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— The St. Louis Cardinals and the Asian Crisis

The Asian financial crisis is doubly unfortunate, first of all because it has set income and wealth levels
in these countries back some ten years. But, it is also unfortunate because had Hy Minsky been alive
to point out to policy makers that they were dealing with a debt deflation the worst excesses might
have been prevented. Those of you who knew Hy might instantly object that Hy knew virtually
nothing about Asia. But, that has not stopped hundreds of our colleagues from mistaking what went
wrong in Asia. And in Hy’s case it probably would not have made much difference. Hy only claimed
to be an expert in one thing — the St. Louis Cardinals. But, I think we can make a good guess at
what he would have said about the crisis, for it was a clear case of the Minsky instability hypothesis.

As you may remember, Hy spent a good deal of time explaining why “It”, that is, the Great
Depression, Can’t Happen Again. But, in the case of Asia it did. And this is also a lesson for why it
might happen again, outside the Far East. First, Hy insisted on the beneficial impact of Big
Government in providing a floor under aggregate demand. Free falls in asset prices could not happen
if there was a guaranteed floor under incomes. The Bigger the Government, the firmer that
foundation and the more stable the economy. Not that this didn’t cause other problems, but it meant
that you could only go down so far. If we take a look at the vital statistics of the Asian economies,
we see in general that they have small governments. And those governments tend to run persistent
surpluses. There are no firm foundations here. This is not to say that government played no role. We
have heard a lot about “crony capitalism’ in Asia. But, this sort of income support does not provide
the kind of aggregate demand support that Hy thought was beneficial to avoiding instability.

Hy also thought that a Big Bank, an active central bank willing to intervene actively by lending
at the discount window in support of asset prices, and thus of bank solvency, was of crucial
importance. Hy did not believe in tying one’s hands or currency boards or other forms of shooting
financial markets in the foot. It is true that central banks are common in Asia, and in some countries
they are active on the policy front. But, in the current crisis a major portion of the lending to firms
and financial institutions was in foreign currency, Yen and US dollars, which meant that the local
central bank was constrained in its ability to act as lender of last resort by the size of its dollar
reserves. They could not follow the Bagehot principle of lending without limit. Of course, they had

the (non)-choice of adopting floating exchange rates, but this would have made their ability to act



that much weaker.

Thus, the two basic elements that preclude financial instability and have prevented “It” from
happening in the post-war period, were both absent in the Asia economies. Detailed knowledge of
the region would not really have been necessary to have allowed Hy to reach the conclusion that these
economies were subject to financial instability.

But, Hy would have been curious to discover the sources of the financial fragility that
produced the financial breakdown in the Asian region. I think he also would have been particularly
critical of the analysis that was used as the basis for the policy conditions that were attached to
international support measures in the aftermath of the crisis. The rest of the paper seeks to outline

these two points.

— Financial Fragility and Development

We all know the aphorism that says bankers should only lend to people who don’t need the money.
This seems to reflect the experience of most developing countries. When they need to borrow, they
find it difficult to do so; but when they are receiving foreign investment funds it is difficult to stop
them coming in. What the aphorism presumably intends to convey is that bankers should only lend
against good collateral, so that their loans are secured and credit risk is reduced to a minimum. But,
as George Soros (1987, p. 81) has pointed out, in financial markets based on expectations of future
values, the very act of lending may change expectations and thus the “fair” value of the collateral used
to secure the loan. This suggests a positive relation between the value of collateral and the value of
the loan it secures — lending may strengthen the firm and thus the bank. On the other hand, a firm
that fails to secure lending may have to enter into distress sales or reduce activity, reducing the value
of its assets that it had promised as collateral, as well as the value of collateral pledged against
outstanding loans.

It is interesting that while this positive relation seems to apply to individual firms, it does not
reflect the experiences of developing countries. Here the general rule has tended to be that the more
that is lent, the lower the value of the country’s assets. Why has lending created this difficulty?
Before, Soros had become a household name, Hy (e.g. 1975) had set out an analysis of the risks
involved in financial leverage that may help to explain why Soros’s proposition tends not to work in
many developing countries. Minsky’s analysis is based on the sustainability of cash flows generated

by the composition of assets and liabilities on company balance sheets. Borrowing the concept of a
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“margin of safety” from Benjamin Graham, Minsky defined the financing of a firm’s operations as
“hedge” finance the asset side of the balance sheet produces expected cash inflows from operating
projects that always exceed the financing costs and operating expenses, including dividends for
shareholders on the liability side of the balance sheet, by a sufficient “margin of safety” or cushion
capable of absorbing any unforeseen changes in cash inflows and outflows.

If the cushion covered say 2.33 standard deviations of the historical data on past gross
operating returns, then the firm would be unable to meet its cash flow commitments on average only
one time in one hundred. A company that is expected to meet its payments with 99% probability 1s
close to what the banker’s aphorism means when it says it does not need the money.

As the cushion of safety declines and the probability of being unable to meet cash flow
commitments rises, there will be a point at which it is 99% probable that there will be some future
periods in which the cushion will not be sufficient so that the firm will not be able to meet its payment
commitments. Nonetheless, the cumulative cushion over the life of the loan may be sufficient to cover
them, so that the project has a positive net present value. The firm may need an extension on
occasion, but by the end of the loan it will have met all interest and principal payments. This is what
Minsky calls a “speculative” financing position, for both the banker and the borrower are speculating
that by the end of the project there will be enough money to repay the loan, even though there may
be shortfalls along the way. This is really what we have in mind when we say that bankers should
make good credit assessments.

