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| nt roducti on

The announced subject of this session, Fi nanci a
Fragility and the U S. Econony, could lead us to too narrow
a focus. Financial fragility now poses a clear and present
danger to the continued prosperity of well nigh all
financially sophisticated capitalist econom es. | n many
econonmies financial fragility can now induce attenpts,
si mul t aneous or sequential, by banks and other financing
institutions to "make position by selling out position". A
col I apse of asset values, which forces the price of capital
assets bel ow the cost of production of investnent output,
could occur in many countries. This woul d assure that a

deep an long world wi de depression wll take place.

Whet her or not such a debt depression takes place
depends on whether |ender of l|ast resort interventions,
whi ch abort the need to nmake position by selling out
position are effective and whether aggregate profits are
sustained in the face of a credit crunch, which can foll ow

even successful lender of last resort interventions.1

1. The behavior of the export powerhouses of the 1980’s,
Cermany and Japan, is not conducive to a belief that

i nternational cooperation to contain depressions will be
forthcoming. Germany is so fixed on containing inflation
that it ralses interest rates even as its main trading
partners need to engage in expansionary nDnetarY and fiscal
policy to contain recessions. Japan seens unable to nove to
a high consunption econony that is consistent with its
manufacturing productivity. Both Gernmany and Japan can be
characterized as "beggaring their neighbors", i.e.



A capitalist econony is characterized by a financial
structure which leads to the prior commitment of cash flows
received, by househol ds, businesses, governnents, banks and
non- bank financi al institutions, to val i dat e their
liabilities. These cash flows are received either fromthe
distribution of the value of output anmong the participants
in producing and financing output or fromthe fulfillnent of
financial contracts. Liability structures, which 1link
yesterdays and tonorrows to today, introduce a degree of
intertenporal conplexity into the econom c process beyond
that due to the different expected lives of capital assets,
the gestation period for investnment output and the tine it
takes to transform a |abor force. Such conplexity renders
suspect the basic neoclassical presupposition that the
behavi or of the capitalist econonmy can be understood by
assumng that the econony is a system that seeks and
sustains equilibrium Once the equilibrium assunption is
abandoned all econom c theory can tell us is 1 econom es
need to reconcile a variety of dynam c processes, 2 the
reconciliation process is a nultidimensional, intertenpora
and non-linear systemand 3 fromtine to tine such processes
generate tinme series that are not nice. These not nice tine
series can be characterized as incoherent, chaotic or ones

that exhibit hysteresis.

sustaining their domestic prosperity even as their policies
di mnish the prosperity of their trading partners.



In economc terns not nice tinme series result from
situations when the reactions of inpacted wunits to
condi tions such as excess supply, excess demand, and the
shortfalls of cash receipts relative to paynment commtnents
on liabilities leads to the excesses or the shortfalls

becom ng worse not better.

Cash Flows and Liability Structures: Fragility Defined

Long ago | defined three types of relations between a
unit's cash receipts and the cash paynents nmandated by the
[iability structure. For reasons that are now buried in
ancient particular bits of analysis, | |abeled the financial
posture of a unit as being either hedge, speculative or
"ponzi"?. A hedge posture inplies that the prospective cash
flows are sufficient to fulfill contract ual paynent
commtnents on liabilities and a specul ati ve posture neans
that the unit's cash flows are sufficient to pay the
interest but insufficient to pay the principle amounts that
fall due. A unit wth a Ponzi financial structure has
insufficient cash flows fromoperations or contracts it owns
to neet its interest paynent conm tnent. The options for

such a unit are either to increase its indebtedness or

defaul t.

2. H P. Mnsky "Financial Cisis, Financial Systens and

t he Performance-of the Econony" in-Private capital Markets A
series of research studies prepared for the Conmm ssion on
Money and Credit, Prentice Hall, Englewood Aiffs New
Jersey, 1964 Pp. 173-380.



Note that paynents due on liabilities are either fixed
by contract or contingent. Cash paynments on equity
liabilities are contingent upon earnings and the declaration
of divi dends. Only if dividends are declared do equity
instruments lead to cash outflows. If equity loons large in
aunit's liability structure the presunption is that the

unit is a hedge financing unit.

