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Abstract: The financial instability hypothesis and effects on investment and output cycles are conceptually related in institutional theory, though not explicitly. This paper establishes an explicit connection by relating the characteristics and behavior of institutions and economic agents that are associated with investment financing, and then examining their evolution over the course of the business cycle.  
Changes in profit flows affect the market value of assets, which influences the demand for credit and interest rates.  Shifting liquidity preferences, credit supply, and the market value of debt are also related to the circuit of capital and the rate of new investment.  The discussion concludes by discussing policy implications of an evolutionary approach to understanding the link between financial markets and investment behavior.
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The business cycle theories of Veblen, Mitchell, Keynes, and Minsky agree that the financial system is a precondition for the existence of business cycles in capitalist economies.  They argue that this is due to the use of money as a store of value in addition to its use as a medium of exchange.  The fact that money can be created and destroyed by financial institutions and the central bank, and deposited or withdrawn from circulation at the whim of economic agents, implies that the flow of monetary circulation is subject to disruption.  It also implies that aggregate demand may not equal supply at a given point in time, and further that the value of assets in capital markets may not equal their value in goods markets.  

The effect of these differentials in flows and valuation is financial instability, with real consequences for output and employment volatility.  Because finance directly and indirectly supports every other component of the capitalist economy, investigating the finance–investment link is crucial to correcting the persistent underlying weakness of capitalist economies– the periodic inadequacy of aggregate demand to generate sufficient employment and income.

The institutional view that crisis is a disruption of monetary circulation contrasts with the mainstream view that capital is readily available but sometimes subject to a cost constraint.  The mechanism whereby changes in monetary circulation affect the course of national income and output involves the financing of investment in plant and equipment, which contributes to output and results in higher aggregate income that is respent by consumers and further boosts aggregate demand.  The circular and cumulative nature of this cycle amplifies the initial disturbance in the direction of either growth or decline.  It follows that investment by far the most volatile of all GDP components.   
Table 1 shows that investment contributed more to output declines than any other sector of the economy over the postwar period, even though its share of GDP flows is less than one-fifth that of consumption.  In contrast, the average contribution of government spending to GDP flows was historically higher than that of investment, simply because it is seldom negative.

Table 1: Quarterly change and shares of U.S. GDP sectors in GDP growth

 Source: NIPA table 1.1.  Average quarterly changes for 1948Q1-1992Q4, billions of current dollars

	GDP sector
	Average quarterly change (billions $)
	share of GDP quarterly changes (%)
	standard 

deviation

	total GDP
	31.9
	100
	32.7

	Personal consumption expenditures
	22.0
	69
	21.9

	Gross private domestic investment
	4.2
	13
	18.0

	Net exports
	-.3
	0
	7.8

	Government purchases
	6.0
	18
	6.7


Another comparison of the contribution of consumption and investment flows to output cycles is made by H. Sherman, whose data is reproduced in Table 2.  Although the amplitude of change in investment during expansions exceeds that of consumption, these gains are wiped out in the recessions of the 1970s and 1980s by an average contraction amplitude that is nearly as great.  This means that the net contribution of investment to real GDP flows between 1970 and 1992 is nearly zero.  Moderating negative investment flows could therefore make a major contribution to economic growth and stabilization.
Table 2: Average expansion and contraction amplitudes of investment and consumption

Source: Sherman, 1992

	
	Expansion amplitude
	
	Contraction amplitude
	

	time period
	Consumption
	Investment
	Consumption
	Investment

	1949-1982
	13.9
	26.2
	0.7
	-17.4

	1949-1970
	16.6
	23.5
	1.0
	-9.5

	1970-1982
	10.4
	29.8
	0.2
	-28.0


The differences between theories of investment behavior are substantial, even between different interpretations of Keynes.  Mainstream and post Keynesian models present investment behavior as a stock adjustment process, where a flexible accelerator adjusts the difference between actual and desired stocks of fixed capital.  The flexible accelerator varies according to capital costs or exogenous constraints.  The institutional view is that investment is responsive to capital flows rather than costs, which are based in the institutions and practices of the financial system.  Adjustments to the flow are endogenous to the workings of the system.  An evolutionary approach would focus on the ways in which changes in institutional arrangements, conditions, and behavior through time influence the rate of investment financing.  

