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The financial instability hypothesis has both enpirical and
theoretical aspects. The readily observed enpirical aspect is
that, fromtinme to tine, capitalist economes exhibit inflations
and debt deflations which seemto have the potential to spin out
of control. In such processes the economic systems reactions to
a nmovenent of the econony anplify the novenent--inflation feeds
upon inflation and debt-deflation feeds upon debt-deflation
Governnent interventions aimed to contain the deterioration seem
to have been inept in some of the historical crises. These

hi storical episodes are evidence supporting the view that the
econony does not always conformto the classic precepts of Smth
and Walras: they inplied that the econony can best be understood
by assuming that it is constantly an equilibrium seeking and
sustaining system

The classic description of a debt deflation was offered by
Irving Fisher (1933) and that of a self-sustaining
di sequilibrating processes by Charles Kindleberger (1978).

Martin wolfson (1986) not only presents a conpilation of data on
t he energence of financial relations conducive to financi al
instability, but also exam nes various financial crisis theories
of business cycles.

As econonmic theory, the financial instability hypothesis is
an interpretation of the substance of Keynes's "General Theory".
This interpretation places the General Theory in history. As the
Ceneral Theory was witten in the early 1930s, the great

financial and real contraction of the United States and the ot her



capitalist economes of that tinme was a part of the evidence the
theory ainmed to expl ain. The financial instability hypothesis
al so draws upon the credit view of noney and finance by Joseph
Schunpeter (1934, Ch. 3) Key works for the financial instability
hypothesis in the narrow sense are, of course, Hyman P. M nsky
(1975, 1986).

The theoretical argunment of the financial instability
hypot hesis starts from the characterization of the econony as a
capitalist econony with expensive capital assets and a conpl ex,
sophi sticated financial system The econom c problemis
identified followi ng Keynes as the "capital devel opnent of the
econony," rather than the Knightian "allocation of given
resources anong alternative enploynents.” The focus is on an
accunul ating capitalist econony that noves through real cal endar
time.

The capital devel opnent of a capitalist econony is
acconpani ed by exchanges of present noney for future noney. The
present noney pays for resources that go into the production of
i nvest ment output, whereas the future noney is the "profits”
which will accrue to the capital asset owning firns (as the
capital assets are used in production). As a result of the
process by which investnent is financed, the control over itens
in the capital stock by producing units is financed by
l[iabilities--these are commtnents to pay noney at dates
specified or as conditions arise. For each economc unit, the

liabilities on its balance sheet determine a time series of prior



paynment conmtnents, even as the assets generate a tinme series of
conj ectured cash receipts.

This structure was well stated by Keynes (1972)

There is a multitude of real assets in the world which

constitutes our capital wealth - buildings, stocks of

comodities, goods in the course of manufacture and of
transport, and so forth. The nom nal owners of these

assets, however, have not infrequently borrowed noney

(Keynes' enphasis) in order to beconme possessed of them To

a corresponding extent the actual owners of wealth have

clains, not on real assets, but on noney. A consi derabl e

part of this financing takes place through the banking

system which interposes its guarantee between its
depositors who lend it noney, and its borrow ng custoners to
whom it | oans noney wherewith to finance the purchase of

real assets. The interposition of this veil of noney

between the real asset and the wealth owner is an especially

mar ked characteristic of the nobdern world."(p.151)

This Keynes "veil of noney" is different from the Quantity
Theory of noney "veil of noney." The Quantity Theory "veil of
noney" has the trading exchanges in commodity markets be of goods
for noney and noney for goods: therefore, the exchanges are
really of goods for goods. The Keynes veil inplies that noney is
connected with financing through tine. A part of the financing
of the econony can be structured as dated paynent commtnents in
whi ch banks are the central player. The noney flows are first
from depositors to banks and from banks to firns: then, at sone
|ater dates, fromfirnms to banks and from banks to their
deposi tors. Initially, the exchanges are for the financing of
i nvestnment, and subsequently, the exchanges fulfill the prior
comm tnents which are stated in the financing contract.

In a Keynes "veil of noney" world, the flow of noney to
firme is a response to expectations of future profits, and the
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flow of nmoney fromfirns is financed by profits that are
realized. In the Keynes set up, the key econom c exchanges take
place as a result of negotiations between generic bankers and
generic busi nessnen. The docunents "on the table" in such
negotiations detail the costs and profit expectations of the

busi nessnen: businessnen interpret the nunbers and the
expectations as enthusiasts, bankers as skeptics.

Thus, in a capitalist econony the past, the present, and the
future are linked not only by capital assets and |abor force
characteristics but also by financial relations. The key
financial relationships link the creation and the ownership of
capital assets to the structure of financial relations and
changes in this structure. Institutional conplexity may result
in several layers of internediation between the ultimte owners
of the communities' wealth and the units that control and operate
the communities' wealth

Expectations of business profits determ ne both the flow of
financing contracts to business and the market price of existing
financing contracts. Profit realizations determ ne whether the
conmmtments in financial contracts are fulfilled--whether
financial assets perform as the pro formas indicated by the
negoti ati ons.