W can postulate a spectrum of liability structures
that ranges from robustness to fragility. The overall
robustness or fragility of an econony's financial structure
is determ ned by the m x of hedge, speculative and Ponz
financing units. A liability structure in which units
mainly engage in equity financing will lie towards the
robust end of the spectrum A liability structure in which

units are heavily in debt so that specul ative and even Ponzi

finance are comon will be towards the fragility end of
spectrum 3
3. Mauro Galligati and Dominico Delli Gatti have shown

that a well nigh standard Is-1LM nodel can be interpreted as
| eading to a stable equilibriumif the financial structure
is robust and to an unstable equilibriumif the financial
structure is fragile. Wthin the process framework this
neans that with a robust financial structure the processes
set in notion by sone excess or deficiencies tend to
decrease the excesses or deficiencies whereas in a fragile
structure processes driven by the sane maxi m zati on behavi or
by units tend to increase the excesses or deficiencies. See
Delli Gatti and Galligati, Financial Instability, Income
Distribution and the Stock Market, Journal of Post Keynesian
Econonmics, 1990, and pelli Gatti, Galligati, and Gardini,
Real Accurnul ation and Financial Instability, Studi

Economi ci, 1990




The financial instability hypothesis, or the financial
instability interpretation of Keynes, holds that over a run
of good tines the financial structure evolves from being
robust to being fragile. Thi s hypot hesis rests upon the
profitability of debt financing, given the term and risk
class structures of interest rates in a robust financial
structure and the way asset val ues can col |l apse whenever
specul ati ve and Ponzi financing units are forced to "make

position by selling out positions".*

Not e that Ponzi financing decreases equity for debt
increases without any increase in assets. It therefor has a
[imt for any private unit. It ends when equity goes to
zero. ° For a national state habitual recourse to Ponzi
finance ppy well put the econony on the "Road toO

Argentina".

The Financial Instability Hypothesis

A main theorem of the financial instability hypothesis
is that the internal dynam cs of capitalist econonies |eads,
over a period dom nated by the successful operation of a

4. Hyman P. M nsky John Maynard Keynes, Col unbia

Uni versity Press, New York, New York, 1976

5. This Is true unless the debtor is sonehow able to cook
the books. The events of the 1980's nake it clear that
there is an enornous W llingness to suspend disbelief in
financial markets.

6. H.P. Mnsky "The Financial Instability Hypothesis: A
Clarification" p.166 in The Risk Of Economic Crisis" Mrtin
Fel dstein ed. University of Chicago Press, 1991 for a
reference to the United States as a potential Argentina.




capitalist econony, to the emergence of financial structures
whi ch are conducive to debt deflations, the collapse of
asset values and deep depressions. The financial
instability hypothesis nodels the econonmy as having two
price levels which are determ ned in quite different ways.
One is the price level of capital assets, the second is the
price |level of current output. The price |evel of capital
assets is the present value of expected "profits"’: profits
are determ ned by investnent (the structure of denmands).
This approach nmakes the nechanisns of the debt-deflation
theory of great depressions precise. As Abba Lerner put it
many years ago the financial instability interpretation of
Keynes hol ds that over the tine frame in which we |live out

our lives "Stability i s Destabilizing".®

The financial instability hypothesis has stood up well
over the past 30 years. The integration of the explanation
of financial market, investnent behavior and the aggregate
performance of the econony was an essential part of post
Keynesi an doctrine long before the present difficulties in

finance and the econony arose.

1. Profits are defined as gross capital income. The
distribution of profits anong rent, interest, payments to
"managers", profit taxes, retained earnings and distributed
dividends reflects liability structures and the business and

overnment "cultures". H P. Mnsky Stabilizing an Unstable
conony, Yal e University Press, New Haven, 1986, Chapter 7.
8. Alan Sinai has noted that econom sts have in general

negl ected the way real and financial facets are integrated.
He seens unaware the extent to which finance is integrated
into the explanation of the progress of the econony through
time in the post - Keynesian view of things. See Alan
Sinai, Financial and Real Business Cycles, Presidentia
Address, Eastern Econom c Association, Mirch 16, 1991.



Perspectives on Economc Theory: The Smithian Legacy

Now that | have paid homage to the title of the
sessions | can turn to the subject announced in the title of
ny presentation. As a first step I want to introduce the
t heoretical perspective that guides what follows. Today' s
mai nstream econom ¢ theory starts fromthe fanous passage by
Adam Sm t h:

"As every individual, therefore endeavors as much
as he can both to enploy his capital in the support of
domestic industry, as so to direct that industry that
its produce may be of the greatest value; ever
i ndi vi dual necessarily |abors to render the annua
revenue of society as great as he can. He generally,
indeed, neither intends to pronote the public interest,
nor knows how nuch he is pronoting it...and by
directi n? that industry in such a manner as its produce
may be of the greatest value, he is intending only his
own gain, and he is in this, as in so many other cases,
led as if by an invisible hand to pronote an end which
was no part of his intention.

