability of the financial
system as it exists. It has the responsibility of preventing any
financial crisis, no matter what its source, from developing. This
implies that if widespread financial distress threatens any signifi-
cant sector of the financial system, the central bank will quickly
move in support of the threatened sectors to prevent the distress
from developing into a crisis. As alender of last resort the central

2Inventory disinvestment is a major factor in the mild recessions
that take place during a sustained boom. As a result, an increase
in business cash and in the uncommitted lending ability of banks
takes place. In a world where there is a plentiful supply of short-
term government securities both firms and banks are always fully
invested; hence short-term interest rates will fall during a reces-
sion even in the absence of anactive monetary policy. This cyclical
behavior would of course be reinforced by the steady increase in
bank reserves that has been suggested as the desirable longer-run
policy. The behavior of the short-term inte#est rate is an automatic
stabilizer.
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bank is responsible for preventing the financial system from be-
having in such a manner that the income increasing and sustaining
factors are offset. Correct central bank action means that a deep
recession and its resultant stagnation will not take place.

This responsibility for the performance of the economy must
be carried out in such a way that severe financial losses and dis-
tress for any particular unit remain possible. The “bailing out”
action should be for the financial system, not for any particular
unit. Individual lack of prudence should be punished by losses, but
if the financial repercussions to such punishment threaten to be so
wide that the probable result will be to induce a serious decline in
investment and consumption, then the central bank must intervene.

The Federal Reserve System as it is organized and as it has
functioned is a lender of last resort to the commercial banks. The
Federal Reserve System has even been unwilling to regularize the
access to the discount window of so important a money market
intermediary as the Government bond dealers. As the Government
bond dealer must have a guaranteed refinancing source in case they
are unable to borrow enough from their normal sources to main-
tain their position, the Federal Reserve System has agreed to a
subterfuge by which one of the New York City banks guarantees
financing to the Government bond dealers and this bank in turn has
access to the discount window on an unrestricted basis.

There is no virtue, in and of itself, to the British technique of
central bank discount operations in which the Bank of England lends
to the discount houses and not to the commercial banks. However

. the British type of relations between the central bank and the finan-
cial institutions makes everyone concerned recognize that the
central bank’s responsibility is to aid in achieving the proper
functioning of the economy and not to protect any particular insti-
tution. I the Government bond dealers play a key role in evening
out the reserve position of the commercialbanks and if they finance
their position by borrowing temporary excess reserves from
commercial banks or otherwise idle cash balances from corpora-
tions, the central bank must guarantee that no wave of general
illiquidity can result from the lack of liquidity of these institutions.
Similarly, if consumer finance houses become issuers of liabilities
that are considered well-nigh money by the lender, then the central
bank must protect the economy against the repercussions which
might arise due to the illiquidity of these finanecial institutions.

Wherever a potential source of large-scale cumulative illiquidity
exists the central bank must stand ready in times of crises to
intervene. The central bank, for instance, should have stretched its
responsibility and made it possible to maintain asset values on the
stock exchange after some initial decline in stock prices in 1929.
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For by 1929 the inflated prices of common stocks had been built
into the asset structure of the financial system, so that any severe
decline of stock prices threatened a financial collapse.

It is interesting to see that the various finanecial institutions
which are cut off from the direct use of the central bank as a lender
of last resort do in fact have available sources from which they can
refinance their position in case of emergency. No institution would
knowingly put itself in the vulnerable position that a Government
bond dealer, a consumer finance house, a mutual savings bank, and
a savings and loan association is in, without having some guaranteed
way in which it can, if necessary, refinance its position. The worst
thing that could happen to the solvency of any financial institution is
a forced sale of its assets in order to acquire cash. Imagine what
would happen to asset values if there were a need to liguidate
Government bond positions by the Government bond dealers or if
the sales finance companies were suddenly to try to sell their
portfolios of consumer installment paper on some market. In order
to prevent this type of forced liquidation of assets, the financial
intermediaries protect themselves by having alternative financing
sources, i.e., by having “de facto” lenders of last resort. These
«de facto” lenders of last resort ultimately must have access to the
Federal Reserve System in times of potential crisis, and we will
have to find out how this indirect access functions for a number of
cases.

Today the Government bond dealers normally finance their posi-
tion by means of repurchase agreements with nonfinancial corpora-
tions, states, local governments, foreign central banks, etc. They
also have lines of credit at some commercial banks. These sales
and repurchase agreements of the Government bond dealers are
essentially loans. The form that is used is economically a fiction,
although it does have some legal and accounting rationale. If a
lender, or alternatively a purchaser, desires tocall the loan before
its due date or to sell back the issue used in the repurchase agree-
ment prior to the agreed upon date, the Government bond dealer
normally tries to accommodate the lender. Hence the loans involved
in repurchase agreements are almost equivalent to demand loans.
The Government bond dealer unable touse the central bank discount
window is able to refinance his position if the need arises by borrow-
ing at the previously mentioned New York Citybank. This New York
bank will lend to the Government bond dealers regardless of its
own money position because of the privileged position it occupies at
the Federal Reserve Bank of New York. The Federal Reserve Bank
apparently will lend to this bank without limitas long as the bank is
forced to use the discount window because of its activity in financing
the Government bond market.