These changes are actual historical events, not theoretical possibilities, and as such they are directly measurable in economic data.  Changes in the numerical quantities in economic data ultimately result from the decisions of individual economic agents, who look to changes in economic indicators such as stock prices, interest rates, and economic growth rates for the information they need to project expectations into the future.  The current level of the indicators is of less concern, because adaptation to past conditions has already occurred.  Again, the evolutionary approach contrasts with static formulations, which are concerned with objective functions and levels of abstract quantities, removed from historical time and conditions and the actions of economic agents.  

H. Minsky distinguishes two types of changes in financial institutions that can lead to investment fluctuations: legislated and evolutionary (Minsky, 1982).  The former occur because of the perceived necessity of reform, often in response to adverse evolutionary institutional change.  Evolutionary change involves the financing practices of firms and the banking system.  The propensity to invest is driven by the anticipated profit generating potential of an investment.  Changing profit expectations influence the value of assets and liabilities, which affects the supply and cost of money and its substitutes.  Firms also rely on external sources of financing, so investment is affected by the financial condition of the banking system and financial markets in addition to the cost and availability of credit.  These influences are considered in turn.

Prices

Veblen's theory of business cycles centered on the role of changing prices in the firms' determination of prospective profits (Veblen, 1978).  An expansion begins with rising prices, caused for example by increased government spending or changes in the availability of raw materials.  This increases profits, if not profit margins, in the affected industries, who respond by expanding investment.  Increasing demand and higher prices are carried over from one branch of industry to another, increasing current and prospective profits throughout the economy.  Higher profits lead to higher capitalization of firms' assets, which leads to higher prices in securities markets.  The increasing value of assets used as collateral increases the availability of financing, and the expansion of credit in turn leads to higher prices.  

This process runs cumulatively until rising costs cut into profit margins.  As the effect of costs begins to influence the market valuation of assets, the process shifts into reverse.  The value of collateral used for loans shrinks, and firms must reduce discretionary expenditures.  At some point declining asset values leads to a restriction of credit, and firms are forced to liquidate assets to meet payment commitments.  The liquidation of assets spreads as payment commitments are disrupted, and a depression in the level of business activity results that can compel layoffs and contribute to the further weakening of aggregate demand.

W. C. Mitchell was able to expand on Veblen's theory because of his extensive use of economic and financial data (Mitchell, 1913, reprinted 1970; Mitchell, 1927; Mitchell, 1963).  Mitchell described the complex and interdependent relations between commodities, services, rights, and obligations as a connected whole, a system that defies reduction, oversimplification, and linear representation.  He saw the price system as a social mechanism that facilitates the provision of goods, and which can be directed rationally toward socially desirable outcomes by devising a system of accounts.  Its complexity provides the price system with a degree of natural flexibility and balance which makes it "like a living organism in its ability to recover from the serious disorders into which it periodically falls" (Mitchell 1913, p. 31).

Mitchell was able to trace the path of inflationary pressures, first from raw materials, commodities, and wholesale prices, to intermediate goods and services, and on to finished goods and retail prices.  The consequences of price movements spread from goods markets to labor and capital markets.  As capacity limits are approached, less efficient plant and equipment are brought on line, less productive workers are hired and existing workers are paid more overtime, all of which affects costs.  In financial markets, higher interest rates cause difficulties for the marketing of corporate bonds, and firms must rely increasingly on credit.  Corporate stocks appear increasingly overvalued, so their price falls and firms cannot collateralize new debt.  As internal and external sources of financing dry up, the obvious first resort for reducing expenditures is outlays for new investment in plant and equipment, thus providing the link between the strain in credit and financial markets and their effect on firms' investment plans.  