Adam Smith
The Wealth of Nations

The invisible hand proposition is the rock upon which
neo- cl assi cal econom cs rests. To nodern econom sts the
Smth passage becones the fundanmental theorem of General
Equilibrium theory - the Arrow Debreau proposition that a
conpetitive equilibriumexists and it is a Pareto optinum
It is now generally accepted that the Arrow Debreau theorem
provides little insight into the economes in which we live

out our |ives because the equilibrium whose existence is



denonstrated is not unique and is not globally stable.
Mat hematical general equilibrium theory cannot be the

foundation of a neani ngful econom cs.'

Furthernore perfect foresight needs to be assuned for
the proofs of the fundanmental theorem of general equilibrium
theory to hold. The various attenpts to derive a
macr oecononmi ¢cs which yield underenploynment equilibrium or
policy effectiveness by assuming sone form of asymetric
information negates the perfect foresight assunption of
gener al equi librium theory. Therefor the asymetric
i nformation approach to constructing a meani ngf ul
macr oeconomcs is logically flawed. It is not permssible
to first assune perfect foresight so that econom c processes
would tend to generate an equilibrium and introduce
i mperfections of foresight in the form of asymetric

i nfornmation.

I n addition unless our theory proves the existence of a
unique equilibriumwe cannot legitimately do conparative
statics exercises. Al that economc analysis is restricted
to nodelling dynamc  processes and determning the
characteristics of the path that wll energe. The | ogi cal
foundati ons of the smithian invisible hands approach have

evapor at ed.

Paul Davidson's Mney and the Real Wrld, Revised ed.

Macm | | an, London and New York 1978.

9. The Invisible Hand: Economic Eauilibriumin the History
of Science. Bruna Ingrau and Gorgio Israel, MT Press,
Canbri dge Massachusetts and London, England, 1990
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The above has a "big" policy inplication. The validity
of laissez-faire as a guide to policy rests upon the
validity of the proposition that "The invisible hand
operating through markets, leads the econony to an
equilibrium which in sone sense is a best that can be
achi eved. Wth this proposition not valid the |ogica

foundations for |aissez-faire disappears.1©

Per spectives on Econom ¢ Theory: The Keynes Legacy

The alternative to the invisible hand - conparative
static approach to econom cs was set out by Keynes. Keynes

wote

"I1f | may be allowed to appropriate the term
speculation for the activity o forecasting the
psychol ogy of the nmarket, and the termenterprise for
the activity of forecasting the prospective yield of
assets over their whole life, it is by no means al ways
t he case that specul ati on predom nates over enterprise.
As the organi zation of investment narkets inproves, the
risk of the predom nance of specul ation does however
i ncrease. Specul ators do no harm as bubbles on a sea
of enterprise. But the position is serious when
enterprise becones the bubble on a whirlpool of
specul ation. Wen the capital devel opnent of a country
becomes the by-product of the activities of a casino,
the job is likely to be ill done.”

John Maynard Keynes
The General Theory of Enpl oynent
Interest and Money

10. The various policy ineffectiveness propositions rest
upon the invisible hand | eading the econony to an
equilibriumthat is deternined by preferences, technol ogy
and maxi m zation under conditions of perfect foresight.
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In this passage Keynes shifts the argunent fromthe
smithian enphasi s upon the allocation of resources to the
capital devel opnent of the econony, the creation of
resour ces. 11 The creation of resources is a process in
time. It involves what Keynes called enterprise: the
forecasting of the prospective yield of assets over their
whole life. Keynes's di chotony between enterprise and
specul ation draws attention to the financial structure as an
essential elenment in the capital devel opnent process. In a
successful capitalist econony the financial structure abets
enterprise. Wien finance fosters speculation the

performance of a capitalist econony falters.

Keynesi an econom c theory tells us that capitalist
accurul ation, which involves financial and output markets,
IS a process which ties the past, present and future
t oget her. It also allows us to identify variables that
affect the processes. These processes are not constrai ned
by the inherent nature of capitalist economes to lead to
satisfactory system behavior: there is no guarantee that the
processes will interact to lead to sone nice coherent
expansion (grow h) of the econony. In particular we know
that the dynamcs are best characterized by tinme dependent,

nonlinear, and mnultidi nensional relations. This inplies

11. The enﬁhasis upon the capital devel opment of the
econony as the prinme problemthat econom c theory need
address mght best be called Schunpeterian. See J.
Schunpet er The Theory of Econom ¢ Development, Harvard
University Press, Canbridge mass, 1934. This is a
translation of a 1906 Cerman text.
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that hysteresis, chaos or incoherence will characterize the
time series that are generated, not always but fromtime to

time.

| f an econony is given to intermttent endogenously
determ ned incoherence then devices (regulations and
interventions) that contain the incoherence or inpose
coherence can inprove perfornmance. Central banks are just
such  devi ces; big governnent whose deficits sustain
aggregate profits in times of recession are another such

devi ce.