Finally, when the cushion of safety is non-existent and there is a high probability of shortfalls
in nearly every period, the firm may have to borrow additional funds just to be able to meet current
commitments. This Minsky calls “Ponzi” financing, making reference to a well-known pyramid
investment scheme. These are companies that need to increase their borrowing just to stay in
business, but to which, according to the aphorism and good credit assessment, bankers should not
lend under any circumstances.

Minsky notes that in a capitalist economy in which the future cannot be predicted and 1s
subject to unforeseen change, the value of the financing positions put in place by bankers will change
with variations in macroeconomic variables. For example, a change in domestic monetary policy that
causes interest rates to rise has two effects on leveraged financial projects. First, it reduces the present
values of the cash flows expected to be earned from operating the projects. Second, it increases the

cash flow commitments for financing charges when lending is primarily short-term or set on an
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adjustable or rollover basis. For a firm with a high proportion of imported inputs, or export sales, or
foreign borrowing, a depreciation in the exchange rate will have the same effect on cash flow
commitments as an increase in interest rates. In addition, it may also reduce estimated cash flows if
import costs rise by the full amount of the devaluation, while export prices in foreign currency are
reduced in an attempt to increase market share or stimulate rapid sales. For countries operating in
an open trading system these two exogenous changes usually occur together and reinforce each other
since higher interest are often used to defend a weak currency and to stabilise a currency after
devaluation. Cushions of safety would thus have to be larger for firms operating in countries with
open capital markets.

For some borrowers the cushions of safety will not be sufficiently large to cover exogenous
changes in both interest rates and exchange rates and may be sufficient to transform them directly
from hedge units into Ponzi financing units. The result is an overall increase in the lender’s credit risk
on outstanding bank loans, since the borrower’s cushion of safety is now smaller. There is also an
increase in borrower’s risk for the firms as they find it more difficult to realise their initially expected
cash flows. The fragility of the domestic financial system thus increases with either a rise in interest
rates, or a depreciation of the currency.

Obviously, this same reasoning can be applied to domestic banks that are allowed to borrow
and/or lend in international capital markets. They will require higher cushions of safety to cover the
possibility of changes in international interest rates or the exchange rate. But, a bank is in an even
more exposed position. A rise in interest rates and a depreciation of the exchange rate not only
reduces the present value of its domestic cash flows (represented by the interest payments received
from its outstanding domestic loans) and increases the interest costs of its foreign funding, it also
reduces the credit quality of its loans and reduces its own credit rating. It will thus have to pay higher
credit spreads on its international funding which it will be unable to recover through higher interest
rates charged to its domestic clients. If the change in rates is sufficiently large banks may also find
themselves suddenly in the condition of a Ponzi unit in which cash inflows no longer cover cash
outflows, and the value of assets no longer provides cover for its liabilities for any future date. The
net present value of the bank falls below zero and it becomes technically insolvent.

The natural response of a banker would be to cut down on funding costs by reducing lending
to firms classified as hedge and speculative units and by calling in lending to ponzi financing units.

As noted, the speculative and ponzi firms need increased finance just to stay in business. But, the
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bankers may have no choice but to cut off support if the banks themselves have become Ponzi units;
they may be forced to reduce their lending because their own funding sources refuse to roll over or
extend credits. Obviously, domestic banks will also be unwilling to lend to each other, so the domestic
interbank market will also contract, leading to a generalised difficulty in completing payment of
current cash commitments. As both firms and banks attempt to reduce their foreign currency
exposure, market imbalances may occur, leading to a breakdown in the foreign exchange market as
well. As a result a financially fragile system may be transformed into a financially unstable system.

In such conditions, ponzi financing firms have no choice but to reduce their own cash
outflows, delaying current payments to suppliers, cutting back on expenditures, and by attempting
to raise cash by selling out inventories, and what output they can continue to produce with current
inventories of inputs, at distress prices. If this is insufficient to cover cash flow needs, they will be
forced to sell any other assets they may have, or to generate liquidity by suspending current
investment projects or even selling capital equipment. They will also layoff or fire workers who
represent a cash drain. The result, in contradiction to Say’s Law of Markets, is a generalised
condition of excess supply in all markets, placing downward pressure on prices of both output and
assets. Such conditions appear peculiar because generalised excess supply will also be accompanied
by declining overall demand (which is usually thought to rise when prices fall) as a result of the
suspension of investment expenditures by ponzi firms, the general decline in investment due to the
tightening of monetary policy, and the fall in consumption caused by the fall in household incomes
and increased unemployment. This will place additional pressure on short-term money markets, and
may even push short rates upwards as credit conditions deteriorate, current payments are delayed and

more financing units seek temporary financing to keep operating.

— Endogenous Financial Fragility

There is an alternative means of generating the same results. Rather then being produced by
exogenous changes in economic variables that render cushions of safety insufficient to insure stable
expansion, an endogenous process may lead to an underestimation of the risks associated with certain
investment plans and thus to the provision of cushions of safety that are too thin. This may occur in
periods of economic stability in which the weight of past positive experience increases the expectation
of future success, and the memories of past crises fade from the collective memories of bankers and

managers. This reduction in the estimates of probable loss will lead to a reduction in the cushion of
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and Japan, have been especially important in creating financial instability in developing countries
during the debt crises of the 1970s and 1980s, and are a major factor in the current Asian crisis.
However, the current crisis has been exacerbated by an additional element: the conditionality on the

lending of the multilateral agencies.







