The method of planning and financing new investment has changed along with the structure of ownership of business firms.  Mitchell noted that responsibility has shifted from the "capitalist-owner" of the classical economists' imagination, to an absent and variable body of bond– and stockholders.  This dissociates the tasks of management and leadership from the risks and rewards of ownership, but more importantly it has led to a centralization of power in the hands of the "great captains of finance and industry" who "exercise an influence out of proportion not only to their numbers but also to their wealth."  Their decisions to control and make money can come at the expense of the other parties at interest or of the enterprise itself, sometimes involving speculation, fraud, and mismanagement that adds to the instability of the financial system.

Mitchell concedes, however, that the money economy has proved to be the best system of directing economic activity.  The profit motive is a powerful stimulant to the efficiency of individual firms and the price system provides an opportunity for the coordination of many conflicting and cooperating interests.  This praise is not without qualifications.   Mitchell's list of limitations includes the inability to coordinate planning among enterprises, which causes a certain aimlessness and incoherence of the entire production system that leads to waste and inefficiency; an inability of the artificial and self–interested profit motive to provide for the public good or a reasonable distribution of power, wealth, and resources; the lack of a larger human purpose in social organization due to control by pecuniary interest; the uncertainty and unpredictability inherent in a monetary system guided by the prospect of profits; and finally the intensification of these problems as the widening of markets and expanding investment imposes increasing demands and strains on markets and the social system.  Recurring crises and depressions are symptoms of these underlying weaknesses, and can be expected to increase in severity.

Mitchell concludes his theory with an interesting insight into the relationship between credit and profit flows; "Where the increase in business made possible by the use of borrowed funds adds more to profits than the interest adds to costs, borrowing becomes compulsory in sharply competitive trades" (Mitchell 1913, p. 504). The firm which is able to add outside capital to internal funds will be in a better position to maintain its lead over the competition, securing greater profits by expanding capacity, capturing productivity gains, and reducing costs.  The increased exposure to external sources of funding makes the entire financial system more vulnerable to failure.  As unreliable as it is, the present and future profit flows of an enterprise are therefore the crucial element in determining the success of a firm and ultimately the direction of the economy.  A convenient transition to Keynes' discussion of the marginal efficiency of capital is provided by Mitchell's comment that "if the available data concerning present and prospective profits were sufficiently trustworthy to be accepted without being checked... a business enterprise might be rated simply by capitalizing these profits at the current rate of interest."  

Banking and finance

Keynes links investment and financial flows via the marginal efficiency of capital, which is defined as "that rate of discount rate which would make the present value of the series of annuities given by the returns expected from the capital asset during its life just equal to its supply price."  (Keynes, 1964, p. 136).  Both the expected yield of the investment and its current supply price vary according to current and projected financial and economic conditions, not according to their historical prices and yields.  The rate of new investment will be pushed toward the level at which the prevailing marginal efficiency of capital (MEC) will equal the interest rate, but for a given investment entailing an average rate of risk, the MEC must be greater than the prevailing rate of interest for its undertaking to be worthwhile. 

The volume of new investment will therefore increase when the prospective yield of new investments exceeds current interest rates, calling for a shift in liquidity preference from money to assets.  This occurs when the prices of capital assets, or their value in securities markets, are rising.  Thus it should not be surprising, as Keynes says, that the volume of investment determined in such a manner should fluctuate widely.  Furthermore, the two factors are mutually reinforcing: the conditions that lead to pessimism about prospective yields will also induce a higher propensity to hoard money. Both will tend to deflate the market value of assets and decrease the rate of new investment.  This leads to a decline in output that further erodes profits and contributes to the underlying pessimism.

Keynes stresses that there is little to break the cumulative nature of this cycle, until output declines to such an extent that there is a reduction of the money required for transactions.  This makes more money available for hoards, which will satisfy the propensity to hoard at a lower rate of interest and raise the price of capital assets, inducing a new round of speculation and new investment.  Keynes concludes that it is the unreliability of investment that makes it the key factor in output and employment fluctuations.

The relationship of internal financial conditions of firms to credit markets, and the cyclical changes that lead up to financial crises is examined in greater depth by M. Wolfson (Wolfson, 1994), who demonstrates that financial crises occur as a result of endogenously generated, systematic forces within business firms and the banking system that occur near business cycle peaks.  The evolving pattern of these conditions is traced out in measures constructed from time series financial data.