The econom ¢ incoherence containing nmechani sms may be
considered to be analogous to electronic circuits that
prevent perverse feed backs: by halting endogenous processes
they inpose new initial conditions wthin which the
structure wll generate an alternative, presumably nore
satisfactory, future. Appropriate systems of intervention
are necessary if economes with the properties that result
fromthe conplexity due to capitalist finance are to behave
in a reasonably coherent manner. Apt intervention and
interventions which thwart the thrust to incoherence is the

appropriate policy slogan, not |aissez faire. 12

12. P Ferri and H P Mnsky, Market Processes and Thwarting
Systens, Working Paper # 64, The Jerome Levy Econom cs
I nstitute.

P Ferri and HP. Mnsky, Prices, Enploynent and
Profits, Journal of Post-Keynesian Econom cs, 1984.
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| nsishts on the Bailout of Savinss and Loans and Banks

From t he perspective of an econom c theory that views
the econony as a set of interacting processes it is an error
to call government support of the deposit insurance systema
bai | out . The need for the government to intervene to
refinance savings and | oan associations and conmercial banks
shoul d be viewed as a normal and therefor expected result of
the characteristics of the econony which nmake intermttent
bouts of chaos, incoherence or hysteresis occur and where
t he consequences of allowing free reign to such "states of

nature" are deened unacceptabl e.

The specific aimof the government refinancing of banks
and thrifts is to prevent a broad set of institutions to
need to nmake position by selling out position. I f such
selling of assets becones necessary then, over a wde
spectrum of  assets, the second hand price wll be
i ncompati ble with the production of new assets. A col | apse
of investnent activity is one way in which an initially
unsatisfactory situation becones a disaster. The so called
bailout is in truth a dowpaynent on containing a serious

depr essi on.

Unfortunately the technique that is in place for
refinanci ng banks and other institutions is inept. The
government agency that refinances banks and sS&L’s, The
Resol ution Trust Corporation, takes assets from the deposit

i nsurance funds and tries to turn these assets into cash. A
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public hol ding conpany approach, The Reconstruction Fi nance
Corporation of the depression era is an exanple, to the
refinancing of banks etc would be nuch better. Such an
approach would treat the now failing banks as institutions
whi ch woul d continue to operate after an infusion of equity
(The RFC becones the banks owner) and the replacing of
managenent . The RFC approach |eads to many non-perform ng
assets being treated as work outs rather than as requiring
forecl osures and |iquidations. Continuing the "failed"
banks as refinanced independent institutions, t hough
government owned, S nore conducive to econom Cc recovery
than the present treatnment, in which organizations
are.destroyed and the non-performng assets of failed

institutions act to depress asset prices.

A List of Topics

The United States, and the rest of the capitalist
worl d, should be engaged in a serious discussion about the
effect that the financial structure of an econony has upon
the performance of the econony. Only some one whose vision
is obstructed by the blinders of neo classical theory would
deny the follow ng propositions:

1. A capitalist, or if you wish a market, econony is a

financi al system.13

13. The western neo classical econonm sts who have travel ed
to the east to extoll the virtues of the nmarket econony have
done a great disservice to these economes, and to their
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2. The neocl assical way of doing econom cs, which rests upon
splitting the financial systemoff fromwhat is called the
real econony, throws no appreciable light on the effect that
a financial system has upon the functioning of the econony:
the only relevant neoclassical position is that the
financial structure makes no difference.

3. The financial structure is significantly nore fragile
now, in early 1992, than it was earlier in the post world
war |1 epoch.

4, This fragility nakes it nore likely now than hitherto in
the post Wrld War Il period that the "next" phase of our
econony will be a high level stagnation, although a deep
depression followed by a |ow | evel stagnation cannot be
ruled out.

5. A main characteristic of a capitalist econony that is
stagnant and or immersed in a deep depression is that the

“capital devel opnent of the economy" is not going forward.

The follow ng may not be accepted by all who are free
of the neocl assical blinders.
6. The tragedy of a prolonged stagnation and a deep
depression can be avoided by an apt reform of the financial
structure and by the apt use of the governnent's fiscal

pover s

prospects for a sensible resolution of the problems by not
enphasi zing that their basic problemis the creation of a
financial structure and that many conmand econony facets
the to be sustained until a financial structure is in

pl ace.
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Comrents on the Topics

| will now comment on the inplications of the above

list for the desired structure of financial institutions.

