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OUTLINE

The “Minsky Moment” has become Folk History

But Minsky is not only Diagnosis of the Crisis

Minsky Also Provides Guide to Regulation

Based on Alternative Diagnosis: What Went Wrong?

1) Market as Provider of Bank Liquidity

2) But there is no “liquidity” for the market as a whole
Based on Alternative of How the System Works

1) Minsky Fragility of Balance Sheet Approach
What Can We Do To Regulate Inherent Instability

1) Macro Provision of Liquidity

) Macro Provision of Incomes
) Central Bank Provision of Liquidity
)
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Balance Sheet Intervention
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MINSKY:. BASIC CHARACTERISTIC OF CAPITALISM

Financial instability: Ownership of capital assets acquired through the issue of debt

The financial system in a capitalist economy

represented by a series of balance sheets in which the assets reported on the credit side are supported
by the financial liabilities issued to acquire them that are represented on the debit side.

These assets and liabilities will generate a complex maze of “money in/money out” transactions
representing cash receipts from the assets and the cash commitments on the liabilities.

Since the household sector must own the liabilities the Financial system provides
an interface between HOUSEHOLDS who acquire

liabilities of financial institutions in order to make payments

liabilities of corporations and financial institutions as a method of holding their wealth,

... and BUSINESS FIRMS

who issue liabilities to acquire productive capital assets and to provide income and employment to households.

A well-functioning capitalist economy requires a financial system that provides
a safe and secure means of payment
and a reliable store of value

that insures the finance of a level of investment in capital assets sufficient to provide near full
employment.

Financial Stability Requires Guarantee that Cash Commitments can always be met




MINSKY: ALTERNATIVE VIEW OF FINANCE

“Banking is not money lending; to lend, a money lender must have money.....

A bank loan is equivalent to a bank’s buying a note that it has accepted....

When a banker vouches for creditworthiness or authorizes the drawing of checks,
he need not have uncommitted funds on hand.

He would be a poor banker if he had idle funds on hand for any substantial time....

Banks make financing commitments because they can operate in financial markets
to acquire funds as needed; to so operate they hold assets that are negotiable in
markets and hold credit lines at other banks.

The normal functioning of our enterprise system depends upon a large array of
commitments to finance, which do not show up as actual funds lent or borrowed,
and money markets that provide connections among financial institutions that
allow these commitments to be undertaken in good faith and to be honored
whenever the need arises.”

Banks are : “Short” Cash to fund lending to Firms and Housholds
Business Firms are “Short” Cash to pay Banks and Households

Who Can Cover “Short” Position since Neither can Create Cash




HOw MINSKY'S SYSTEM WORKS?

BANKS DO NOT HAVE TO FUND/RESERVE TO LEND
RESERVES ARE ENDOGENOUS
ONLY CENTRAL BANK CAN CREATE CASH
« BERNANKE'S COMPUTER KEY STROKES
How Is CASH CREATED? GOVT NET DEFICIT

BUT THIS ALSO MEANS THAT GOVERNMENT DOES NOT
HAVE TO BORROW TO DEFICIT SPEND

e ONLY BORROW TO SET INTEREST RATE

“CASH” TO COVER SHORT POSITION;:
e MACRO CONDITION: GOVERNMENT DEFICIT

e MICRO CONDITION: DISCOUNT WINDOW OPEN TO ALL
FINANCIAL INSTITUTIONS THAT ARE “SHORT” CASH

e MINSKY PROPOSED THIS IN 1960!!




IS THERE A SIMPLE GOVERNMENT SOLUTION?

SINCE GOVERNMENT CREATES CASH WHY LET PRIVATE,
UNSTABLE FINANCIAL INSTITUTIONS DO IT?

EXTEND GOVERNMENT RIGHT TO COIN MONEY, TO ELECTRONIC
MEANS OF PAYMENT

A GOVERNMENT GIRO— PERFECTLY SAFE AND SECURE

BETTER THAN NATIONALISING OR 100% BANKING) — OLD POSTAL BANKING SYSTEM

NET GIRO BALANCES COULD BE HELD IN TREASURIES

A PERFECTLY SAFE AND SECURE STORE OF VALUE

How To FINANCE PRODUCTIVE SECTOR?
FINANCE SYSTEM. INTERFACE BETWEEN HOUSEHOLDS AND FIRMS
IN A CAPITALIST SYSTEM THE INSTABILITY WILL ALWAYS EXIST

ONLY ELIMINATED BY NATIONALLY-OWNED BANKS — NATIONAL
DEVELOPMENT BANKS

BUT. HOw TO CONTROL PRIVATE SETTLEMENT/FINANCE
SYSTEMS?




ALL BUSINESS MODELS ARE SPECULATIVE

e ALL SELL ASSETS TO FINANCE ACTIVITY
e REAL SECTOR PRODUCTION —

— BUY BEFORE YOU SELL
— ISSUE LIABILITIES TO FINANCE PRODUCTION
— CRISIS. EXCESS PRODUCTION AND INVENTORY

— UNSOLD INVENTORY LEADS TO FORCED SALES AND DECLINE
IN PRODUCT PRICES RELATIVE TO COSTS

e FINANCIAL SECTOR —

— SELL LOANS BEFORE YOU FUND

— PURCHASE OF LIABILITIES ACCEPTED

— LIQUIDITY CRISIS. EXCESS SALES THAT CAN’'T BE FINANCED
— DECLINE IN VALUE OF ASSETS RELATIVE TO LIABILITIES




How CAN WE REGULATE INSTABILITY?
« CANNOT BE DONE!!

e PROVISION OF “CAsH” LiQuiDITY ~ LI R

— FED TO SUPPORT FINANCIAL ASSET PRICES BEFORE CRISIS
— LENDING TO ALL FINANCIAL INSTITUTIONS (MINSKY 1960)
— 2007 /8:FED DID IT TOO LATE, AND TOO ALEATORY