During the late expansion phase of the business cycle, firms have rising nondiscretionary costs that absorb an increasing proportion of cash flow, including involuntary inventory accumulation, the completion of plant and equipment projects that were begun earlier in the expansion, and mounting overhead costs.  Profit flows decline with slackening sales, so sources of internal financing are reduced and firms rely increasingly on short term debt to make up for reduced cash flows.  Interest costs and debt payments then further diminish cash flows, and eventually profits decline and businesses have difficulty meeting fixed payment obligations.  Wolfson demonstrates that the financing gap (the difference between capital expenditures and internal funds) rises as a proportion of total capital expenditures as an expansion progresses.  The increasing difficulty firms have meeting debt payment commitments is reflected in a declining interest coverage ratio.  

As their financial position deteriorates, firms turn away from longer term financing options such as bonds and equity, and increase short-term borrowing from commercial banks and commercial paper markets.  Wolfson finds that the proportion of loans and commercial paper to total credit market borrowing increases cyclically during expansions as well as secularly in the postwar period, while the liquidity ratio does the opposite.  Bank loans as a proportion of total credit market debt also increases during expansions.  Debt increases relative to equity both cyclically and secularly in the postwar period.  

As borrowing increases in late expansions, so does the risk premium charged by banks, due to many factors to be discussed below.  This leads to higher repayment obligations and increasing difficulty meeting those obligations as an expansion progresses.  Declining corporate profits means that banks face increased loan demand at the same time firms have greater difficulties making loan payments.  As banks suffer more losses on business loans, their own financial condition deteriorates and they tighten their lending policies.  If the business cycle expansion is inflationary, they may also be affected by tight monetary policy.  Although banks may tighten overall lending, they still try to meet the loan demand of established customers, by reducing nonbusiness loans and loans to new customers.  They accomplish this with liability management, by relying more heavily on purchased funds, and/or with asset management, by selling securities and increasing the proportion of loans in their portfolios.  Wolfson demonstrates that the proportion of purchased funds to total bank liabilities increases cyclically during expansions, as well as secularly since the 1960s.  

The system becomes vulnerable to these weaknesses, and at this stage of financial fragility a "surprise event" that interrupts the supply of credit can precipitate a financial crisis.  Wolfson mentions two types of surprise events: institutional constraints such as government regulations that limit the continued expansion of credit; and the unexpected failure of a large corporation or bank, or a similar event that signals an impending large-scale default on loan obligations.  This event is generated endogenously as a consequence of increasing financial fragility, and is marked by an intense demand for liquidity that may involve the forced sale of assets, a rise in bankruptcies, and sharply higher interest rates.  The effect on asset prices and bond yields is examined in a later section.

The Federal Reserve

The extent to which the financial system is subject to exogenous control of money and credit depends to some extent on the regulations and policies of the central bank, assuming there is at least some interest elasticity in the demand for credit or some credit rationing by banks in response to changes in reserve requirements or the supply of reserves.  The Federal Reserve influences the amount of borrowed reserves in its determination of the discount rate and its policies regarding discount window lending.  The aggegate supply of nonborrowed reserves is controlled through the purchase and sale of Treasury securities, which affects the Federal funds rate as well as discount window borrowing.  A bank facing a shortage of reserves can temporarily borrow the free reserves of another bank, rather than borrow directly from the Federal Reserve's discount window, and the lending bank benefits by earning interest on its excess reserves.  

Prior to October 1979, the Federal funds rate was the operating instrument for controlling the rate of growth of the money supply.  This was accomplished by targeting the Federal funds rate, and then supplying the level of aggregate reserves that was demanded at that rate through open market operations (Cook & Rowe, 1986 p. 15).  Before 1966 and the widespread use of purchased funds, the Federal funds rate was usually lower than the discount rate, with the gap narrowing during expansions when monetary restraint and high loan demand led to a shortage of free reserves in the banking system.  This pattern reverses from 1966 to 1979.  The Federal funds rate is generally higher, and much higher in late expansions when loan demand is high.  The gap narrows or reverses only during early expansions, when monetary policy is more likely to be stimulative.  The banking system sets short term interest rates according to expectations about Fed policy, measuring this in part by watching the Federal funds rate.  They often align their lending rates with the expected average Federal funds rate over the term of a loan.