1. A capitalist, or if you wish a narket, econony is a

financial system

In a capitalist econony there are two sets of markets
and two sets of prices. One set of narkets and prices is
for current output and the | abor that is used to produce
current output. The other set of narkets and prices is for
capital assets, either individually, as organized into
production units called plants, or as economc units called

firme and for financial instrunents.

The markets for current output and for |abor are the
stuff of ordinary price theory. The result is the
production and purchase of goods and services for either
consunption or investment. Prices of current outputs enable
producers to recapture their out of pocket costs. They also
carry the gross profits that firns earn. Thus the price
system of current output results in inconmes to businesses,

househol ds and governnents (through taxation).

These incomes nay enable these units to validate their
financial liabilities, including the liabilities held by

financi al intermediaries. The receipts by financia
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internediaries are a source of the funds that financia

institutions make available to finance i nvest ment,

consunption and governnment spending. The proper perfornmance
of a capitalist econony requires that there be a well
functioning financial structure whose nmain orientation is
the financing of capital asset creation. As becane evident
in the United States in the 1980’s, unconstrained profit
seeking financial institutions are lief to wuse their
resources to finance speculation. Such asset based
financing can prom se larger returns in the short run than

cash flows fromfinancing enterprise can warrant.

2. The neocl assical way of doing econom cs, Wwhich
rests upon splitting the financial systemoff fromwhat is
called the real econony, throws no appreciable light on the
effect that a financial system has upon the functioning of
t he econony: the neoclassical position is that the financial

structure makes no difference.

This proposition is virtually self evident. The heart
of the neoclassical system is that relative prices and
outputs are determ ned by preferences over real goods and
services, the technology and maxi m zation behavi or. The
perfect foresight assunption of neo-classical theory neans
that investnment is just an allocation over tine, where timne
adds no special difficulty. (One inplication of the neo-

classical theory is that for any capital asset at every
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noment of tinme the depreciated value of the original cost

equal s the present value of future profits.)

| nasnuch as all relevant variables are determ ned by
"real relations"” nothing of significance is affected by the
financial structure. This nmeans that the neo-cl assical
theory cannot act as a guide to the apt structure of
financial institutions. In particular as neo-classical
econonmic theory divorces the financial structure from
i nvest nent. It has no room for speculation as plays on the
di fference between the market evaluation of the uncertain
expected profits and the cost of producing capital assets.
It does not allow for nmarket power to determ ne the val ue of
firms. G ven these attributes the neo classical theory
cannot be a guide to the appropriate structure of banking
and financial institutions: A neo classical theorists should
stand nmute when policy matters the deal with finance are on

t he "table".

The earlier citation from Keynes, which specified that
the objective of economc policy is to assure that the
capi tal devel opnment of the econony is not "ill done",
poi nted out that the "organization of investnent markets"
det erm nes whet her speculation or enterprise is domnant in

an econony.

In Keynes theory it is inportant that financial nmarkets
be structured so that the financing of enterprise dom nates.

Expectations of longer term cash flows and not expectations
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of short term asset price novenents nust beconme the dom nant
determ nant of the availability of financing. As banki ng
regulations are noving towards using capital absorption
ratios for assets, the capital absorption ratios of cash
fl ow based assets should be significantly |ower than that of
collateral based assets. A further way to force financing
to be based upon anticipated cash flows is to facilitate the
growt h of organizations that specialize in intermediate and
long term financing of particular types of productive

assets: i.e. By conpartnmentalizing the financial structure.

3. The financial structure is significantly nore
fragile now, in early 1992, than it was earlier in the post

world war Il epoch

The | everaged buy out novenent of the 1980’s led to the
growth in highly |everages firns. The growth in the noney
market mutuals in the 1980’s led to a |arge demand for short
term marketabl e corporate liabilities. The conbi ned effect

of these two devel opnments was the growth in specul ative

financi ng. Leveraged buy outs often included "paynment in
kind" bonds, i.e. the capitalization of interest (Ponzi
finance). Much of the debt of the poorer countries of the

worl d have had periods in which the interest due was not
pai d but was capitalized into the principle due. These well

known facts, as well as the nore detail ed exam nation of the
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data, lead to the conclusion that the systemis nore fragile

now than in the past.14

4, This fragility nakes it nmore likely than hitherto
t hat the "next" phase of our econony will be a high |eve
stagnation: even a deep depression followed by a |ow | evel

stagnation cannot be ruled out.