In the nodern world, analyses of financial relations and
their inplications for system behavior cannot be restricted to
the liability structure of businesses and the cash flows they

entail. Househol ds (by the way of their ability to borrow on



credit cards for big ticket consuner goods such as autonobiles,
house purchases, and to carry financial assets), governnents
(wth their large floating and funded debts), and internationa
units (as a result of the internationalization of finance) have
l[iability structures which the current perfornmance of the econony
either validates or invalidates.

An increasing conplexity of the financial structure, in
connection with a greater involvenent of governnents as
refinancing agents for financial institutions as well as ordinary
business firns (both of which are marked characteristics of the
nodern world), may nmaeke the system behave differently than in
earlier eras. In particular, the nmuch greater participation of
national governnents in assuring that finance does not degenerate
as in the 1929-1933 period neans that the down side vulnerability
of aggregate profit flows has been nuch di m ni shed. However, the
sanme interventions may well induce a greater degree of upside
(i.e. inflationary) bias to the econony.

In spite of the greater conplexity of financial relations,
the key determ nant of system behavior remains the |evel of
profits. The financial instability hypothesis incorporates the
Kal ecki (1965)-Levy (1983) view of profits, in which the
structure of aggregate denmand determines profits. In the

skel etal nodel, wth highly sinplified consunption behavior by

receivers of profit incones and wages, in each period aggregate
profits equal aggregate investnent. In a nore conplex (though
still highly abstract) structure, aggregate profits equa



aggregate investnment plus the government deficit. Expect ati ons
of profits depend upon investnment in the future, and realized
profits are determ ned by investnent: thus, whether or not
liabilities are validated depends upon investnent. I nvest ment

t akes place now because businessnen and their bankers expect
investnent to take place in the future.

The financial instability hypothesis, therefore, is a theory
of the inpact of debt on system behavior and al so incorporates
the manner in which debt is validated. In contrast to the
orthodox Quantity Theory of noney, the financial instability
hypot hesi s takes banking seriously as a profit-seeking activity.
Banks seek profits by financing activity and bankers. Like all
entrepreneurs in a capitalist econony, bankers are aware that
i nnovation assures profits. Thus, bankers (using the term
generically for all internediaries in finance), whether they be
brokers or dealers, are nerchants of debt who strive to innovate
in the assets they acquire and the liabilities they narket. Thi s
i nnovative characteristic of banking and finance invalidates the
fundanental presupposition of the orthodox Quantity Theory of
noney to the effect that there is an unchangi ng "money" item
whose velocity of circulation is sufficiently close to being
constant: hence, changes in this noney's supply have a I|inear
proportional relation to a well defined price |evel

Three distinct income-debt relations for economc units,
which are | abeled as hedge, specul ative, and Ponzi finance, can

be identified.
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Hedge financing units are those which can fulfill all of
their contractual paynent obligations by their cash flows: the
greater the weight of equity financing in the liability
structure, the greater the likelihood that the unit is a hedge
financing unit. Specul ative finance units are units that can
neet their payment conmtnents on "incone account™ on their
liabilities, even as they cannot repay the principle out of
income cash flows. Such units need to "roll over" their
liabilities: (e.g. issue new debt to nmeet commtnents on maturing
debt). Governnents with floating debts, corporations with
floating issues of comercial paper, and banks are typically
hedge units.

For Ponzi units, the cash flows from operations are not
sufficient to fulfill either the repaynent of principle or the
i nterest due on outstanding debts by their cash flows from
operations. Such units can sell assets or borrow Borrowing to
pay interest or selling assets to pay interest (and even
di vi dends) on comon stock |owers the equity of a unit, even as
it increases liabilities and the prior commtnment of future
incomes. A unit that Ponzi finances |owers the margin of safety
that it offers the holders of its debts.

It can be shown that if hedge financing dom nates, then the
econony nay well be an equilibrium seeking and containing system
In contrast, the greater the weight of specul ative and Ponz
finance, the greater the likelihood that the econony is a

deviation anmplifying system The first theorem of the financial
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instability hypothesis is that the econony has financing regines
under which it is stable, and financing reginmes in which it is
unst abl e. The second theorem of the financial instability
hypothesis is that over periods of prolonged prosperity, the
econony transits from financial relations that make for a stable
system to financial relations that make for an unstable system
In particular, over a protracted period of good tines,
capitalist economes tend to nove from a financial structure
dom nated by hedge finance units to a structure in which there is
| arge weight to units engaged in specul ative and Ponzi finance.
Furthernore, if an econony with a sizeable body of specul ative
financial units is in an inflationary state, and the authorities

attenpt to exorcise inflation by nonetary constraint, then

specul ative units will beconme Ponzi units and the net worth of
previously Ponzi units will quickly evaporate. Consequent | y,
units with cash flow shortfalls will be forced to try to nake

position by selling out position. This is likely to lead to a
col | apse of asset val ues.

The financial instability hypothesis is a nodel of a
capitalist econony which does not rely upon exogenous shocks to
gener ate business cycles of varying severity. The hypot hesi s
hol ds that business cycles of history are conpounded out of (i)
the internal dynam cs of capitalist economes, and (ii) the
system of interventions and regulations that are designed to keep

the econony operating wi thin reasonabl e bounds.
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