The sales finance companies have somewhat more complex
financing arrangements. The sales finance companies maintain
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lines of credit at the giant commercial banks around the country.
A major portion of these lines of credit is kept open, or unused,
most of the time. The basic position of the sales finance companies
is financed by long-term bonds and by short-term borrowing on the
open market from corporations, etc. Whenever funds available on
the short-term market decrease or there is sudden increase in
their need for money, the consumer credit houses will draw upon
their lines of credit at the commercial banks. Once the unused
lines of credit at the commercial banks become too small relative
to the amount of their short-term borrowings from nonbank sources,
they free their lines of credit by borrowing on the long-term market.

1t is possible that the consumer credit houses are forced to go
to the long-term market at a time when long-term lending is not
readily available due to uncertainty. As a result, the consumer
credit houses can become unwiiling to extend credit to finance
consumer purchases at a time when aggregate demandis declining,
rather using the flow of cash due tothem to reduce their indebtedness.

In addition, the commercial banks may find that the consumer
credit houses normally draw upon their lines of credit at the
“wrong® time. I this embarrassing behavior by the consumer
credit houses results in stiffer terms being applied by the commer-
cial banks to the consumer credit houses for their stand-by lines
of credit, then all it willdois change the costs of these institutions.
But if it results in a refusal of the commercial banks to extend such
lines of credit, then the question as to whether these institutions
should have direct access to the central bank will arise.

¥ a commercial bank is forced to borrow at the Federal Re-
serve Bank’s discount window because a consumer credit house
unexpectedly draws upon its line of credit, we can expect that the
credit will be granted. Hence both the consumer credit houses and
the Government bond dealers dohave indirectaccess to the discount
window of the Federal Reserve System; there is little doubt in my
mind that in times of emergency if the commercial banks refuse
them accommodation such access will have tobecome direct. There
is no reason why approved Government bond dealers and approved
finance houses should not have access to the Federal Reserve Sys-
tem now, when no crisis threatens. The Federal Reserve’s attitude
toward such changes in its technique of operations has the appear-
ance of a mystical transformation of a convention into a matter of

ideology.

In addition to the Federal Reserve System, there are a number
of other federal agencies that either insure the liabilities of financial
intermediaries, guarantee the assets held by financial interme-
diaries, or act as a “lender of last resort” to some class of finan-
cial intermediary. A number of these agencies center around the
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home mortgage market and the specialized home mortgage banks:
the savings and loan associations.

In order to make these guarantees, insurance schemes, and
specialized lenders of last resort function in time of emergency,
money has to be available when needed. In order to get money,
these institutions either issue their own obligations, guaranteed by
the federal government, or they borrow from the Treasury. But
unless the Treasury resorts to printing money, the Treasury must
obtain the money needed by these commitments by selling Treasury
debt for cash. But the ability of the market to absorb large quanti-
ties of government debt for cash in a time of financial distress
depends upon the willingness of the Federal Reserve System to
furnish reserves to the market by engaging in open market opera-
tions in government debt. Hence the ability of the government’s
deposit insurance, the Home Owners Bank Board, FNMA, etc.
to live up to their commitments depends upon the cooperation of
the Federal Reserve System.

As a matter of fact, the Federal Reserve System is the lender
of last resort to the “lenders of lastresort” if not to the threatened
institutions themselves. Is there any virtue in channeling all con-
tacts between the Federal Reserve System and various nonbank
financial intermediaries through the commercial banks or the
Government bond market? The Federal Reserve System seems to
feel there is. The possible ill effects of a restricted responsibility
by the Federal Reserve System for financial stability are obvious.
In times of potential financial crisis, the commercial banks which
today must act as the middleman between some of the institutions
and the Federal Reserve System may be unwilling to act. Ina
developing financial situation a delay while the Federal Reserve
System makes up its mind to aid the nonbank institutions in dis-
tress may result in what would have been a manageable sectoral
distress developing into a full-fledged crisis.

To summarize parts B and C of Chapter VII, given the complex,
changing financial structure, the Federal Reserve System’s role
as a regulator of the economy should diminish while the Federal
Reserve System’s role as a lender of last resort to the finaneial
system should increase.