Financial fragility, or overindebtedness, tends to
constrain investnment by business and debt financed
consunption by househol ds. The United States econony is
burdened by a deadwei ght government debtl® accunulated as a
result of the dreadful abuse of the government budget during
the 1980’s, an abuse which is continuing today. These
conditions mean that a recovery fromthe current recession

wi Il not be acconpani ed by buoyant private demand.

A deliberate nove of the government towards a
significantly larger deficit at the current |evel of income
and structure of spending and taxes is not avail able. The
peculiar position that neo classical theory fosters, that
tax reductions are fully equivalent to resource creating
government spending, rermains a major view guiding fiscal
policy and is an obstacle to apt policy. Thus the best that
can be expected is a continuation of the current masma: a

sl uggi sh stagnant perfornance.

14, Martin wolfson, Financial Oises ME Sharpe & Co,
1986.

15. Deadwei ght government debt is debt that is not the
result of governnent resource creating activity.
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The alternative to continued sluggishness is a deep
depression. A deep depression requires the breakdown of the
financial system The acceptance by the Congress and the
Adm ni stration of the need finance the ability of banks to
pay off depositors at par nmeans that a debt deflation is not
likely in the foreseeable future.1® Thus the prospect is
that the econony will stagnate at the current relatively
high level, with some further deterioration quite likely but
with little or no |likelihood that a nassive decline such as
occurred in the early 1930's will occur in the near future.
If a depression is allowed to occur then a low |eve

stagnation is apt to foll ow

In a capitalist econony capital assets exist which are
expected to yield services to production for some tinme in
the future. The mar ket val ue of such capital assets can
raised if Federal Reserve noves |ower long terminterest
rates. However unl ess business profit flows are sustained
nmere nonetary policy is ineffective. The likelihood for a
further decline in expected nom nal value of profit flows
cannot be ruled out given the extent of excess capacity:

this is particularly true of comercial real estate.

5. A main characteristic of a capitalist econony that
is stagnant and or imrersed in a deep depression is that the

“capital devel opnent of the economy"™ is not going forward.

16 ~ The governnents of major capitalist countries protect
deposit liabilities of banks even in the absence of fornmnal
deposit insurance.
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There are two ways in which the capital devel opnent of
an economny can be "ill done". One is that the investnents
bei ng financed are inept and the second is that investnent

Is insufficient to maintain a close approximation to full

enpl oyment. In the past decade the United State's financi al
structure first was very good at financing i nept
investnents. It is now doing a fine job of financing
i nsuf ficient investnent to <create a progressive full

enpl oynent econony.

The vast overhang of office and other comercial
construction and the declining conpetitiveness of United
St ates managed manufacturing, which are |egacies of the
1980’s, are evidence that something was basically wong with
the financial structure as a selector of what is financed.
The United States's financial structure is a mxture of
institutions that originate financing and market based
institutions that hold paper which they "buy" from markets.
The securitization of standard nortgages was a technique by
whi ch Savings and Loans and Mortgage conpanies originated
nort gages whi ch were then packaged as securities for the
portfolios of holders such as pension funds, life insurance
compani es, mutual trusts and various international holders.
Because of the way the nortgages were packaged it was
possi ble to sell off a package of nortgages at a prem um so
that the originator and the investnent banking firns wal ked
away fromthe deal wth a net income and no recourse from

t he hol ders. The instrument originators and the security
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underwiters did not hazard any of their wealth on the
longer term viability of the underlying projects. Cbviously
in such packaged financing the selection and supervisory
functions of |enders and underwiters are not as well done
as they mght be when the fortunes of the originators are at
hazard over the longer term Al that was required for the
originators to earn their stipend was skill avoiding obvious

fraud and in structuring the package.

An easi er filter for financing rul ed after
securitization was devel oped than before. Furthernore nore
money was chasing financing deals than hitherto. As the

thrifts were released fromfinancing single famly hones,
their funds becane available for financing new activities:
| and devel opnent, construction financing and comercial
mor t gages. This funds availability was conbined with a
pricing structure by which devel opers nmade noney from
construction quite independently of the success of their
projects. The conbination of perverse incentives guaranteed

t hat both over and wong type of building would take pl ace.

If financing is to select viable projects the use of
ot her peopl es noney has to be restricted to vehicles which
have been proven in the market or to deals in which the unit
that selects and structures the deal also finances the deal
To be brief the crisis of the 90’s is maki ng us overl ook
that the projects financed in the 80’s set up the current

crisis. Deregulation in the 1980's was one source of the
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current difficulties, for the managers of the deposit
I nsurance funds were not willing or able to contain the
exposure of the funds by constraining the deals that could

be financed with insured deposits.l’

Anot her thing that went wong is that the new players
in town, the various pension funds, were often patsy's for

those who approached them with deals.18

If the capital developnent is to be done better in the
future than the excesses of the 1980 indicate they were done
in the past, then constraints upon what pension funds can do
may wel | be needed. Mut ual funds have to be nore closely
constrained by tight definitions of their allowable

portfolios.