The approach of targeting the Federal funds rate was officially abandoned by the Fed in October 1979, after severe stagflation in which money supply growth exceeded the Fed's monetary growth targets despite high interest rates.  The Fed shifted to using nonborrowed reserves as the operating instrument to restrain total reserve growth (Meulendyke, 1988), after which there was a dramatic decline and then rise of the growth rate of both total and nonborrowed reserves.  The Fed also sharply curtailed the availability of discount window borrowing, increasing the Federal funds– discount rate spread and forcing banks to pay unprecedented interest rates for additional reserves.  Interest rates across the board reached unprecedented levels and severely restrained reserve growth, effectively squelching both credit demand and supply.  
Reserve growth resumed again after 1982, but borrowing for the purpose of financing increased loan volume was discouraged by keeping the federal funds rate higher than the discount rate, and then continuing to discourage use of the discount window.  Only emergency uses of the discount window were considered appropriate, such as providing liquidity for financial problems beyond the banks' control (Mengle, 1986).  The supply of nonborrowed reserves was permitted to fluctuate in response to changes in reserve demand, in an attempt to smooth movements in the Federal funds rate and other short term interest rates.  It wasn't until the 1990s that inflation fears had subsided to the extent where the Federal funds– discount rate spread remained at levels not seen since the 1950s and 1960s.

Mengle summarizes that the roles of the Federal Reserve are primarily to act as lender of last resort and to validate the current level of economic activity.  Alan Greenspan verified this in comments made in a Wall Street Journal article (March 1, 1990, p. 1), but fighting inflation is obviously also an important role.  Many feel that in the postwar period, recoveries don't die of natural causes, they are killed off by the Federal Reserve in response to inflation concerns.  Tight monetary policy that restricts credit growth and ushers in recessions is thought of as a necessary and lesser evil.  

Mengle makes the very interesting observation that the Federal funds market is the functional equivalent of the call loan market of the 1920s, in which banks obtained additional reserves by calling in their loans to stock and bond brokers.  These loans were themselves secured by stocks and bonds and were primarily used for their purchase.  Calling them in therefore resulted in a self-reinforcing loop of deflation that could precipitate a financial crisis.  The most important difference between then and now is that the reserves and collateral used to support interbank lending is the enormous debt of the U.S. government, rather than private stocks and bonds.  

Endogenous money and credit

The view that banks extend credit on demand and then seek reserves to cover reserve requirements is referred to as the endogenous money supply theory.  It has been extensively discussed in the institutional and post Keynesian literature (see especially (Niggle, 1991), but its primary proponent is Basil Moore (Moore, 1983; Moore, 1988a; Moore, 1988b).  Moore cites empirical evidence that establishes causality from commercial bank lending to monetary aggregates, and from monetary aggregates to the monetary base.  The interpretation given to this empirical regularity is that banks extend credit, primarily to firms that use prearranged lines of credit to pay production costs, and these loans in turn make deposits.  The Federal Reserve generally accomodates the need for expanding reserves in the banking system.

Moore points out that banks can acquire additional reserves by borrowing federal funds, selling liquid assets, or using purchased funds, even when discount window borrowing is restricted.  Banks almost never face a quantity constraint.  The instrument of tight monetary policy is therefore simply higher Federal funds rates, but the immediate consequence is higher short term interest rates, not restricted lending.  Banks pass along the higher cost of funds to their customers, setting the prime rate and other interest rates at levels at which they can meet the loan demand that results.  

If the demand for credit still exceeds the available supply of funds, they simply raise interest rates further as the most profitable means of rationing credit.  If loan demand was elastic with respect to the interest rate, the two variables would tend to display an inverse relationship.  However, interest rates and credit demand both tend to increase in late expansions and fall during early recovery.