D. The Central Bank and the Government

The Federal Reserve System is a part of the government even
though it is not necessarily a part of the administration. The
delegation of the control of the money supply to the central bank
does not imply that the government cannot, if it so desires, issue
money. As a result of the latent power to issue money that the
government possesses, the central bank in its decision making is
never free to ignore the market position of the interest-bearing
government debt.
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The federal government has undertaken certain income sus-
taining obligations and has underwritten some types of intangible
assets., The fulfillment of these obligations may require the
government, or its agencies, to sell Government bonds. The
central bank must see to it that these bonds are easily sold for
money; which means that the central bank will engage in expan-
sionary open market operations. However this isnota discretionary
open market operation designed to manage the economy by manipu-
lating money; rather it is a natural extension of the central bank’s
responsibility to be a lender of last resort to financial markets as
they are actually constituted.

The “independence” of the central bank is limited. It is “inde-
pendent” to the extent that the position it takes is consistent with
the government’s position. Inasmuch as the government determines
fiscal policy, to the extent that the goals and the diagnosis of the
government and the central bank are the same, monetary policy of
the central bank is determined. For example, if the government has
a budget-spending setup so that a large surplus is generated at a
potentially inflationary situation (fiscal tightness), then the Federal
Reserve can follow a policy of monetary ease, whereas if the fiscal
arm is not so tight during such a situation, the Federal Reserve
System will have to follow a tight money policy.

As long as the types of issues the government emits can affect
the operation of the economy, and as long as the Federal Reserve
System engages in open market operations as a part of its control
technique, it may be desirable to make the Federal Reserve System
responsible for the management of the government debt. This can
be done by making the Federal Reserve System the owner of the
entire outstanding government debt and having the Federal Reserve
System issue its own debt in order to absorb “reserves.” The
Federal Reserve would be managing the debt and engaging in open
market operations when it issued its own debt.

E. Suggestions for Changing the Central Bank

The Federal Reserve System should be reorganized to make
clear its responsibility for the prevention of a liquidity crisis for
the economy. Its domain of control should be extended to cover the
entire financial system. Its primary responsibilities would be to
assure monetary stability, to act as a lender of last resort to the
financial system, and to prevent fraud and misrepresentation. The
Federal Reserve’s directive to operate toachieve short-run stability
of the economy should be replaced by a directive to keep stability
in the financial markets and provide money for growth. The day-to-
day open market operations in the money market should be replaced
by easier and wider access to the discount window at posted rates
to iron out temporary market difficulties Open market operations
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should be undertaken in order to effect permanent increases in the
money supply. Seasonal adjustments in the money supply should be
the result of discount rather than open market operations.

1 envisage a Federal Reserve System divided into three
divisions:

1) A monetary division dealing with the demand deposit sections
of the commercial banks and the money market institutions,

2) A savings intermediary division which would deal with the
time deposit sections of the commercial banks, the mutual savings
banks, the life insurance companies, and the savings and loan
associations, to name only the major units.

3) A guarantee and insurance division which would both operate
the deposit insurance schemes and endorse private unit paper as
the FHA and the VA now do.

The basic reasons for these recommendations are:

1) The Federal Reserve is an indirect lender of last resort to
the money market institutions.

2) The various differentauthorities controllingor not contrelling
the savings intermediaries do not have a clear picture of the asset
and liability structure of the units involved and of the households
and firms they deal with. I do not envisage quantitative controls by
the Federal Reserve System of the amount of savings intermediaries’
liabilities which would or could be issued. I do envisage that the
portfolios of the four classes of savings intermediaries will become
more similar and that the unified control system will be a better
protector of the liability owner than the present diffuse system.

3) The insurance and endorsement schemes are essentially
central bank functions and they could not be executed, if necessary,
without the central bank’s cooperation. This makes it obvious that
the central bank is the organization best suited to operate these
guarantees.

4) There is a tendency for regulatory and control bodies to be-
come spokesmen for the sectors of the economy they are designed
to regulate or control. By having a single financial control agency,
as broad as the domain of finance, the possibility that special
sector interests will dominate decisions is reduced.

Research Study Three

NONINSURED CORPORATE AND STATE AND LOCAL
GOVERNMENT RETIREMENT FUNDS IN THE
FINANCIAL STRUCTURE

Victor L. Andrews
Harvard University

Part I

SCOPE OF THE STUDY AND HISTORY OF PENSION FUND GROWTH

Chapter 1

Introduction

Retirement funds are a burgeoning component of the nation’s
financial system. Annual growth of noninsured corporate retire-
ment funds and the retirement funds administered by state and local
governmentsl combined is currently about $5.4 billion, which, for
comparison, is less in absolute terms than the recent annual growth
of either life insurance companies,2 or savings and loan associa-
tions, but substantially more than that of mutual savings banks and
fire and casualty insurance companies, and is greater than the cash

1Corporate pension and deferred profit-sharing funds will be
referred to sometimes as corporate funds, and state and local
government—administered pension funds as state and local funds.
In the aggregate they will sometimes be identified as pension funds.
2Pension fund annual growth is approximately equal to the growth
of life company assets if yearly increments in policy loans out-
standing are subtracted from the latter.
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