The other way in which the capital developnent of the

econony nmay be ill done is if investnent is insufficient to
mai ntain a close approximtion to full enploynent. The
financial structure that Keynes advocated is still relevant:

the socialization of investnent as a supplenent to private
investnent. This socialization of investnent should take a
multitude of forns: the current concern about the inadequacy
of infrastructure devel opnment my |ead to extending

financing nmechanisms, such as the dedicated taxes for

hi ghway and airport construction, to other areas. Q her

17. Martin Mayer, The G eatest-Ever Bank Robbery,
Scribners & Co, New York, 1990 _
18. Sarah Bartlett, The Mney Mchine, Warner Books, New

York, 1991
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devi ces, including capital budgeting, devel opnent banks and
the flexible use of governnent holding conpanies, are
feasible. A greater reliance on governnent operated fee for
service infrastructures may al so be desirable. W m ght
well turn to conscious cross subsidization on the European
nodel, such as having gasol ene taxes provide funds for

public transportation and commuter railways.

The adm nistration's proposals for financial system
reform which cane to virtually naught in the recent
Congress, were deficient in that they did not address the
probl em of how poorly the capital devel opment of the econony
was done in the 1980's. The administration took a rather
sinple nminded approach to the issues. They sonehow believed
t hat universal rather than conpartnentalized banking and

finance was the way to foster stability in finance.

In a recent paper prepared for a conference at the
Jerone Levy Institute Jan Kregel pointed out that Gernman
financial structure is much nore conplicated than the conmmon
Unites States inage of a four bank universal bank financi al
structure would indicate: there are a large nunber of

speci al i zed financial institutions.!®

In creating a financial structure that aids and abets
the capital devel opment of an econony specialized financial

19. Jan Kregel, Mrkets and Institutions in the Financing
of Business: Germanv, Japan and the USA.  Prepared for a
Jerome Levy Economics Institute Conference: Restructuring

t he Financial Systemfor Econom c Gowth, Novenber 21-3,
1991. Annandal e on Hudson, New York, NY
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institutions, each of which has a well defined primry
domain, are necessary. One nodel of a conpartnentalized
financial structure was the United States in the aftermath
of the great depression. In the light of that structure
which led to one of the great periods of American Econom c
devel opnment  serious consideration should be given to
creating a nodern conpartnentalized financial structure for

the United states.?2°

Community banks are at the heart of a financia
structure that will be biased towards resource creation.
These banks would offer both insured and non-insured
checkabl e deposits. The insured checkabl e deposit should be
mainly offset by hone nortgages. The standard hone nortgage
for the portfolio of the community banks shoul d be sonet hing
l'ike a 20% down paynment nortgage of which 50%is at a fixed
rate and 50% at a variable rate. The termto maturity of
the nortgages can be quite long. Aside from home nortgages
the offset to insured deposits should be restricted to
government debt and Federal Reserve deposits. The nortgage
portfolio may be no nore than 80% of the checkabl e insured
deposits, cash 4% and nmainly governnent debt 16% The
equity absorption of these accounts should be about 4% The

nortgages in the portfolio should be originated by the

20. If we consider an econony w thout a governnment debt and
require a "safe" checking and deposit systemthen linmiting
banks to specified earning assets and forbidding banks to
engage in activities that may conpromise their ability to
redeem deposits is a logical way to go. The root of @ ass
Steagall may well lie in the desire to create narrow banks
in the absence of a government debt.
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community bank and they should be from some defined

geogr aphi cal area surrounding the bank's home offi ce.

In addition community banks should offer interest
bearing non insured checkable accounts which reflect
positions in a portfolio of short term assets which are
protected by some 8% of cash and 8% of bank equity: these
short term assets would be well structured |oans to |ocal
busi nesses, high grade commercial paper and governnent debts

up to some internediate term

Al l checkable accounts should be fee for service
accounts: the fees for the use of the checking service
shoul d be such that the function of providing checks shoul d
be a profit center. Debit cards, as a paynent systemt hat
is viable because of the vender's discount, shoul d be

encour aged.