High interest rates lead to increased liability management and financial innovation on the part of banks.  New forms of deposit liabilities with low reserve requirements emerged in the late 1960's, including certificates of deposit, eurodollar deposits, and repurchase agreements.  Their growth was matched by equivalent declines in savings deposits, suggesting some substitution.  Asset management techniques, such as the repackaging and securitization of loans, also make a substantial contribution toward increasing the effective money supply.  The resale of these loans to money market mutual funds and brokerage houses allows for the increased participation of nonbank intermediaries in traditional bank activities.  Financial innovations such as these permit increased lending even during periods of tight money and reserve shortages.  

The downside to innovation in credit markets is the increased likelihood and severity of credit crunches.  A. Wojnilower (Wojnilower, 1980) argues that interest- inelastic credit demand implies supply– determined credit growth, so only a credit crunch can restrain loan demand and inflation.  He also cites the evidence that interest rates lag economic downturns by six to eighteen months to support the view that it is primarily regulatory constraints, not high interest rates, that cause interruptions in the supply of credit.  

Credit markets evolve to become free of the causes of past crunches.  The broadening of markets improves their responsiveness, attracting participants who are more willing to accept risk.  But these changes add to volatility and intensify the forces of credit expansion and inflation, making successive crunches and the resultant recessions ever more severe.  The changing availability of credit leads to dramatic changes in the desired stocks and price of financial assets, which becomes an important influence on fixed investment and economic growth.  

Minsky's investment theory

Minsky brings together his own and others' observations of financial practices into a comprehensive theory of the investment process (Minsky, 1975; 1982; 1986; 1993).  He considers the mode of investment behavior that rules at any time to depend upon "institutional relations, the structure of financial linkages, and the history of the economy"  (Minsky, 1982), p.92 and 203, emphasis in original).  This contrast with the abstract production-function approach of mainstream theory, which ignores both institutions and history, while considering finance only in terms of its effect on the cost of capital.  

Minsky develops the "financial instability hypothesis" to explicitly link the institutional practices of the banking system and firms to the cyclical flow of investment and output over the course of the business cycle.  There are three primary institutions influencing the rate of investment in Minsky's theory: profits, or more precisely, cash flows; the borrowing and lending practices of government, firms, the banking system, and other economic agents; and the valuation of debt and of financial and capital assets in financial markets.  These correspond to the three primary methods of financing the expansion of fixed capital; internal funds, short and long term debt, and equity.  The structure and sequencing of financing patterns depends on both the internal and external conditions of firms and banks and profit expectations at any moment.  The U.S. economy is marked by a high degree of dependence on external finance, as opposed to a free market economy dominated by internally financed proprietorships, and this adds to both its adaptability and its instability.

During periods of economic success investment expenditures increase more rapidly than the flow of internal funds because of rising profit expectations, assured cash flows, and the perception of a large margin of safety fostered by a growing economy.  Confident firms increase their use of external sources of financing.  The banking system complies in the stable financial environment by developing new financial instruments and finding new uses for old instruments to meet the growing demand for funds, effectively increasing the supply of money and money velocity.  This permits a growth rate of investment that accelerates beyond the growth rate of the overall economy.  Minsky defends what he sees as Keynes' position that money, broadly defined to include short-term financing, is endogenously determined.

Monetary contraction is associated with reduced expectations about the continued ability of firms to make payments on existing debt.  This leads to a reduction of outstanding loans.  In this case businesses and bankers do not believe that future profit potential will cover the cash commitments that would be created by new debt.  Banks cut back on lending or even risk failure when loan payments are not made, when assets they sell to raise funds have fallen in value, or when they cannot sell their existing liabilities.  This can lead to a further restriction in the availability of credit.

The effects of endogenous money creation spill over into other markets.  Another feature of capitalist economies is the existence of two markets and two sets of prices for capital assets.  One is for the valuation of assets in terms of current output; this is current fixed investment.  The other is the valuation of fixed assets in capital markets, for which the expected future cash flows to be generated by those assets is more important.  Both types of assets are expected to yield cash flows into the future: the question of how much determines the relative prices in the two markets, and the direction and magnitude of financial flows between firms and credit markets.  