— FED CANNOT BE LENDER OF LAST RESORT & CONTROL.
EcoNoMICc ACTIVITY (MINSKY 1960)

— 2007: SLOW INTRODUCTION OF QE 1O CALM INFLATION HAWKS

— FED CANNOT BE LENDER OF LAST RESORT AND INSTABILITY
REGULATOR AND CONTROL ECONOMIC ACTIVITY

— PAULSON BLUEPRINT GIVES FED CONTRADICTORY ROLE




A VIEW ON NEW FINANCIAL STRUCTURE

e GLASS BANKING ACT:. DETERMINED STRUCTURE

e G-B-L. FINANCIAL MODERNISATION ACT. DETERMINED
STRUCTURE

« SO FAR NO DiscUsSION OF NEW STRUCTURE
— “TEMPORARY” LENDING FACILITIES
— RETURN TO NORMALCY, SAVE THE BANKS,
— INCREASED CONCENTRATION:
e TOOBIGTO FAIL/TO BIG TO REGULATE?

 REGULATION BY FUNCTION OR BY INSTITUTION?

— BANK HOLDING C0O. OR UNIVERSAL. BANK
e DIFFERENT REGULATORY MODEL FOR EACH

* US NEVER INTRODUCED SPECIAL REGULATION FOR
FMA HOLDING COMPANY MODEL —




MINSKY ON NEW FINANCIAL STRUCTURE

— MINSKY FAVOURED UNIT BANKING MODEL

— BUTIN 1990s FAVOURED BANK HOLDING CO.

— BELIEVED THAT BANKING UNIT COULD BE INDEPENDENTLY CAPITALISED
AND ISOLATED BY CHINESE WALLS

— “A BANK HOLDING COMPANY WILL ALLOW BANKS AND OTHER

BUSINESSES TO BE JOINED IN AN ENTERPRISE WHICH HAS A WIDE
RANGE OF SUBSIDIARIES, EACH SUBSIDIARY HAVING ITS OWN
ASSIGNED CAPITAL. A FAILURE OF A PARTICULAR SUBSIDIARY
WOULD NOT IMPAIR THE CAPITAL AND ABILITY OF OTHER
SUBSIDIARIES TO OPERATE.”

— THE SUPPORT FOR THIS WAS THE BARINGS BANKRUPTCY.

— BUT ALSO ARGUED”FINANCIAL INSTITUTIONS WITH WIDER SCOPES
THAN THE GLASS STEAGALL ACT ALLOWS ARE LIKELY TO EMERGE IN
THE AFTERMATH OF THE REPEAL OF GLASS STEAGALL. THE
EVIDENCE FROM HISTORY INDICATES THAT SUCH WIDER SCOPE FOR
INSTITUTIONS ARE NOT NECESSARY FOR THE UNITED STATES’
ECONOMY TO DO WELL”




NEW FINANCIAL STRUCTURE

TODAY THE SEPARATION BETWEEN COMMERCIAL BANKS IS GONE

— BANK HOLDING AND FINANCIAL HOLDING COMPANIES AND INVESTMENT BANK BROKER DEALERS

— BUT THERE ARE NO LONGER AND INVESTMENT BANKS — ONLY BANK HOLDING COMPANIES

CAN WE RESTORE GLASS FUNCTIONAL SEPARATION IN A HOLDING COMPANY
STRUCTURE?

TO SEPARATE THE BASIC FUNCTIONS OF THE FINANCIAL SYSTEM:

— PROVISION OF A SAFE, SECURE TRANSACTION SYSTEM, AND STORE OF VALUE,

— PROVISION OF SUFFICIENT FINANCING AT A REASONABLE COST FOR PRODUCTIVE INVESTMENT.

BANK HOLDING COMPANIES PROVIDING TRANSACTION SERVICES, A STORE OF
VALUE, OR FINANCING (FOR HOUSING, CONSUMERS, OR RELATED ACTIVITIES)
WOULD THEN BE LIMITED TO CLOSELY RELATED ACTIVITIES ONLY.

A SEPARATE GROUP OF FINANCIAL HOLDING COMPANIES, WITH THE
APPROPRIATE RELATED SETS OF ACTIVITIES (NO MEANS OF PAYMENT OR
STORE OF VALUE), WOULD PROVIDE

— UNDERWRITING AND CAPITAL MARKET SERVICES FOR THE FINANCING OF PRODUCTIVE
INVESTMENT.

THE AIM WOULD BE TO LIMIT EACH TYPE OF HOLDING COMPANY TO A RANGE
OF ACTIVITIES THAT WERE SUFFICIENTLY LINKED TO THEIR CORE FUNCTION

AND TO ENSURE THAT EACH COMPANY WAS SMALL ENOUGH TO BE
EFFECTIVELY MANAGED AND SUPERVISED.
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BUT FIRST RESTORE STABILITY

 GERMAN APPROACH.:
e DIRECT BALANCE SHEET RESTRUCTURING

— AUSGLEICHSFORDERUNGEN (EQUILIBRIUM BONDS)
— USED IN 1948 CURRENCY CONVERSION,
— USED IN 1990 GERMAN (MARK) UNIFICATION
— A GOVERNMENT SECURITY TO PLUG HOLE IN BANKS’ ASSETS

— CAN BE APPLIED TO HOUSEHOLDS
— FOR VALUE OF NEGATIVE EQUITY
— OR SIMPLY AS EXIT TO REPAY MORTGAGE

— IF ALL MORTGAGES ARE REPAID, THE TOXIC MBS DISAPPEAR
— HAVE TO SUSPEND REPAYMENT PENALTY ON SUBPRIMES