6. The tragedy of a prolonged stagnation and a deep
depression can be avoided by an apt reform of the financial
structure and by the apt use of the governnent's fiscal

pOVEr S,

The above may not be accepted by all who are free of
the neoclassical blinders. One reason for this may well be
that the power of United States policy to control the United
St at es econony has been nmuch attenuated by the changes of
the 1980"s. In particular the cumulative effects of the

growt h of the dead weight debt, the well nigh destruction of
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t he revenue system over the 1980’s and the loss of the
dom nant international asset position have conbined to

dimnish the fiscal autonony of the United States.

The principles of the reformof the financial system
that are needed were set out earlier. But reform of the
financial system is not enough. Fiscal reform nust
acconpany financial reform the reform needs to be on both
the revenue and the spending side. On the revenue side an
"in principle" balanced budget mnmust be achieved. This neans
that a tax system needs to be in place which will not only
pay for current operations but will also pay interest on the
public debt: "ponzi" financing by the governnent needs to
come to a halt. Even though the governnent, unlike private
institutions may not exhaust its bal ance sheet equity, Ponzi
financing by government neans that an inflation tax will in
time contain the real size of the governnent debt. The
threat of an inflation tax neans that private |ong term debt
financing needs to be at rates that conpensate for the
expected erosion of the purchasing power of the principle
due in the future. This inflation premumin interest rates

Is in fact an anortization of the principle.

Gven that government spending on the order of
magni t ude of 20/25 % of gross national product is desirable
on stabilization grounds, the balanced budget rule requires
that the revenue systemweld some 20 to 25 % of GNP when

G\P is at the targeted rate. This neans that the governnent
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revenue system will need to depend on nore than incone
taxes: various forns of fee for services and direct taxes

need to be in the revenue m x.

The spending side requires a large overhaul. The
Keynes phrase "the socialization of investnment” mneans that
the governnent spending program needs to finance a
significant part of the resource creation of the econony.
Sonme of the resource creation financed in all or part by
governnent funds may end up as privately managed, profit
earning capital assets. The subsidies in the formof |and
grants for which financed railroad building comes to m nd.
Federal nortgage insurance "socialized" part of the risk of

financing single famly housing.

In particular in principle income fromwork, where if
necessary the work is provided by government, should replace
much of today's transfer paynent schenes. | see no way to
create a society in which the socially divisive transfer
payment systems are within bounds that are broadly
acceptable without a revival in one formor another of the
depression era work schenes: the WPA, NYA and CCC of the

1930’s need to be in the arsenal of social and economc

pol i cy.

Such a package of reforms, where the governnment debt,
t hough growing, is always in principle, i.e when the econony
is at a close approximation to full enployment, being

validated by revenues will not return the econony to ful
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empl oynent overnight. It will nean that the accunul ati on of
gover nment debt in private portfolios wll be an
accunul ation of default free and readily transferable
assets. On reason why the nassive deficits of the Reagan
years did not lead to abuoyant expansion was that the
revenue system had been conproni sed. This neant that the
increases in the government debt was not a one for one
increase in liquidity. A fiscal system based upon an in
principle balanced budget is a way of assuring that a period
of governnment deficit financing is followd by a period in

whi ch buoyant private denand does the job.
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Concl usi on

There is a sharp difference in the view of the econony
t hat follows from the smithian and the Keynesian
per specti ve. In particular the smithian perspective | eads
to the conclusion that the financial structure is irrelevant
wher eas the Keynesian perspective |eads to the concl usion
that effective financing is necessary for the capita
devel opnent of the econony and that there is a need to
constrain any tendency of what Keynes called speculation to
dom nate. The smithian perspective as it devel oped inported
the notion of equilibriumfromthe physical sciences. Neo-
classical theory rests upon the assunption that the econony
has an equilibriumand that this equilibrium has desirable

properties.

The historical Keynes nolded his argunent in terns of
equi librium but the essential elenents of Keynesian theory,
the financial theory of investnent and the investment theory
of business cycles, is best treated as an analysis of the
outcomes of processes that operate in tine. Process
anal ysis, where one day |eads into another, allows for the
path of the econony through tine to be incoherent - run away
inflations and debt deflation depressions are possible
resol utions of the interactions anong the processes of the

econony.
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These two perspectives lead to dianetrically opposite
approaches to both an understanding of economes and to
policy. The smithian perspective |eads to the concl usion
that laissez faire is the appropriate philosophy of policy.
A consistent application of the Keynes perspective |eads to
the conclusion that apt policy, i.e. policy guided by an
understanding of how an econony can shoot off into
thoroughly unsatisfactory states, is necessary for econom es
to behave in a satisfactory manner. G ven the way the
econony is behaving now it seens as if what | call the

Keynes perspective is the better guide for econom c policy.