In contrast to the conventional view that the supply and demand for money affects the price level of current output, Minsky supports Keynes' argument that it affects the price level of capital assets (Minsky, 1982, ch. 10).  All money and assets are in some portfolio, and since the value of money and the supply of assets are relatively fixed, an increase in the quantity of money will translate into increased demand for assets, leading to higher asset prices for the current level of the capital stock and output.  Also, the greater the amount of money in portfolios, the lower the likelihood that assets will have to be sold to raise cash, depressing their price.  If assets must be sold, the larger quantity of money in existence means it will be easier to sell them at a higher price.  Endogenous monetary growth and rising velocity in early expansions therefore leads to inflation in the value of assets and the prices of common stock, which increases the supply of funds availiable for new investment.  

Just as asset prices and credit are mutually reinforcing during the good times, they cumulatively bring about a credit crunch as the expansion phase of the business cycle comes to an end.  Late in expansions more cash is required to meet fixed payment obligations, so there is an intense demand for money.  It is much easier to liquidate capital assets such as securities, than fixed assets such as plant and equipment, so their price will tend to fall.  Since securities are used to collateralize loans, this makes it more difficult for firms to acquire new debt.  Whereas the cash flows generated by fixed assets depend on the state of the economy, their price on asset markets depends on their prospective cash flow and on their liquidity, or how easily the asset can be converted into money.

Minsky distinguishes three types of debt structures used to finance asset positions.  Cash flows are adequate to meet payments on current debt commitments for "hedge" units, and their continued solvency depends only on the normal functioning of product and factor markets.  But the rising value of assets in expansions encourages "speculative" finance, defined by Minsky whenever the cash flow of current operations is insufficient to meet payment commitments, but the present value of expected future profits exceeds the present value of payment commitments at current interest rates.  Speculative units have generally depleted their sources of internal funds, but are able to meet their payment commitments by raising funds in credit markets to refinance their debt.  Finally, a "Ponzi" finance unit has a negative cash flow and must increase its outstanding debt in order to meet its payment commitments.

When financial structures are stable, the contract terms (income and costs) of assets and liabilities will be roughly equal, and so will be their price in financial markets.  The yield curve is likely to be positive, making short term financing relatively cheaper and more accessible, substituting for long-term debt or equity issues.  But a reduced rate of monetary growth signals to indebted units that they will have a harder time refinancing or finding new financing in the future, and short-term financing becomes more scarce and costly.  At the same time, the ratio of short–term to long–term debt rises because of the need to refinance maturing debt, capitalize interest costs, and delay issuing new long term debt until interest rates have declined.  

Interest rates rise in response to higher risk and the higher demand and reduced supply of funds, and the cash flow of units deteriorates or reverses as interest costs mount.  Hedge units become speculative and speculative become Ponzi units, raising doubts about firms' continued ability to meet their debt commitments.  This translates into lower prices of corporate bonds and the yields of debt commitments increase.  Higher interest rates also reduce the demand and the value of assets.  Reduced cash flows mean lower dividends.  Stockholders capitalize the expected flow of dividends of securities they hold whenever they sell their shares, so lower expected dividends translates into lower asset prices and reduced capital gains.  Debt payment commitments are fixed, but the market value of assets is not, so a rise in interest rates leads to a faster and greater devaluation of asset prices than of the payment commitments of liabilities.  

During normal periods when liability structures are predominantly hedge, monetary restraint tends to keep investment along a stable growth path.  During speculative periods, Minsky suggests monetary constraint is effective only as it brings financial innovation to a halt.  The pain or fear of financial failure must be sufficient to outweigh the hopeful expectations built up over the expansion.  This occurs when rising money velocity is offset by falling reserve growth, forcing a liquidity crisis.  

Units that were near the edge because of meager cash flows become ineligible for financing and must raise cash by selling assets, further collapsing their value.  A steep decline in asset values then intensifies market pressures to liquidate or fund positions and the downturn continues.  The collapse of asset values and net worth leads to a collapse of investment spending, as demand falls and it becomes increasingly difficult to finance.  This leads to a further reduction of profit flows, making the fulfillment of debt obligations even more difficult.

A break in asset values could therefore cause a debt deflation such as the Great Depression, but this has not occurred in the postwar period for two reasons, according to Minsky.  First, the sheer size of the Federal government substitutes for investment and insures a continued stream of profits even in deflationary times; and government deficits enlarge the aggregate outstanding debt, effectively increasing the money supply even as it attenuates the forces of both downward instability and inflation.  Second, the Federal Reserve has acted as "lender of last resort", flooding the financial system with liquidity during periods of financial crisis.  

Otherwise, the banking system effectively blocks monetary restraint by increasing innovation until the economy is forced to a crisis.  This translates into an increase in money velocity in the short term, and as long as the immediate cash flows of economic agents are sufficient to support continued expansion, the institutional arrangements of banking and asset markets that support this activity will expand to validate it.  Financial markets exist to insure that the money balances called for by profitable economic units to meet their expenditures can be raised in a timely and efficient manner.  The problem is that the very features that create financial markets in the first place also makes them prone to instability and failure, a weakness that is propagated throughout the economic system.

Can the volatility and deficiency of investment be fixed?

There is little abstraction or obscurity in the institutional explanation for investment cycles and recessions.  Accelerating investment and positions in the stock of real and financial assets are financed increasingly with debt during expansions.  The expansion of credit raises money velocity and the effective money supply, and the monetary authorities usually validate the increased level of activity, fueling speculation in assets.  Interest rates rise in response to increased demand for credit, lowering the market value of outstanding debt, increasing payment commitments, and reducing liquidity.  Profits are reduced, internal funds evaporate, and dividends decline, lowering asset values.  The forced sale of assets to raise cash further reduces their price.  Paper losses become real losses, investment declines, and declining employment and output lead to further reductions of profits.  

The stable growth of investment and output requires smooth functioning of financial markets and the banking system, and interruptions of that process lead to endogenously generated financial difficulties.  The preceding discussion begs the question of whether or not these disruptions are inevitable, and what policies might be employed to fix the system.  Minsky claims that smoothing the effects of instability is precisely the role of government expenditure and monetary policy, but they can also contribute to the problem by fueling speculation.  Keynes' other suggestions included redistributing income to those at the low end of the pay scale in order to boost the consumption multiplier, and taxing financial transactions such as purchases and sales of securities to reduce the volatility of financial markets.  Given that the distribution of power and wealth are closely aligned in capitalist economies, a tax on the transfer of assets is as improbable as a redistribution of income.  

In an era when government spending was a very small share of GDP and dependence on financial markets was less than ubiquitous, Veblen and Mitchell suggested the problem lay with the emergence of large corporations and the bifurcation of functions between laborers, managers, lenders, and owner–capitalists (bond and stockholders).  Each has the mutually exclusive goal of making money, leading inevitably to competition and conflict.  But Veblen and Mitchell differentiated themselves from Marx by establishing that the business cycle was a byproduct of large scale enterprise because of the latter's dependence on banking and finance and the endogenous consequences of this relationship.  As corporations' market power and expansion into new sectors and markets progressed, so would their dependence on the monetary system and the severity of financial crises and recessions.  

The appropriate solution in this case is to recombine investment and financial functions and reduce conflict between social groups and classes.  This is accomplished, for example, when firms are owned and managed by their employees, and financed more from revenues and less from issues of bonds and stock.  It is notable that this has already led to highly successful cooperative-based economies in Northern Italy and the Basque region of Spain.  The drive toward rationalization of business firms favors employee ownership, occasionally manifested as employee buyouts of their firms or ESOPS.  Downsizing firms are hiring ex-employees as subcontractors.  An increasing number of professional and technical workers are self-employed consultants or are in “microenterprises” that provide similar services.  These trends at the micro level could lead to rationalization of financing patterns and stability at the macro level.
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